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Economic institutions have played an important role in shaping Caribbean
societies. But the world is evolving rapidly, and we must examine how these
institutions respond to the needs of our citizens in the post-pandemic era.
Our economic resilience will shape our future, and this research brings wel-
come depth to an important discussion. The IDB has, once again, proven
its commitment to the Caribbean with this timely publication.

—Mia Mottley,
Prime Minister of Barbados

This volume is another great addition to the scholarship on the understud-
ied yet critical problems of economic development and state capacity in
the Caribbean, problems that have been exacerbated with the COVID pan-
demic. Anybody wishing to get a deeper understanding of the prospects
for improved economic performance and public services in the Caribbean
would learn a lot from this volume.

—Daron Acemoglu, Elizabeth and James Killian
Professor of Economics, Massachusetts Institute of Technology; coauthor,
Why Nations Fail: The Origins of Power, Prosperity, and Poverty

The building of economic institutions plays an indispensable role in the
development process. With a strong foundation of economic institutions,
economies become more stable, more robust, and more predictable while
allowing for greater policy flexibility when this matters most. This book
provides a wealth of information on how Caribbean economies are build-
ing economic institutions and sowing the seeds of future prosperity.

—Nigel Clarke, DPhil., MP; Minister of Finance and Public Service of Jamaica

The trick in institutional analysis is to balance the specificities of the case,
with our understanding of broad principles. This book is a role model for
how this can be done. But it is more than that, because it recognizes that
you have to satisfy the political constraints too. Another pathbreaking
contribution.

—James A. Robinson, Reverend Dr. Richard L. Pearson
Professor of Global Conflict Studies, University of Chicago; coauthor,
Why Nations Fail: The Origins of Power, Prosperity, and Poverty



In an earlier volume entitled “Nurturing Institutions for A Resilient Carib-
bean” Beuermann and Schwartz traced the historical evolution of a number
of important political and economic institutions and its impact on the eco-
nomic development of six Caribbean states. This refreshingly readable and
insightful follow-up edition presents a detailed analysis of the current state
of several important economic institutions whose structural weaknesses
have contributed to the under-performance of the region’s economies.
The Book’s editors and its impressive team of contributors should be con-
gratulated for providing a cogent but practical agenda for addressing the
main institutional deficiencies in the public financial management systems
of the six studied economies. Empirical evidence worldwide has shown
that getting the institutions right usually contributes greatly to sustained
economic growth and enhanced living standards. The Caribbean people
deserve no less.

—Ewart Williams,
Former Governor of the Central Bank of Trinidad and Tobago

This important volume brings together a series of excellent studies of the
economic and administrative institutions in place in a series of Caribbean
nations, with an eye to their suitability to meet contemporary develop-
mental challenges. The chapters both analyze the current setting and
suggest ways to improve institutional and economic outcomes. Covering
a very wide range of policies - from pensions and sovereign wealth funds
to monetary policy and financial regulation - the volume is a valuable and
informative guide for policymakers and others in the Caribbean and in the
developing world more generally.

—Jeffry Frieden,
Professor of Government, Harvard University; author,
Currency Politics: The Political Economy of Exchange Rate Policy
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Foreword

n ample body of theoretical and applied research has shown that

well-designed institutions—broadly defined as the rules that shape

human interactions within a society—have a profound and enduring
impact on the success of countries. A previous Inter-American Develop-
ment Bank publication, Nurturing Institutions for a Resilient Caribbean,
provided new insights on a wide set of political, rule of law, economic, and
social institutions in the Caribbean for the 21st century. A key message of
that 2018 publication was that relevant economic institutions have much
room for improvement across the Caribbean.

This volume, Economic Institutions for a Resilient Caribbean, takes
an important step to address this need by offering a viable path for the
Caribbean countries to improve their economic institutions, and thus
their economic performance. The book provides a novel and comprehen-
sive analysis of institutions that promote sustainable fiscal management,
effective monetary policy, and resilient financial systems. The Caribbean
institutional setting is analyzed and compared against other regions and
international best practices. Importantly, the analysis goes significantly
beyond diagnostics by providing country-specific options for reform
agendas supported by relevant evidence across the entire spectrum of the
institutions studied.

There is much we can learn from the theoretical and empirical work,
as well as from international experience, on economic institutions. This vol-
ume garners evidence from all these sources and experiences and provides
the distilled knowledge and lessons that are relevant for the Caribbean to
achieve a more promising future. Stronger and better-equipped institu-
tions constitute a formula for success, and sound economic institutions are
a prerequisite for economic development and prosperity.

It is my expectation and hope that the findings presented in this vol-
ume will spark debate and action that moves Caribbean countries forward
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Xviii

on a pathway to economic success. | thus invite policymakers and all those
interested in the economic development of the Caribbean countries to con-
sider the analysis and recommendations contained in this volume, which
is the result of a collaborative effort between global and regional special-
ists in the field and our own team at the Inter-American Development Bank
that works tirelessly to improve lives in Latin America and the Caribbean.

Mauricio Claver-Carone
President
Inter-American Development Bank
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Introduction: Economic
Institutions in the Caribbean

Diether W. Beuermann and Moisés J. Schwartz

“A discretionary policy for which policymakers select the best action, given
the current situation, will not typically result in the social objective function
being maximized. Rather, by relying on some policy rules, economic
performance can be improved.”

Nobel Laureates Finn E. Kydland and Edward C. Prescott, 1977

n our previous study, Nurturing Institutions for a Resilient Caribbean, we

systematized the theoretical underpinnings and empirical evidence on

the link between socioeconomic growth and a broad set of institutions
in the Caribbean (Beuermann and Schwartz 2018). More specifically, we
looked at political, rule of law, human capital development, and economic
institutions and specifically applied them to six countries: The Bahamas,
Barbados, Guyana, Jamaica, Suriname, and Trinidad and Tobago.! The
study documented that critically important economic institutions neces-
sary for growth and resilience were largely absent or in need of significant
improvement in the Caribbean.

However, the ample breadth of institutions analyzed in the prior study
precluded a deeper inspection of each type of institution in Caribbean
countries. This book, therefore, constitutes a follow-up to our previous
study in order to examine economic institutions that can jointly establish
the conditions for more robust fiscal systems, effective monetary policy,
and sounder financial systems in the Caribbean.

The relevance of institutions for economic development has been
recognized since ancient times. However, for modern economics, the rec-
ognition that institutions influence economic development dates to Adam

' The countries constitute the Inter-American Development Bank’s Caribbean Coun-

try Department.



Smith. In the Wealth of Nations published in 1776, Smith brought to the
fore the crucial role played by rules relating to how societies should be
organized (i.e., institutions such as the rule of law and property rights) in
determining the proper conditions to productively engage in economic
activity. Time has proven him right: countries that have strengthened the
quality of their institutions have outperformed others with weak institu-
tional frameworks, and today there is a widespread understanding that
institutional quality plays an important role in shaping the patterns of
prosperity and economic development around the world (Acemoglu and
Robinson 2012).

This volume focuses on economic institutions defined as rules and
organizational arrangements that, if they govern the design and implemen-
tation of fiscal and monetary policies, can better align those policies with
long-run citizen interests. Specifically, the economic institutions covered
are those that promote more sustainable fiscal management, adequate
implementation of monetary policy, and more resilient financial systems.
On fiscal management, the book covers public revenue administrations,
public financial management systems, public debt management institu-
tions, fiscal rules, medium-term fiscal frameworks, independent fiscal
councils, and the design features of sovereign wealth funds. While pen-
sion schemes are not a fiscal institution, they are also analyzed because
of the fiscal burden and contingencies that these systems may entail. In
terms of institutions that support effective monetary policy, the focus is on
the importance of central bank independence and transparency. On finan-
cial systems, the book analyzes the relevance of financial regulation and
supervision to promote more stable and efficient markets that are better
suited to confront challenges and more resilient against external shocks.
Some institutional enhancements that foster access to credit and deeper
financial systems are also analyzed.

While this book was being written, the world experienced the shock-
waves of the COVID-19 crisis. Every region in the world has felt the drastic
impact of the pandemic both in terms of human loss and economic activ-
ity, but the Caribbean has been hit particularly violently (Arteaga-Garavito,
Beuermann, and Giles Alvarez 2020). Of course, dealing with shocks is
certainly nothing new for the Caribbean: the region has long been prone
to recurrent natural disasters such as tropical storms and hurricanes that
have had devasting economic and social consequences (Heinen, Khadan,
and Strobl 2019; Beuermann and Pecha 2020). Furthermore, these econo-
mies, highly dependent on external activity and vulnerable to commodity
shocks, have endured prolonged episodes of uncertainty in economic
activity.



A sound institutional framework by no means constitutes a full-fledged
protective shield against such devastating shocks, but it provides a more
formal structure to respond to them. Countries that have engaged in insti-
tutional development have been shown to be better equipped to confront
these challenges, be more resilient in responding to them, and have better
prospects to recover more rapidly.

The challenges that the world faces today amidst the COVID-19 crisis
highlight the importance of forward-looking and responsible public eco-
nomic management. This volume focuses on key economic institutions
with specific applicability to Caribbean countries. We do so by provid-
ing an in-depth analysis of the design and quality of economic institutions
designed to strengthen fiscal management, support proper monetary pol-
icy implementation, and promote sound financial systems.

Each of the chapters in this volume is devoted to dual objectives
regarding a specific institution. The first is to document the international
evidence on the effectiveness and most desirable designs of each institu-
tion and how this varies with respect to differing contexts. The second is
to provide actionable policy recommendations on the design and imple-
mentation of each institution for each Caribbean country, guided by
documented international evidence and the context of each country.

The first section of the book, which includes Chapters 2 through 8,
focuses on institutions that support sustainable fiscal policies. In Chapter
2, Gerardo Reyes-Tagle, Carlos Silvani, and Laura Ospina focus on pub-
lic revenue administrations. Special emphasis is given to the relationship
between tax policy and tax administration, as well as the key organizational
features that have been shown to improve effectiveness for collecting
taxes. Among others, key advances in big data and artificial intelligence
are highlighted as critical innovations on this front. The chapter concludes
with a roadmap of policy actions with promising potential to improve the
effectiveness of tax administrations across Caribbean countries.

In Chapter 3, Jose Fajgenbaum and Claudio Loser analyze international
best practices in public financial management processes to identify key
enhancements applicable to Caribbean countries. The authors highlight
the potential positive impact on Caribbean countries of improved budget
formulation, execution, and oversight, budget credibility, budget transpar-
ency, and financial governance. The authors also provide action plans to
strengthen the public financial management systems of each Caribbean
country.

In Chapter 4, Henry Mooney, Joan Oriol Prats, and David Rosenblatt
focus on the relationship between public debt management institutions and
debt dynamics. The authors document the debt accumulation processes of



Caribbean countries and relate these experiences to needed enhancements
in key pillars of their debt management institutions. Special emphasis is
given to the managerial structure of public debt, as the evidence suggests
that it represents the most central pillar of a well-designed and adequately
resourced debt management institution. The empirical benchmarking exer-
cise conducted by the authors shows that most Caribbean countries need
critical improvements to ensure that debt management practices are con-
sistent with the macroeconomic framework, including debt sustainability
prerogatives and economic and financial stability.

In Chapter 5, Teresa Ter-Minassian analyzes the role that fiscal rules
and independent fiscal councils can play in promoting sustained and
good-quality adjustment in the public finances of Caribbean countries.
The author first discusses the main issues in the design, implementation,
and effectiveness of fiscal rules, drawing on the extensive literature and
international experiences in this area. She then covers issues related to the
creation of independent fiscal councils and the limited empirical evidence
to date on their effectiveness. The chapter concludes by discussing the
applicable lessons for each Caribbean country and putting forth sugges-
tions for improvement.

In Chapter 6, Rolando Ossowski assesses the design features of sov-
ereign wealth funds in resource-exporting countries. The emphasis is on
issues related to the domestic operations of funds, asset management,
governance, transparency, and accountability. The chapter then presents
and reviews the main characteristics of the funds in the three Carib-
bean resource-exporting countries (Guyana, Suriname, and Trinidad and
Tobago) and offers suggestions for improvement vis-a-vis relevant best
international practices.

In Chapter 7, Laura Giles Alvarez, Victor Gauto, and Jeetendra Kha-
dan develop empirical applications of the complementary roles of two
institutions: fiscal rules and sovereign wealth funds. Their focus is on com-
modity-dependent Caribbean nations. The authors provide simulation
exercises on how well-designed institutions support countrywide fiscal
sustainability and resilience to unexpected shocks such as the COVID-19
pandemic. The main conclusion from this chapter is that while fiscal rules
and sovereign wealth funds may adequately complement each other,
other sound fiscal institutions such as public financial management sys-
tems, laws, and other regulations may be required to further improve fiscal
outcomes.

In Chapter 8, Moisés J. Schwartz and Maria Alejandra Zegarra examine
pension systems in Caribbean countries. Demographic trends, high admin-
istrative costs for social protection programs, high levels of informality,



and discrepancies between civil servant pensions and those of the rest of
the population point to unviable pension systems in the Caribbean down
the road. Furthermore, without pension reform, sizable increases in pub-
lic pension expenditures in the coming years will strain public finances
and reduce the availability of resources, thus crowding out other relevant
public sector expenditures. The chapter also stresses the importance for
Caribbean policymakers to periodically review the design of their pension
schemes and assess what parametric and non-parametric changes are
required to achieve adequate benefits, expanded coverage, and financial
sustainability.

The second section of the book, which includes Chapters 9 through 11,
focuses on institutions that support effective monetary policy and sound
financial systems. In Chapter 9, Jakob de Haan presents a conceptual
framework explaining why central bank independence and transparency
may lead to better communications, improved understanding of messages,
and hence better monetary policy outcomes. The chapter documents the
global evolution of central bank independence and transparency, showing
that while Caribbean countries have largely lagged, noticeable improve-
ments have been recently observed. Based on this evidence, the chapter
concludes by discussing policy options to further improve monetary insti-
tutions in Caribbean countries.

In Chapter 10, Liliana Rojas-Suarez and Maria Alejandra Zegarra doc-
ument the most recent approach to financial regulation and supervision
and its applicability to Caribbean countries. Particular attention is given
to the addition of macroprudential standards to the traditional micropru-
dential framework. The authors highlight the role of the macroprudential
approach to avoid credit procyclicality and build resilience against exter-
nal shocks. The chapter concludes by summarizing the main institutional
enhancements applicable to each Caribbean country to strengthen their
financial regulatory frameworks.

In Chapter 11, Thorsten Beck and Henry Mooney present novel data,
metrics, and methods to assess the level of financial development in the
Caribbean. The authors develop a new measure of financial adequacy that
summarizes the incidence of unsatisfied demand for credit among firms.
This measure reveals a heterogeneous context within the Caribbean where
some countries face severe impediments to firm access to finance and
others show robust performance. A benchmarking exercise reveals that
Caribbean countries have relatively small banking systems but large insur-
ance sectors, especially life insurance. In addition, Caribbean stock markets
are larger than what would be expected but have lower-than-expected
liquidity. The authors conclude by highlighting institutional enhancements



with the potential to reduce asymmetric information in credit markets and
foster credit competition.

The volume ends with Chapter 12, where Diether W. Beuermann and
Moisés J. Schwartz provide overall concluding remarks and some sug-
gestions for policy reform. As evidenced throughout this volume, the
accumulated knowledge on the relevance of the analyzed economic
institutions for sustainable development is significant. Nonetheless, the
ability of a country to alter its institutional setting and establish high-qual-
ity institutions ultimately depends on the country’s specific situation and
characteristics. It is our hope that the theoretical underpinnings, empiri-
cal evidence, and tailored recommendations presented in this book will
provide substantive material for countries in the Caribbean to embark on
an agenda for institutional change that has the potential to improve living
conditions in the region.
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The Nuts and Bolts of Revenue
Administration in the Caribbean

Gerardo Reyes-Tagle, Carlos Silvani, and Laura Ospina

“Death and taxes may be inevitable, but they shouldn’t be related.”
J. C. Watts

he overarching objective of taxation is to raise the necessary reve-
nue to finance government spending in the least disruptive manner.
This calls for a tax system to be certain, simple, neutral, fair, and
able to collect revenues efficiently and effectively (OECD 2014). Reve-
nue administrations have the challenging task to interpret tax legislation,
collect multiple taxes, and enforce tax laws.! Trustworthy and robust rev-
enue institutions with a smoothly functioning collection capacity are
crucial to the sustainability of any state and its society. The opposite can
have deterrent effects on the development of a country. This chapter
focuses to a great extent on tax administrations (TAs) which are responsi-
ble for domestic taxes while mentioning some details suitable to customs
administration.
Alongside the apparent problem of underfunding the government,
a feeble revenue body raises fundamental questions about the equity of
the tax system—that is, the extent to which taxpayers in similar circum-
stances are subject to the same tax burdens. It also generates economic
inefficiencies, notably through the damaging effect of creating the per-
ception of an unfair system, which is one of the elements that determine
tax compliance. The unintended economic and social effects of weak tax
administrations have led countries to pursue quick tax policy fixes that

' Theterm “revenue administration” usually includes the bodies responsible for tax (domes-

tic taxes), customs (trade taxes and duties), and social security contributions. In some
countries, they are integrated within the same body. For the purpose of this chapter, the
terms “revenue administration” and “tax administration” are used interchangeably.

n
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do not solve the problem, instead perpetuating a perverse vicious cir-
cle. Insufficient revenue leads to tax rate increases that distort economic
decisions, calling for additional tax rate changes.? Then the vicious circle
starts again.

This chapter focuses on the capacity to collect tax revenues in six Carib-
bean countries—The Bahamas, Barbados, Guyana, Jamaica, Suriname, and
Trinidad and Tobago.® To do this, the chapter aims to identify issues that
bear on the effectiveness and efficiency of these countries’ tax administra-
tions.* The analysis concentrates on key aspects and best administrative
practices of revenue bodies around the world that could help Caribbean
countries strengthen their tax institutions, taking into account the dawn of
the digital economy era that is revolutionizing the interactions between tax
administrations and taxpayers.®> The development of digital technologies—
which has changed business models—is prompting revenue institutions to
examine the effectiveness of the procedural and analytical tools that they
use to tax “traditional” businesses vis-a-vis those that correspond to the
digital economy.®

As in other parts of the world, the COVID-19 pandemic poses an
unprecedented challenge for Caribbean countries. Measures to “flatten
the curve” and stop the spread of the virus have had a significant inter-
nal economic impact, coupled with external shocks from a combination of
supply and demand factors. Caribbean governments have taken targeted
policy measures to mitigate the impact of these sudden and deep shocks
on individual households, businesses, and the broader economy, mostly
through fiscal stimulus responses that have resulted in greater expendi-
ture and through tax relief plans (Reyes-Tagle, Ruprah, and Campodonico

Beuermann and Pecha (2018) also mention that the low level of trust in politicians in
the Caribbean could motivate the emergence of a vicious circle of low tax collection,
low revenues for public investments, and further low tax compliance.

The six countries are members of the Caribbean Country Department of the Inter-
American Development Bank.

Effectiveness is measured by the size of the tax gap, that is, the ratio between the
revenue effectively collected and the potential revenue that would be collected with
perfect tax compliance. Efficiency is the ratio between the administrative cost of col-
lection and the revenue collected.

The chapter comprehensively describes best administrative practices and then
reviews the extent to which Caribbean countries have adopted these practices. How-
ever, a quantification of the degree to which the region loses tax revenues because of
failure to adopt best practices goes beyond the scope of this chapter.

Notice, however, that this chapter does not analyze issues related to the potential
distortionary effects that tax systems might impose on the studied economies. We
refer the interested reader to Reyes-Tagle, Ruprah, and Campodonico (forthcoming)
for a detailed analysis of tax policy in Caribbean countries.



forthcoming; Reyes-Tagle and Ospina 2020). In this context, Caribbean
countries will have to safeguard tax revenue to protect financing of the sig-
nificant spending needs to support broader government policy responses
and be ready to restore compliance levels in the post-crisis period. This will
require more efficient and robust revenue administrations. Therefore, the
response to the crisis is also an opportunity to enhance knowledge of the
functioning of tax administrations and speed up necessary reforms within
them and the tax systems of which they are a part.

This chapter starts by providing the context in which tax adminis-
trations operate, comparing levels and sources of tax revenues among
Caribbean countries. The chapter then reviews best practices in setting up
the governance model and the institutional arrangements that should pre-
vail to foster the correct performance of tax administrations. The analysis
breaks down the organizational structure that allows revenue bodies to
conduct their core functions efficiently into its constituent parts, describ-
ing the types of organizational structures and their related issues as well
as the advantages and disadvantages of integrating the administration of
customs and domestic taxes, the autonomy of revenue administrations,
and the main features of a typical revenue authority. The chapter then
describes how the digital economy is shaping the relationship between
taxpayers and revenue bodies and the consequences for the core activi-
ties carried out by tax institutions. The chapter closes by presenting the
challenges faced by Caribbean tax administrations and providing recom-
mendations to improve their institutional capacity to collect taxes.

How Are Taxes Structured in Caribbean Countries?

While the six Caribbean countries analyzed here are treated here as a
group, they are, of course, distinct economies with different characteristics
and tax structures.” This section begins by laying out useful information on
the features of the tax systems and their correspondent tax instruments to
put the Caribbean’s revenue administrations in perspective.

2.1.1. The Big Picture: Characteristics of Tax Systems in the Caribbean

The most traditional comparison between tax systems is the tax-to-GDP ratio,
which is widely used as a starting point to rank tax efforts among countries.

7 Within the Caribbean, The Bahamas, Barbados, and Jamaica are tourism-dependent

economies, while Guyana, Suriname, and Trinidad and Tobago are commodity-
dependent economies.
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Figure 2.1. Evolution of Tax-to-GDP Ratios, 1990-2017 (percent)
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Source: Prepared by the authors based on IMF (2020) and the Revenue Collection Database of the Inter-
American Development Bank and Inter-American Center of Tax Administrations.

Note: LATAM: Latin America; CCB: The Bahamas, Barbados, Guyana, Jamaica, Suriname, and Trinidad
and Tobago; OECD: Organisation for Economic Co-operation and Development; ISLANDS: island econo-
mies worldwide; ROSE: rest of the small economies of the world.

Figure 2.1 compares the evolution of tax-to-GDP ratios over the last three
decades between Latin American countries, island countries worldwide,?
the rest of the small economies of the world (ROSE),° member countries of
the Organisation for Economic Co-operation and Development (OECD), and
Caribbean countries. While Caribbean ratios are consistently above those of
Latin America, island countries, and ROSE, they are significantly below those
of OECD countries, by roughly 30 percent. The big gap between OECD and
Caribbean countries is partly due to structural differences between regions
related to labor informality and the shadow economy® productivity,"
transparency, and corruption that have shrunk critical tax bases over time
(Ter-Minassian 2012). In addition, tax systems are fragmented, and the tax
structure is characterized by high statutory tax rates but low effective rates
due to constant tax competition among Caribbean countries (especially

It does not include Cyprus, United Kingdom, Ireland, Greenland, and Japan.

Defined as countries with populations of less than 3 million. This analysis includes
an extended sample with some small African economies that are dependent on
commodities.

In the Caribbean, shadow economies are a recurrent problem. Suriname and Jamaica
respectively report 42 and 38 percent of GDP related to underground activities
(Amos 2017).

According to Dabla-Norris et al. (2019), there are two relatively undisputed stylized
facts on the relationship between tax evasion and productivity: first, tax evasion is
higher in poor countries, and second, tax-evading firms tend to be less productive.



Figure 2.2. Tax and GDP Growth Volatility in Caribbean Countries,1991-2018
(weighted average)

1.0- -4

&,
y
>

Growth volatility

o
o

\

<
A
S

X

|
[
3,
i
i
|
w

|
N
o

% 97 99 01 03 05 07 09 M 13 15 17

()
=
«©
w

—— GDP growth cycle Tax revenue growth cycle (right axis)

Source: Prepared by the authors based on IMF (2020) and the Revenue Collection Database of the Inter-
American Development Bank and Inter-American Center of Tax Administrations.

in tourism-dependent countries) that has resulted in the proliferation of
exemptions, incentives, deductions, allowances, discretionary waivers,?
reduced rates,”® and zero rates beyond the standard value-added tax (VAT)
feature of zero-rating exports. All these factors have created a complex tax
system with high levels of tax expenditures that not only erode the tax base
but also cause severe distortions and inefficiencies, promote informality, and
reduce fairness and transparency (Reyes-Tagle, Ruprah, and Campodonico
forthcoming). Tax expenditures increase taxpayer compliance costs and sig-
nificantly complicate enforcement activities."

In the Caribbean, tax revenues are subject to high volatility linked to
external shocks and cyclical changes in output. Excessive reliance on a few
commodity exports, combined with narrow tax bases, has exposed these
countries to the risk of increased revenue volatility, and, ultimately, lower
tax collection. Figure 2.2 displays the tax and GDP growth volatility for
Caribbean countries. Tax volatility is linked to high revenue dependency
from income taxes in Caribbean countries given their exposure to exter-
nal environment performance (tourism, oil prices, natural disasters, etc.),

Discretionary waivers are tax reductions granted by a ministry or other high-level
authority mainly used to reduce import tariffs, excises, and the VAT. Most of these
discretionary waivers are, to a certain extent, system-induced, due to high import
tariff rates.

Rates below the standard rate.

A tax expenditure is any provision that results in a reduction of a tax for a specific
type of taxpayer, or that has the effect of foregoing any activity that could create
potential tax revenue.
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which impacts directly on GDP. In line with Ossowski and Gonzales (2012),'®
the analysis for this chapter finds that revenue volatility affects Caribbean
countries, with an even higher impact on commodity-driven countries than
tourism-dependent ones.'® As in other regions, volatile energy prices have
created shaky tax revenue fluctuations for resource-dependent countries,
which explains why Trinidad and Tobago is the most volatile Caribbean
country in terms of tax revenue collection. This effect seems to be more
intense in Caribbean than in ROSE economies, where tax revenue in com-
modity-driven economies is 70 percent less volatile than in Caribbean, and
there is no marked difference between tourism- and commodity-driven
economies in terms of volatility.”

Volatility exacerbates the low capacity of ministries of finance and
revenue bodies to generate information and periodic inputs to forecast
revenues, increasing the risk of unforeseen fluctuations in tax revenue that
can disrupt public services and contribute to overall fiscal instability. In
this context of volatility, weak tax administration heightens the problem
by hindering horizontal equity—the extent to which taxpayers in similar
circumstances are subject to the same tax burdens—and generating eco-
nomic inefficiencies, notably through the damaging effect of creating the
perception that the tax system is “unfair.” The economic and social conse-
guences of weak tax administration have led many countries to implement
quick tax policy fixes that not only do not resolve the problems but also
perpetuate a perverse, vicious circle.

2.1.2. What Lies Beneath: Revenue from Different Taxes

Any strategy to monitor tax compliance and allocate revenue adminis-
tration efforts ought to include the number and relative importance of
different taxes in overall revenue collection. In Caribbean countries, the
number of taxes collected ranges between 9 in The Bahamas to 24 in
Jamaica and Trinidad and Tobago (Table 2.1). Some of these taxes are

The authors estimate the volatility of total revenues to be 60 percent higher and that
of non-resource tax revenues to be 27 percent higher in resource-rich Latin Ameri-
can countries than in the rest of the region (Ossowski and Gonzales 2012).

The coefficient of variation of tax revenue was 43 percent higher in Caribbean com-
modity-driven economies than tourism-driven economies for the period 1990-2018.
As a measure of volatility, we use a simple analysis of the standard deviation and the
coefficient of variation of the average growth rates of the tax-collection-to GDP ratio
for both groups of countries. A coefficient of variation of 0.073 was found for Carib-
bean commodity-driven economies versus 0.023 for the same group in ROSE. The
coefficients of variation were 14.31 and 4.49, respectively.



Table 2.1. Estimated Number of Taxes Collected in Caribbean Countries,

1990-2018
1. Income tax 0 4 7 7 5 6
1.1 Personal income tax 1 2 2 2 3
1.2 Corporate tax 1 1 2 1 3
1.3 Other 2 4 3 2
2. Property tax 1 4 1 2 2 1
3. Goods and services 6 8 2 9 12 "
3.1 Value-added tax 1 1 1 1 1 1
3.2 Specific taxes on goods and services o 7 1 8 " 10
4. Trade taxes 2 1 3 4 2
5. Others 0 0 4 2 1
Total 9 17 17 24 22 24
Tourism and entertainment 3 2 2 3 3 3
Commaodity-related taxes 0 0 2 2 1 4
Total 3 2 4 5 4 7

Source: Prepared by the authors based on IMF (2014).

Note: In the table, trade taxes and specific taxes for The Bahamas and Barbados, such as excise taxes and
import duties, were included in only one category. However they include many tariffs on different goods
and services. Other taxes for Trinidad and Tobago include petroleum taxes established by the Petroleum
Profit Tax Act, as well as other taxes and levies. The grouping of specific taxes on commodities and tour-
ism is based on items reported during 1990-2018, when specific taxes were disaggregated. In the case of
Jamaica, the count includes the specific corporate taxes on bauxite and alumina that were active until 2012.
Commodity-sector-specific taxes for Guyana include the tributers tax and the specific tax for gold and
diamond miners. For Suriname, the average is for 2015-2016; for the rest of the countries it is for 2007-2011.

sector-specific (e.g., tourism, oil and gas sectors), costly to administer, and
do not broaden the tax base (Figure 2.3). As highlighted by PA Consulting
Group (2006, 23), “the net consequences of taxes on travel and tourism
can be negative in terms of depressing demand when they pass a certain
threshold.”

Some authors link the number of taxes to administer to the complex-
ity of the tax system, since a higher number generally implies a more
complex and cumbersome process for revenue bodies. This is particu-
larly important when comparing the composition of tax revenues among
Caribbean countries. Figure 2.4 reports the overall importance of income
(corporate and personal) and consumption taxes for Caribbean coun-
tries, accounting for roughly 75 percent of total tax revenue collection.
As important as they are, these two taxes have different weights within
Caribbean countries (Figure 2.5). For example, The Bahamas, which has
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Figure 2.3. Total Revenue Administration Expenses as a Percent of Tax Revenue
(Customs + Domestic Taxes)
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Sources: Prepared by the authors based on the 2019 Revenue Collection Database of the Inter-American
Development Bank and Inter-American Center of Tax Administrations; for Suriname, the source is the
Ministry of Finance.

Note: CCB: The Bahamas, Barbados, Guyana, Jamaica, Suriname, and Trinidad and Tobago; ROSE: rest
of the small economies of the world.

no income tax,'® relies heavily on trade taxes (accounting for 43 percent of
the total tax revenue) in the form of numerous statutory rates and tariffs.
Something similar happens in Barbados, although trade taxes account
for 9 percent of total tax collection. Meanwhile, Trinidad and Tobago,
Suriname, and Guyana collect the most from income-based taxes. Heav-
ily invested in nonrenewable commodity exports, these three countries
rely on a corporate tax, mostly collected from companies engaged in

8 |nstead of an income tax, the country imposes business and professional license fees,

which account for 14.7 percent of total tax revenue.



THE NUTS AND BOLTS OF REVENUE ADMINISTRATION IN THE CARIBBEAN

Figure 2.5. Revenue Distribution by Tax and Country as a Percent of Total Tax
Revenue, Average over 1990-2018
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Sources: Prepared by the authors based on the 2019 Revenue Collection Database of the Inter-American
Development Bank and Inter-American Center of Tax Administrations; for Suriname, the source is the
Ministry of Finance.

Note: For Suriname the analysis was restricted to 2012-2018 due to the availability of information.

these activities. In some cases, the dependence on commodity revenues
has delayed efforts to diversify the tax base. Note that Suriname is the
only Caribbean country that does not have a VAT.”® In contrast, Figure
2.4 also shows that consumption taxes are critical in Caribbean countries
that are not dependent on the export of commodities. For example, in
Barbados, 49 percent of taxes come from the VAT, while in Jamaica, it is
43 percent.

2.2. The Relevance of Tax Administrations: Good Practices

The primary goal of a good tax policy design is straightforward: the tax
system should be fair—that is, all taxpayers pay their rightful share—and
easy to understand, administer, and comply with. At the same time, a
fair system is one in which enforcement is transparent, competent, and
effective. To achieve this, the tax system must have an adequate tax
administration that collects not only needed revenue but also achieves
essential policy objectives—indeed, a task that is easier said than done.

¥ To modernize its tax system, Suriname has planned over the past few years to replace
its current sales tax with the introduction of a full-fledged VAT. Unfortunately, the
VAT has not been implemented yet, despite the pressing need to increase tax reve-
nue and improve taxation on consumption. Introduction of the VAT is now scheduled
for 2022 according to the authorities of Suriname.
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This section first looks at the relationship between tax policy and
tax administration and how the long sequential approach between these
two critical aspects of the tax system has been put to the test in the last
couple of decades. The section also covers the governance models that
should prevail and how they should be complemented with an organiza-
tional structure that allows revenue bodies to perform their core activities
effectively.

2.2.1. Tax Policy and Tax Administrations: Trying to Find the
In-Betweens

The rate at which tax revenues increase over time depends on the tax struc-
ture, the quality and capacity of tax administration, and the pace and nature
of the country’s economic growth (Bird and Wilkie 2012). But exactly how
important is tax administration for the tax system as a whole? The literature
on tax issues highlights the interaction between tax policy and tax adminis-
tration. Traditionally this interaction has been viewed as a hierarchical model
of tax compliance in which policymakers design tax policies and delegate
the responsibility of collection to the tax authority. Under this approach,
constraints to taxation focus on the limits imposed by incentive constraints—
asymmetric information, unclear drafted laws, or politics. Rarely is higher
tax revenue linked to the administrative capacity of the state (Besley and
Persson 2014). However, this approach has been increasingly challenged by
a greater recognition that tax systems are as dependent upon enforcement
as they are on tax policy (de la Feria and Schoeman 2019).

Tax administrations with serious institutional challenges will find it
harder or impracticable to implement tax policy reforms, turning these
efforts into futile exercises. Ineffective tax enforcement will most likely dis-
tort competition in favor of those activities for which the paying of taxes
can be avoided (Tanzi and Casanegra de Jantscher 1987). Thus, in practice,
and beyond what tax laws may prescribe, taxpayers engaged in activities
with income that is difficult to hide (e.g., salary earners) will be penalized
because they will pay a larger-than-intended share of taxes (Beuermann
and Pecha 2018).

Any attempt to identify tax compliance issues requires not only
an evaluation of the capacity of the revenue administration but also
an overall analysis of the tax system. Unfortunately, it is common to
find that “good tax policy theory leads to bad practice” (Aaron and
Slemrod 2004), which is intrinsically related to the complexity of the
tax system and the lack of robust institutional capacity of the tax



administration.2® One way to tackle the complexity of the tax system is to
establish a scheme with a reasonable registration threshold that requires reg-
ular filing and payment of major taxes for taxpayer groups (large and medium
taxpayers). This practice will not only reduce the tax administration’s workload
and make it easier for these taxpayers to meet their obligations, but will also
encourage higher compliance rates (Tanzi and Casanegra de Jantscher 1987).

Improving the effectiveness of a revenue administration includes
empowering it legally and politically. Revenue bodies in many countries
operate under outdated institutional frameworks that need new laws and
tax codes that could speed up the process to enforce tax collection without
putting taxpayers’ rights at risk.?' Legal reforms that allow the administra-
tion to use modern technologies (which taxpayers are of course already
taking advantage of) are also highly desirable. Moreover, most countries,
including developed ones, have their legal framework for taxation spread
across a series of tax laws with their own set of provisions for the rev-
enue bodies, which are usually supplemented by numerous regulations.
This can cause difficulties for both tax administrations and taxpayers typi-
cally caught in the middle of inconsistencies and contradictions. Instead
of different tax laws for each tax type, the international best practice is to
enact a single comprehensive and coherent tax code that incorporates all
legal aspects of taxation into one piece of legislation. The tax code should
include all national taxes, social insurance contributions, and specific taxes
on the processors of minerals and other commodities (Jacobs et al. 2013).

A clear example is Estonia, a country with roughly the same popula-
tion as Trinidad and Tobago. Estonia has a neutrally structured tax system
with relatively low tax rates and a stable tax administration capacity to
implement tax reforms. The country’s tax gap is only 5 percent of GDP,
with 99.8 percent of tax obligations met during the same calendar year.?2

20 Following Gale and Holtzblatt (2000), the complexity of a tax system is defined as
the sum of compliance costs (faced by taxpayers) and administrative costs (faced by
the government). The former includes time spent by taxpayers preparing and filing
tax forms, learning about the law, maintaining record-keeping for tax purposes, etc.
The latter includes costs related to the budget of the tax collection agency and the
tax-related budgets of other agencies that help administer tax programs.

For example, the taxpayer profile has changed substantially. In the digital economy,
business models are significantly different from the traditional brick-and-mortar
business model, so planning opportunities in the digital space are used by technol-
ogy companies in different ways.

The tax gap is the difference between taxes paid and taxes owed to the tax admin-
istration. This gap can exist for three basic reasons: taxpayers may report less than
their full tax liability on their return (underreporting), pay less taxes than owed
(underpayment), or simply not file a tax return at all (non-filing).
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Other successful cases include many of the tax administrations in OECD
member countries, as well as China, Malaysia, and Russia. In Latin Amer-
ica, Chile, Peru, and Mexico have seen positive developments, as has
Jamaica in the Caribbean region. A key ingredient behind these success-
ful cases has been the governance framework put in place for revenue
agencies.

2.2.2. Semi-Autonomous Revenue Agencies: Are They Worth It?

There are two models of revenue administration: (1) a framework under
which revenue bodies are within a department, directorate, or unit within
the Ministry of Finance (MoF) and (2) unified semi-autonomous bodies,
such as semi-autonomous revenue agencies with a board, personnel sys-
tems outside civil service purview, and self-financing mechanisms (often a
given percentage of revenue collections).

The relevance of autonomy in tax administration has been widely
extolled in the literature (Crandall 2010; Chan, Lo, and Mo 2006; Devas,
Delay, and Hubbard 2001). There has also been a growing trend to sep-
arate tax administration from the MoF, especially in the last two decades
(Kristiaji and Poesoro 2013). The main reason is that tax administrations
under a department or directorate within the MoF typically face administra-
tive limitations that affect their operations and flexibility (lack of budgetary
autonomy and control over staffing, limitations on procurement, and a lim-
ited capacity to adopt and acquire technological systems and implement
reforms and operational policies, among others). However, some authors
suggest that establishing arrangements and reforms to improve tax admin-
istration do not necessarily require autonomy and could well be adopted
under traditional tax administrations (Joshi and Ayee 2009). For example,
the Estonian Tax and Customs Board (ETCB) is a single directorate in the
MoF that, despite having a relatively limited overall degree of autonomy
compared to other European tax administrations, has high levels of per-
formance on most indicators surveyed by OECD (2019a). Furthermore, the
ETCB being attached to the MoF has not been an impairment to advance
reforms (especially in digitalization) that have been hailed by the literature
as successful.?3

The basic principle behind a semi-autonomous revenue agency is that
its autonomy can lead to better performance by removing impediments
to effective and efficient management while maintaining appropriate

2 see Patersone and Ketners (2017), Strielkowski, Gryshova, and Kalyugina (2017), and
Kastik (2019) for more information about the Estonian experience.



accountability and transparency (Crandall 2010). According to OECD
(2019a) semi-autonomous bodies have a higher degree of autonomy than
administrations that operate within a ministry (92 versus 83 percent).
A robust semi-autonomous revenue agency reduces political interfer-
ence in revenue administration operations, providing more financial and
administrative flexibility, capacity, responsibility, and accountability for
managers.?* It also helps the revenue administration attract qualified staff.

Human resources are a fundamental pillar of sound revenue admin-
istration, and greater autonomy for those personnel is one of the
advantages often attributed to the establishment of a semi-autonomous
revenue agency. A well-trained staff is essential for daily activities such
as fraud detection, tax assessments, legal processes, information technol-
ogy (IT) development and maintenance, etc. In practice, finding, retaining,
and incentivizing staff in tax administrations has been a real challenge.
There is not only high turnover of personnel moving from tax adminis-
trations into private sector companies, but also a scarcity of competent
candidates to fill technical positions. To overcome these problems, it is
necessary to establish a comprehensive policy for the administration of
human resources. For example:

1. Professionalism. Tax administrations need a well-defined merit-
based system to select and promote personnel, coupled with a
salary scale that establishes equitable differences in pay based on
different levels of job complexity. Staff should be trained regularly,
and also regular performance evaluations should be conducted to
get feedback on the training programs.

2. Integrity. A code of ethics needs to be implemented and strictly
enforced across the entire revenue administration. Corrupt officials
should be properly sanctioned upon completion of an investiga-
tion following due process.?® Further, information on sanctioned or

24 Typical powers of a semi-autonomous revenue agency include budget expendi-
ture management; organization and planning; performance standards; personnel
recruitment, development, and remuneration; information technology; tax law inter-
pretation; enforcement; and penalties and interest.

Corruption has significant impacts on tax collection. In fact, “more corrupt coun-
tries collect fewer taxes, as people pay bribes to avoid them, including through tax
loopholes designed in exchange for kickbacks. Also, when taxpayers believe their
governments are corrupt, they are more likely to evade paying taxes. Overall, the
least corrupt governments collect 4 percent of GDP more in tax revenues than
countries at the same level of economic development with the highest levels of cor-
ruption” (Gaspar et al. 2019).
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dismissed officials should be made public to serve as an example
for the community of taxpayers, as well as for the revenue admin-
istration’s employees.?6

3. Accountability. Tax administrations should follow the principle
of delegated responsibility (Schlemenson 1992), under which
employees in each level of the organization operate based on
the delegation of explicit objectives from their superior. Supe-
riors should clearly define goals, including how they should be
accomplished in terms of quantity, quality, and time required for
compliance. Staff will then be accountable for those goals.

4. Performance. In general, there have been improvements in insti-
tutions when there are mechanisms and systems in place to
evaluate staff performance (Crandall 2010). Employees should be
evaluated by their immediate superiors according to a set of key
performance indicators that rate compliance. Such a system yields
many rewards, including employees who understand the expecta-
tions for their roles and receive promotions when they are merited
based on the indicators—plus, of course, increased productivity of
the organization.

This ring-fencing of the revenue administration aims to improve
the performance of the tax system. It also sends a strong message
that an independent authority can commit to a fairer and less discre-
tionary collection process. The administration and support functions in
a semi-autonomous revenue agency are the responsibilities of either a
commissioner, director-general, or oversight management board. The
board’s functions are to oversee the agency’s operations and approve
internal policies and strategic plans to ensure that objectives are met
in line with the rule of law, integrity, and professionalism. Board deci-
sions include funding and human resources policies, accountability rules,
and rules for interpreting tax laws and the issuance of regulations (Cran-
dall and Kidd 2010). There has been a slight increase in the number of
tax administrations that have chosen to implement management boards
in recent years, the reason being that management boards seems to
be driven more by wider public sector accountability than by tax-spe-
cific approaches (OECD 2019a). Over the past 20 years, many countries
have implemented semi-autonomous revenue agencies in their efforts to

26 See Ferraz and Finan (2008) for evidence on the effects of making corruption audits
public. In addition, see Beuermann and Pecha (2018) for evidence on how corruption
affects trust in institutions and tax compliance.



improve tax compliance,?” change the institution’s culture, recruit quali-
fied staff (through competitive salaries), and strengthen accountability
and performance of tax administration. According to Junquera-Varela et
al. (2019), the institutional trend has favored the creation of semi-auton-
omous revenue agencies, especially in Latin America, Africa, and Eastern
Europe. Yet, there are many tax administrations worldwide that are still
part of the MoF.

Some studies link the introduction of semi-autonomous revenue
agencies to increasing collection in the short run by between 4 and 10
percent of total revenue, but the effect diminishes over time (Dom 2019;
Devas, Delay, and Hubbard 2001; Ahlerup, Baskaran, and Bigsten 2015).
Sarr (2016) suggests that there is considerable cross-country hetero-
geneity, with positive impacts in terms of revenue in Argentina, Bolivia,
Malawi, and South Africa, but negative impacts in Kenya, Peru, Repub-
lic of Tanzania, Venezuela, and Zambia (in these countries, according
to the author, revenue collection would have been higher if the semi-
autonomous revenue agency had not been established). In some
sub-Saharan countries, the introduction of a semi-autonomous revenue
agency appears to be preceded by a temporary drop in the tax-to-GDP
ratio, and the evidence seems to show that having such an agency alone is
not a silver bullet to a country’s revenue administration quandaries (Dom
2019). Other authors such as Di John and Putzel (2009) stress the impor-
tance of the political context for the effectiveness of semi-autonomous
revenue agencies. A low tax-to-GDP ratio, corruption, tax evasion, and
organizational and administrative inefficiencies will not be automatically
fixed by a semi-autonomous revenue agency. Having such an agency can
help by establishing a platform from which change can be facilitated, but
its initial impact and longer-term successful performance depend on the
mettle of the authorities to pursue real changes, the strength and quality
of the agency’s leadership, and sustained public and private sector sup-
port (Mann 2004). Such an agency also needs clear organization in terms
of processes and procedures related to its core activities.

2.2.3. Integrating Customs and Tax Administration

In terms of organizing customs and domestic collection, most countries
follow either an integrated approach, under which a single organization

27 such reforms have been instituted in a number of countries worldwide (i.e., OECD
countries, Malaysia, New Zealand, Singapore, South Africa, Uganda, Bolivia, Guate-
mala, Jamaica, Mexico, and Argentina).
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groups all revenue functions, or an independent approach, under which
separate organizations oversee collecting customs and domestic taxes.
Since 1990, some countries have adopted an integrated approach to
customs and tax administration. However, as of 2010, only nine OECD
member countries had integrated tax and customs operations within a sin-
gle agency or directorate (OECD 2011).

One of the main reasons for merging tax and customs administra-
tion is its potential to enhance effectiveness through integrated revenue
collection and services, as such integration not only improves the govern-
ment’s ability to keep track of taxpayer information but also alleviates the
tax burden on taxpayers (World Bank 2010). Likewise, according to the
OECD (2011), the rationale for merging tax and customs administrations is
often based on (1) perceived synergies with customs operations that are
responsible for the collection of the VAT on imports, (2) efforts to obtain
economies of scale by combining operational functions in revenue col-
lection, and (3) historical factors associated with the separation of direct
and indirect tax administration that are no longer considered important.

The international experience offers some successful case studies such
as Canada and the United Kingdom’s Her Majesty’s Revenue and Customs
(HMRC). The key factors behind this success were careful project and man-
agement planning, which provided a clear overall vision and principles to
guide the process; the persistent commitment of senior management to
achieve the best outcome, even if not necessarily in the shortest time pos-
sible; effective communication with stakeholders and employees at all
levels; and a clear commitment to accountability. In contrast, other efforts
to integrate tax and customs authority did not work out well and faced
major challenges related to the responsibility for non-revenue services,
such as securing borders and facilitating the flow of legitimate trade and
travel, both typically customs responsibilities. Some examples of possible
risks during integration were lack of leadership (e.g., Hungary), rushing
into a merger with little preparation and no communications strategy
(e.g., Colombia), lack of staff support (Latvia), lack of public acceptance
(Colombia), and losing sight of strategic objectives owing to various set-
backs (e.g., Hungary and, to a lesser degree, Romania) (World Bank 2010).

The circumstances outlined below are critical to deciding whether to
integrate or keep tax and customs authorities separate:

e There are often disparities between the two authorities regarding
administrative, operational, and control procedures that have an
impact on the level of effectiveness they can achieve. Integration
allows for the transfer of experience and technological knowledge



of one of the agencies to the other through high-performing
officials.

e Even though revenue collection procedures and processes can be
similar in both entities, customs functions relating to the regulation
of trade flows, prevention of prohibited goods, and contraband are
quite different and therefore require maintenance of specialized
skills (Khadka 2015).

e Unevenness in the degree of corruption should also be consid-
ered. Corruption can be best fought from a single body by honest
officials. Of course, corruption can also be contagious, so any inte-
gration process warrants the design of an adequate personnel
policy, a code of ethics, and strong internal controls.

e |ntegration will surely increase “aggregated” efficiency by elimi-
nating the redundancy of activities common to both services
(finance, purchasing, personnel, legal procedures).

e The challenges posed by a rapid increase in foreign trade are pro-
digious. Such challenges include pressures to modernize customs
to effectively process an increasing number of transactions, and
pressures to fight corruption and fraudulent operations.

e |t is crucial that customs and domestic tax officials work together
on defining systems and procedures—particularly risk analysis—in
order to conduct joint audits and internal and external controls
and to verify compliance. After all, the overarching objective is to
increase “aggregated” effectiveness. In that sense, there are over-
all gains achieved under the integration approach.

In theory, there is no need to merge customs and tax administrations
to achieve the benefits of integration, as the two authorities operating
independently can still collaborate and maintain a fluid exchange of informa-
tion. However, in practice, open collaboration encounters serious obstacles
because customs and tax services are conditioned by their historical and cul-
tural traits. They tend to compete and even suppress information. This should
not be entirely unexpected, based on the difference in procedures of customs
and domestic tax operations—and the characteristics of fraudsters and frauds.

Thriving in a Complex Organization

While a semi-autonomous revenue agency’s overall purpose is to increase
efficiency through broader administrative and financial independence, its
introduction alone does not guarantee a sustained impact on tax collec-
tion. Therefore, in addition to the issues addressed by semi-autonomous
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revenue agencies, it is crucial to cover challenges related to the core pro-
cesses and procedures performed by tax administrations. Challenges arise
based on the way revenue administrations organize their core functions.
Some will be organized by type of tax, others by type of taxpayer, others
by function (Box 2.1), and still others under a hybrid arrangement.

Whether a small or large number of taxes are administered, it makes
sense for even the smallest workforce in the tax administration to be orga-
nized in such a way as to maximize efficiency and effectiveness. Separate
units by tax type with a full range of administrative functions do not make
sense, no matter what the size of the organization (Kidd 2010).

In today’s world, many organizational structures of revenue adminis-
trations are typically a combination of the function and taxpayer type of
organizational form, which often includes a special unit that monitors large
taxpayers. For example, the United States replaced the functional organi-
zation of the Internal Revenue Service (IRS) with a taxpayer-type division in
the mid-1990s. However, early in the 2000s, the government restored the
major features of functional structures and combined them with client-type
structures. Recently, some countries, including Australia and New Zealand,

BOX 2.1. TYPICAL ORGANIZATION OF TAX ADMINISTRATIONS

Each department is assigned a tax to conduct all
administrative functions related to the tax. This
organizational model is highly segregated and as
.- such it is hard to justify despite the size of the
country—typically small and micro economies—or by
the number of taxpayers. Some countries that
extensively worked with this type of model include
Dominica and Suriname.

| |
—+— Organized by tax type

In this organization model, units focus on groups of
taxpayers, such as large, medium, or small
taxpayers.

Separate departments are responsible for carrying
out tax administration functions such as registration,
/ \_ By operational function collection, audit appeals. Also, for all taxes, different
e— departments carry out support functions such as
strategic planning, IT, legal, general administration,
finance, internal audit, and human resources
management. Recently, some revenue administra-
tions have changed their organizations to align them
with the main processes, i.e., so the organizational
chain of command follows the business process.

Source: Prepared by the authors.



have also moved away from the wholly functional structure to either the cli-
ent-type or a hybrid structure, which combines elements of the functional
and the client-type, or segmented, structures (Jacobs et al. 2013).

Choosing a single type of segmentation is not a general rule and there
are some significant variations in the organizational structures of reve-
nue bodies (OECD 2011). Many tax administrations adapt segmentation
approaches to their own needs and particularities, achieving satisfactory
results in efficiency and effectiveness. In large countries with large active
taxpayer populations, the tax administration implements a headquarters-
district/field organizational structure, as is the case with Russia’s Federal
Taxation Service (FTS). In this type of structure, headquarters plays an
overseer role and design staff perform planning and normative roles, while
field staff execute work and programs. Finland has not entirely given up
the tax-type structure and keeps two units for individual and corporate
taxes, along with two other units dealing with collection and customer
services while maintaining other units for support services. Estonia and
Seychelles integrate customs and tax administration within a single body,
following a hybrid approach involving core and support services.

Furthermore, in many cases, less than 6 percent of taxpayers account
for around 50 percent of tax revenue collected (Lemgruber 2015), which
justifies the establishment of Large Taxpayers Offices (LTOs). This model
is considered a good practice and is followed by many countries. It is
becoming the most common segmentation strategy to control and pro-
vide services to those taxpayers. For example, in 2010, 27 of 34 OECD
countries had a dedicated LTO (OECD 2011) and it is the functional organi-
zational structure that prevails in most Latin American countries (IDB and
CIAT 2013). There are some advantages of establishing LTOs, as described
by IMF (2002) and Jacobs et al. (2013):

e Improvement of risk management and compliance through more
targeted audits and taxpayer services that build on particularities
and similarities among large taxpayers: size, nature of the busi-
ness, foreign ownership, complex operations, and international
transactions, among others.

e Greater ability to closely monitor those taxpayers who account for
the largest proportion of tax revenue.

e More flexibility to appoint a dedicated and fixed management
team to oversee all compliance and service operations of the large
taxpayer segment.

e |mproved transparency through the work of an audit team dedi-
cated to detecting and addressing corrupt practices.
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However, setting up an LTO should be considered just one step in
the right direction. Improving the effectiveness of revenue administration
requires a comprehensive strategy to improve large, medium, and small
taxpayer compliance.

The Search for Revenue Is On: Measuring the Effectiveness of
Revenue Organization

The previous section showed the importance of establishing a good con-
nection between tax policy and tax administration, and of implementing the
best governance model available for administrative purposes. This section
disentangles the core operational functions of the revenue administration
that are a necessary condition for the revenue bodies to perform effectively.

To understand the relevance of tax administrations, it is important to ana-
lyze their operational performance against an established benchmark. There
is a vast literature (Jacobs et al. 2013; Hansford and Hasseldine 2002; Crandall
2010) on best practices for the effective functioning of tax administrations.
Most of the recent literature has been developed by international financial
institutions such as the IMF and World Bank and other organizations such
as the OECD. In addition, some of these institutions have established use-
ful tools to evaluate these institutions. For example, the Tax Administration
Diagnostic Assessment Tool (TADAT) is designed to assess the performance
of tax administrations based on nine outcome areas. Another useful tool is
the International Survey on Revenue Administration hosted at the Revenue
Administration Fiscal Tool, which aims to help tax administrations improve
their focus on performance measurement and reporting, provide a larger set
of revenue administration data for better advice and analysis, and develop
data and analysis that allow for cross-country comparisons.

According to the TADAT framework (IMF 2017), there are nine key func-
tions that need to be undertaken by any revenue administration regardless
of the type of taxes or economy in which they are levied. Each of them is
presented below.

2.3.1. Registry and Tax Database

The first key function for any revenue body is a complete and accurate tax
registration system and database. In today’s world, information is crucial
for decision-making and to carry out daily activities. By law, tax adminis-
trations collect, process, and use a lot of taxpayer data and information.
Identification and registration are crucial to correctly manage taxpayers’
tax affairs and to efficiently conduct all downstream administrative and



operational processes and procedures. Likewise, regular maintenance of
the database is important to keep the information updated by allowing for
the identification of inactive taxpayers and records.

The quality and integrity of the taxpayer registration and number-
ing process underpins key operational processes that are related to filing,
payment, assessment, collection, and reporting to government entities. A
complete and accurate taxpayer database can foster efficiency and effec-
tiveness of the revenue administration by reducing the cost of interactions
between the taxpayer and the tax administration through less paperwork
and face-to-face interactions.?® In addition to the routine identification
of taxpayers, the taxpayer registration database provides valuable infor-
mation for the conduct of compliance-checking programs. For these and
other administrative processes, ensuring the quality of taxpayer identity
and location details is necessary (OECD 2020).

The shadow economy in many developing countries is big. But how big
is it? A consistent definition of an underground or shadow economy is dif-
ficult to pin down because these economies constantly evolve, adjusting
to changes in taxation and regulations. While it is hard to come up with a
precise number of the magnitude of these activities in the economy, some
researchers have estimated the size using a variety of methods. For example,
Medina and Schneider (2017) estimate that the overall size of the informal
economy is 31.9 percent of official GDP, with countries such as Zimbabwe
and Bolivia reporting 61 and 62 percent of GDP, respectively. Among Carib-
bean countries, the size of the informal sector can be as large as 30 percent
of GDP. Suriname and Jamaica report 42 and 38 percent of GDP related
to underground activities, respectively (Amos 2017). The existence of such
an economy implies that there are unidentified taxpayers whose activities
should be taxed; thus, effective identification and registration of taxpayers
is useful to reduce opportunities for the informal sector to flourish.

2.3.2. Effective Risk Identification, Assessment, and Management

An effective revenue administration can significantly curtail the effects of
a high tax burden and help reduce informality in the economy by adopt-
ing a risk-based tax audit system. Traditionally, risks are grouped into

28 Examples of good practices include (1) the use of a unique taxpayer identification num-
ber that facilitates routine identification of taxpayers, third-party information reporting
and data matching, and exchange of information with other government agencies; (2) a
robust IT system that maintains an accurate, reliable database and identifies dormant
taxpayers; and (3) a system that ensures that applications for registry are authentic and
undertakes initiatives to detect unregistered businesses and individuals.
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compliance and institutional risks. The former can impact revenues if tax-
payers fail to meet their tax obligations. The latter can materialize when
revenue administration functions are interrupted due to internal or external
events such as natural disasters, pandemics, sabotage, loss or destruction
of physical or virtual assets, IT malfunctioning, etc.2®

Assessing, managing, and mitigating these risks are essential to effective
tax management because they help revenue bodies achieve equal treatment
of all taxpayers, deter non-tax compliance (tax fraud, underreporting/pay-
ment, etc.), focus the burden of audit on noncompliant taxpayers, use human,
financial, and technical resources more effectively, and increase the level
of voluntary compliance. While there is no single approach to identifying,
assessing, and mitigating risks, methodologies and standards exist in many
reports and guidelines, such as the OECD and the European Union guidelines
on how to improve tax compliance through a systematic process to manage
compliance risks and maximize taxpayers’ voluntary compliance. Box 2.2 pro-
vides some examples of good practices in risk-based audit systems where
cases for auditing are prioritized according to the level of risk compliance.

The Compliance Risk Management Framework is a systemic approach
to managing tax compliance based on the principle that risk should be
treated according to the severity and nature of the underlying behavior
and designed to influence both current and future behaviors (Chooi 2020).
An increasing number of countries are changing their strategies from a
traditional data-oriented audit to a risk-based compliance approach that
relies on analytics during the assessment process. Revenue bodies in
OECD countries, such as the United Kingdom’s HMRC, are leading exam-
ples. Since its introduction in 2006, a cooperative compliance model used
by the HMRC has improved risk management, reduced compliance costs,
and substantially increased taxpayer satisfaction (Box 2.3).

2.3.3. Taxpayer Services to Support Voluntary Compliance

While risk assessment is a crucial task of revenue bodies, so is promoting
voluntary compliance and confidence in the tax system. Thus, a balance
of taxpayer education and assistance, simple laws and procedures, and
risk-based verification programs is needed (Russell 2010). In recent years,
there has been a change in the exclusive use of deterrence approaches,
which often constitutes an expensive process for tax administrations

29 |nstitutional risks can be subdivided into operational risks (actions that compromise
administrative or IT systems, data, processes and procedures); and human risks (due
to the absence of capacity or capacity gaps of employees).
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BOX 2.2. RISK-BASED AUDIT SYSTEMS

e Thailand does not flag returns for those audits related to an error in the tax
return or an underpayment due to a tax liability.

e Mauritius has a guideline for value-added tax (VAT) repayment claims based
on the level of company risk. Low-risk companies can be deemed eligible
for a fast-track refund process and the refund is made in five calendar days.
Firms assessed at the second level of risk are refunded within 15 calendar
days. These claims are subject only to a desk review of the documents with-
out any interaction with the taxpayer. For those cases assessed as high-risk,
the tax authority conducts an audit before approving or rejecting the repay-
ment claim.

e (Cote d’Ilvoire introduced an electronic case management system for process-
ing VAT cash refunds.

e The Organisation for Economic Co-operation and Development and the
European Union published a guideline on how to improve tax compliance
through a systematic process to manage compliance risks and maximize tax-
payers’ voluntary compliance.

Source: World Bank (2020).

BOX 2.3. RISK ASSESSMENT: THE CASE OF HER MAJESTY’S REVENUE AND

CUSTOMS IN THE UNITED KINGDOM

The risk assessment process takes place when particular sources of informa-
tion, such as tax returns, are reviewed by Her Majesty’s Revenue and Customs
(HMRC) to establish whether there is a possible specific tax compliance risk for
customers who do not fall under the low-risk category. The focus and nature
of the assessment is influenced by a business risk review. As tax and audit spe-
cialists identify potential risks based on their risk assessment, they enter those
they believe to be worthy of team discussion into the Customer Relationship
Management Module, which will calculate a Priority Risk Score (PRS). The PRS
is used to determine whether a risk is significant enough to be raised with the
customer based on the value, probability, and impact of the potential risk. The
HMRC team, including all tax, audit, and other relevant specialists such as trans-
fer pricing specialists, discusses these potential risk areas to determine which
should be raised with the customer and what further risk assessment activity, if
any, is required.

HMRC expects to have taxpayers seeking a low-risk rating within a reason-
able period. In that sense, taxpayers are asked to confirm how they will address
any weakness and over what period. The re-review focuses on the issues identi-
fied but also takes into account any behavior in the intervening period.

Source: UK government internal manuals on tax compliance risk management, available at https:/
www.gov.uk/hmrc-internal-manuals/tax-compliance-risk-management/tcrm1000.
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and does not itself guarantee improved compliance.?° Indeed, in many
countries, given the complexity of tax laws coupled with relatively large
taxpayer populations, tax administrations must rely greatly on taxpayers’
voluntary compliance. For that matter, tax administrations normally adopt
a service-oriented attitude toward taxpayers to ensure that they have the
relevant information and customer support they need to meet their tax
obligations and claim their entitlements under the law and regulations.

Adopting a service-oriented attitude involves designing multiple
channels through which taxpayers can access their information and ser-
vices in a user-friendly, accessible, and understandable manner. The
scope of services provided is typically a combination of information,
interaction, and transaction. Electronic channels are playing an increas-
ingly important role in a multi-channel service, and most revenue bodies
have now made it possible for users to enter secure information and
effect transactions. Many tax administrations design and modify their
service strategy considering taxpayers’ reactions in order to improve
channels and design segmentation strategies, so obtaining feedback is
important. For example, recognizing customer expectations and needs
has been the foundation for channel strategy development in Sweden.
By putting emphasis on servicing user needs and recognizing differences
among users, the United Kingdom has striven to provide a positive expe-
rience (OECD 2007).

In recent years, an even more proactive approach has been adopted
by tax administrations that considers that influencing behavior can be
less expensive than auditing. Thus, some revenue bodies in the European
Union and the OECD have focused on improving knowledge of taxpayers’
behavior through qualitative and quantitative analysis tied to users’ expe-
riences, attitudes, and actions (e.g., field work, surveys, data analytics, and
behavioral and experimental economics). Also, an improved understand-
ing of taxpayer attitudes towards taxation can help tax administrations
not only develop stronger and more effective compliance risk treat-
ments, but also improve customer service programs, by providing access
to higher-value-added services (Walsh 2012). Evidence of the outcome of
such approaches to compliance in Latin America is provided by Eguino
and Schachtele (2020), who present new evidence that a non-threatening

30 standard compliance approaches are based on the idea that taxpayers are rational,
and that they assess the cost and benefits of evasion. Thus, if the expected benefits
of evasion (keeping their full income) outweigh the cost (being caught and sanc-
tioned), then the optimal strategy would be to evade paying taxes (Becker 1968;
Allingham and Sandmo 1972).



behavioral intervention appealing to reciprocity significantly increased tax
compliance in Mendoza, Argentina.®!

Reducing taxpayers’ burden and strengthening their willingness to
participate fairly by meeting their expectations are also important goals
of compliance programs under a service-oriented approach. According
to the TADAT framework (IMF 2017), taxpayers expect that the revenue
administration will provide summarized, understandable, accurate, and
real-time information upon which they can rely in order to meet their tax
obligations. In that sense, tax administrations can offer a gamut of services
to the taxpayer in a way that simplifies compliance costs and administra-
tive burdens, including (1) record keeping (e.g., single-entry bookkeeping),
(2) reporting requirements (e.g., reduced filing frequency, elimination of
filing requirements, pre-filing income tax declarations, etc.), and (3) filing
arrangements (e.g., pre-filed income tax declarations). Moreover, taxpay-
ers can benefit from greater flexibility in managing their tax affairs when
revenue bodies provide an online taxpayer portal that allows them contin-
uous access to registration and tax account details.

2.3.4. Tax Returns

Tax returns (or the filing of tax declarations) are a key function of taxpayer
obligations and remain the principal means by which a taxpayer’s liabilities
are established and become due and payable. It is crucial that all taxpayers
required to do so file their returns, including those who are unable to pay
the tax owed at the time a declaration is due.

Many countries have opted to move towards streamlining preparation
and filing of tax declarations. There are meaningful advantages in doing so,
mostly related to time, convenience, faster refunds, effectiveness, and cost
savings.32 For example, Table 2.2 compares paper versus e-file tax return pro-
cessing for the IRS in the United States. The table shows that more steps are
involved in processing a paper-filed return than in processing an e-filed return.

3 n particular, a redesigned tax bill with fiscal exchange appeal increased payment

rates of tax delinquents by about 20 percent, or by almost 40 percent when the bills
were delivered in person.

Electronic filing drastically reduces processing times because the form is sent in
real time; there is no printing of blank return forms or of mailing them to the tax
administration. Also, data entry errors are minimized or eliminated because it is an
automated system that collects the information on the returns. For example, the
Canada Revenue Agency error rate on personal income tax returns due to manual
entries and misfiling between 1999 and 2006 was on average 27 percent of total
returns filed by taxpayers.

32

35



36

Table 2.2. Comparison of Paper versus E-File Tax Return Processing by the

U.S. Internal Revenue Service

Return Returns in sealed envelopes are delivered, Saves the costs of manually handling tax
Receipt opened, counted, and batched by return type.  returns delivered by mail. It also features
Returns with payments are separated from an integrated payment option so that
those without payments, and the payments electronic funds can be withdrawn from or
are deposited. deposited to a bank.
Review and Manually reviewed to ensure all forms are Reduces costs from manually reviewing
Coding attached, completed, and signed. Returns are  tax returns and eliminates the need
coded and edited so they can be manually to transcribe return data for computer
transcribed into Internal Revenue Service processing.
(IRS) computers.
Computer A variety of checks is performed to determine  Compared to paper filing, e-filing is far
Processing if the return data are complete, were less prone to transaction, math, and other
transcribed accurately, and are mathematically errors because many errors are identified
accurate. Returns that fail these checks are and corrected before the IRS accepts the
transferred to an error register for correction.  returns for processing.
Return The document locator number is a control Allows control numbers to be assigned
Numbering number assigned to every return and must be  automatically, eliminating manually
manually stamped on every return. stamping numbers on each return.
Master File Computer tapes with perfected return data Most e-filed returns post directly to
Posting are sent to the IRS’s computing center, where  the Master File within one week, if not
the data are uploaded to the Master File four  sooner, after the returns are filed.
weeks after the returns are filed.
Audit Returns are mailed from IRS files to E-filing facilitates online audit screening
Screening  examiners, where they are manually screened and enables returns warranting an
to determine which ones warrant an audit. audit to be delivered electronically to
examiners.
Storage Returns are stored at the Federal Record Savings come from not having to store
and Center for 75 years, requiring a large amount  paper returns in the Federal Record
Retention  of space to house returns prior to being Center. Returns are maintained on an

allowed to legally dispose of the paper returns. electronic storage media, which reduces

the amount of storage space needed.

Source: U.S. Internal Revenue Service LB&I Division E-File Project Office.

Errors are also a considerable factor in paper tax returns. In contrast, when
taxpayers e-file a tax return, the forms are validated automatically through
numerous steps to check for possible errors before the IRS accepts the return.
In some cases, countries have opted to treat income tax withheld at source
as a final tax, thereby eliminating the need for large numbers of personal
income tax taxpayers to file annual income declarations. Once taxpayers have
filed, the tax administration assesses the returns to determine their accuracy.

2.3.5. Tax Payment Processing

For obvious reasons, taxpayers are not only required to file their returns
on time but ultimately to pay their fair share of taxes in full on time. Under



the tax system, laws, regulations, and administrative procedures are estab-
lished to specify payment requirements, deadlines, who is required to pay,
and payment channels. Many tax administrations worldwide have yet to
implement the electronic payment option, and so taxpayers must make
payments either at the tax office, government treasuries, or at a commer-
cial bank. The lack of an e-payment option creates bottlenecks for both the
taxpayer and the tax administration. For the former, it involves long queues
near payment due dates and time spent processing tax payments. For the
latter, it implies handling payments at the tax office, which increases the
chance of irregularities and illicit actions. It also implies a set of risks in the
payment process that are traditionally divided into four categories:

e [jquidityrisks. These canarise when ataxpayer failsto meet tax obliga-
tions on the due date, imposing a loss to the government, which must
then implement the arrears collection process against the taxpayer.

e Operational risks. These can arise with the possibility of human error,
equipment malfunction, natural disasters, or system design flaws
that can result in payment errors or incompletion of the transaction.

e Security risks. These risks, which include the risk of fraud, can leave
a party subject to financial loss. Security risks include the risk to
privacy if the system is hacked and the perpetrator gains access to
confidential payment information that can be used to exploit the
financial information.

e [egalrisks. Giventhatthereis a third party involved (the banks), it may
notalways beclear whotheliable party iswhensomething goes wrong.

2.3.6. Reporting

Revenue bodies rely on complete and accurate reporting of infor-
mation in tax declarations, particularly from business taxpayers.
Underreporting of taxes is one of the most important issues faced by
tax administrations.33 It should be mentioned that this is true regardless

33 |n countries where tax compliance is low, withholding schemes have been estab-
lished under the assumption that large taxpayers comply better than medium-size
and small taxpayers. Large taxpayers, it is thought, do not evade taxes by underre-
porting sales or overreporting purchases as medium-size or small taxpayers might
do. Rather, it is assumed that large taxpayers use sophisticated maneuvers, such as
transfer pricing arrangements with related companies, thin-capitalization tricks, or
loopholes to evade or avoid taxes. Withholding systems have relatively better pros-
pects when, in addition to effective management, the withholding rate is low, say 2-3
percent, and the number of withholding agents is streamlined.
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the of tax compliance culture of the country.3* The significance of the
underreporting problem can be assessed by evaluating the “tax gap.”3®
During the last two decades, the OECD countries made significant
efforts to estimate the “VAT gap” (defined as the ratio between VAT
revenue and total tax revenue).3¢ This is important because the VAT
gap can be treated as a proxy for the tax compliance gap,3” and there-
fore for overall revenue administration effectiveness. In EU countries,
the unweighted average VAT gap is 12.8 percent. Overall, half of the EU
countries recorded a gap below 10.8 percent. The smallest gaps were in
Sweden (-1.4 percent),*® Spain (3.5 percent), and Croatia (3.9 percent).
The largest gaps were in Romania (37.2 percent), Slovakia (29.4 per-
cent), and Greece (28.3 percent). The unweighted average VAT gap in
Latin America is 31 percent. Unfortunately, there is no data available for
Caribbean countries (Figure 2.6).

In countries that reduced the VAT and noncompliance gaps, tax
administrations rely on capable teams and a strong information system
to conduct tax audits. Revenue bodies around the world are performing
more tax audits and exerting more pressure on tax enforcement and col-
lection processes. There is evidence in the literature that audits can have
substantial deterrent or counter-deterrent effects. For example, in the
United States, taxpayers who received additional tax assessments were
more willing to report taxable income—on average, 64 percent higher

34 Consider what happened in 1987 when the IRS changed one of its rules. Instead of

merely listing the name of each dependent child, tax filers were required to provide
a social security number. Suddenly, 7 million children—children who had existed only
as phantom exemptions on the previous year’s individual income tax returns (1040
forms)—vanished. This represented about 1in 10 of all dependent children in the
United States (Levitt and Dubner 2009).

The tax gap is the difference between the amount of tax revenue actually collected
and the theoretical amount that is expected to be collected assuming perfect com-
pliance according to the tax laws (Hutton 2017).

Given the complexity of the task, the United States is one of the few countries that
regularly estimate the income tax gap. In September 2019, the IRS released the tax
gap estimates for individual income taxes, corporate income taxes, and employ-
ment taxes for the tax years 2011, 2012, and 2013. The aggregated noncompliance
gap rate for these taxes was approximately 16 percent, which remains substantially
unchanged from prior years.

The gap is not strictly equivalent to VAT underreporting because it can be influ-
enced by tax arrears/delays in paying VAT refunds, or reporting problems in national
accounts.

There are three possible reasons for a negative VAT gap: (1) use of cash versus
accrual revenues, (2) underestimation of gross fixed-capital-formation liabilities, or
(3) incompleteness of national accounts.
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Figure 2.6. The Value-Added Tax Gap, 1990-2017 (percent)
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Source: Authors’ calculations based on OECD et al. (2019) and information from the IDB’s Caribbean
Country Department.
Note: VAT: value-added tax. Unweighted averages for Latin American and Caribbean countries.

in the first year after the audit—than in the absence of the audit. In con-
trast, those taxpayers who did not receive an additional tax assessment
underreported taxable income by approximately 15 percent the year fol-
lowing the audit (Beer, de Mooij, and Liu 2019).

One way to improve the quality of audit work is to systematize audit
findings and automate audit paperwork, which will significantly reduce
legal errors and increase the auditor’s productivity. Also, the ability to
cross-check massive amounts of information is crucial for controlling
underreporting. Modern tax administrations use data mining to scrutinize
their data and extract useful information—computer programs that carry
out this process can find patterns and irregularities that allow the adminis-
tration to make more accurate predictions.

One way to guarantee data quality is for the tax administration to
establish mandatory electronic filing of tax returns and other docu-
mentation. E-invoicing is fundamental to reducing noncompliance
and developing preventive actions like cross-checking, as it allows for
verifying sale transactions in taxpayers’ returns by cross-checking sup-
pliers against buyers. Latin America has seen a major improvement in
tax compliance since implementation of the e-invoice (Barreix and Zam-
brano 2018). In addition, Bellon et al. (2019) find that in Peru e-invoicing
increased reported firm sales, purchases, and value added by over 5 per-
cent in the first year after adoption. The impact is concentrated among
smaller firms and sectors with higher rates of noncompliance, suggesting
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BOX 2.4. E-TAX IN ESTONIA

The Estonian Tax and Customs Board uses an electronic tax filing system called
the e-Tax. Each year, around 98 percent of all tax declarations in Estonia are
filed electronically through the system. Using a secure ID card, taxpayers log
into the system and review, change, and approve their data in a pre-filled form.
The process typically takes between three and five minutes. Even one-click tax
returns have been possible since 2015—the data that are already in the system
are displayed for the user along with the calculated result. All that users have to
do is click on the confirmation button. In addition to individual income tax claims,
other declarations that can be made in the system include (1) an enterprise’s dec-
larations for income tax, social tax, unemployment insurance, and contributions
to the mandatory pension fund; (2) value-added tax returns; (3) alcohol, tobacco,
fuel, and packaging excise duty returns; (4) disclosure of recipients of dividends
and payments of equity; and (5) customs declarations.

Source: Estonian Tax and Customs Board.

that e-invoicing enhances compliance by lowering compliance costs and
strengthening deterrence.

Some developed tax administrations with a robust information sys-
tem, such as Estonia (Box 2.4), Norway, and Sweden, send a pre-populated
(tentative) tax return to taxpayers so that they can analyze whether the
information provided is accurate and complete, or if some data need to
be corrected before the return is submitted by the taxpayer. Chile has also
introduced this practice. Besides limiting underreporting, this action is an
excellent service for taxpayers. For example, in European nations with pre-
populated returns, taxpayers routinely report that it takes 15 minutes or
less to comply with their annual filing obligations. In the United States, by
contrast, the average taxpayer spends eight hours filing personal income
taxes each year.3® However, sending these pre-populated returns requires
a well-developed system for receiving and processing information that
less-developed administrations do not have.

Less-developed administrations can gradually move in the direc-
tion of pre-populated returns by providing taxpayers with data that are
relatively easy to collect. This might include information on taxpayers’
imports, exports, sales to government entities, interest received, sales to
large taxpayers, purchases from large taxpayers, or payments received

39 Joseph Bankman, Daniel Hemel, and Dennis Ventry, “Why Filing Taxes Isn’'t Easy,”
Politico, July 18, 2018 (https://www.politico.com/agenda/story/2018/07/18/tax-
filing-congress-irs-000683/).
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by the administration. The exact information provided will depend on the
technical development of a given administration. In addition, establish-
ing an objective selection of taxpayers for audit is very important, since it
maximizes the impact of the audit work while minimizing the likelihood of
political or other types of manipulation.

2.3.7. Tax Disputes and Settlements

Tax disputes are a resource available to taxpayers who wish to dispute
an assessment carried out by the revenue administration. In some coun-
tries, tax disputes have proved to be a big challenge because the process
is cumbersome, costly, and uncertain, creating serious backlogs that may
threaten revenue collection. That is why the global trend indicates a shift
towards a more cooperative approach for resolving tax disputes, highlight-
ing the expansion of communication strategies. These include mechanisms
tailored to dispute resolution in specific countries based on the quality
and capacity of their institutions, tax administration needs, current prac-
tice, and legal framework. The process should be based on a clear legal
framework that promotes transparency, independent decision-making,
and dispute resolution within a reasonable time. Since disputes can arise
at any given point in time, it is desirable that they be resolved before the
audit is concluded. As pointed out by Thuronyi (2013), the specific ways to
avoid disputes before a tax return is filed relate directly to the problem of
interpretation of tax laws. If taxpayers have a clear understanding of their
obligation, a greater number of them will be inclined to comply.

A well-designed internal administrative process for reviewing tax deci-
sions can contribute to competitiveness and growth by correctly identifying
errors in tax management, lowering compliance costs for taxpayers, and
enhancing the credibility and legitimacy of the tax regime. Resolving tax
disputes within the tax authority is so beneficial that many revenue bod-
ies have made an internal review mandatory before a taxpayer can seek
legal recourse. In Germany, a study found that one in five tax assessments
include errors, and that the error rate in local tax centers was as high as 50
percent.*® The study also found that in 2014, around 3.5 million objections
in Germany were submitted to the tax authorities and 4.2 million objection
decisions were issued. Only 1.5 percent of these were challenged before a
court of law, while in all other cases the internal review process adequately
addressed the taxpayers’ concerns (World Bank 2017).

40 The study was carried out by the German consumer organization Stiftung Warentest
in 2000 and published in the consumer magazine Finanztest.
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BOX 2.5. REVIEW BOARDS AND ADMINISTRATIVE TAX TRIBUNALS

* The Board of Review in Singapore addresses appeals to objections lodged
against the Comptroller of the Internal Revenue Authority. Its decisions are
made by a committee with at least three members. The chairman or depu-
ty chairman of the board must be a district judge or accountant. The other
members may be businesspeople or tax experts.

* The Danish National Tax Tribunal rules on administrative decisions by the Tax
Authority, either with or without an oral hearing, and its decisions can be ap-
pealed in local courts of law.

* The Internal Revenue Review Board in Hong Kong SAR is an independent
tribunal composed of three members that rules on objections to decisions by
the commissioner of the Internal Revenue Department. The board’s rulings
can be appealed to Hong Kong SAR’s High Court, but only on questions of
law.

Source: World Bank (2017).

In some instances, countries have created tax boards or administra-
tive tribunals comprised of a panel of experts that decide on the validity of
each objection or appeal. These boards vary in terms and responsibilities,
but if set up properly they can provide a good level of certainty and cred-
ibility to the tax system (Box 2.5).

2.3.8. Revenue Management

Once the filing of tax declarations and reporting takes place, it is crucial
that revenue collections be fully accounted for, contrasted against original
estimates, and analyzed to inform ministries of finance and other relevant
government bodies about progress in the revenue forecasting. It is also
crucial that verified tax refunds be processed. The end product of the work
of revenue bodies is the net amount of revenue collected, which can be
credited to the government’s revenue accounts (OECD 2011), so the tax
administration needs to have a robust system to account for revenue col-
lection and strong inter-institutional coordination with other government
bodies to guarantee that the information flows and decision-making takes
place with accurate and real-time information.

Best practices call for a holistic revenue management solution—includ-
ing a system of revenue accounts, tax refunds, and reporting of core tax
collections, as well as a specialized analytical unit focused on tax collection
trends, revenue yields from audits, and taxpayer behavior, among other
features—that provides a single view of the taxpayer, supports multiple



revenue types, and provides input to government budgeting processes,
including tax revenue forecasting and estimation.

2.3.9. Accountability and Transparency

The work and research on taxation over the past decade has focused on
enhancing accountability and transparency and developing coordinated
rules and channels to ensure that taxpayers contribute their fair share to
the economy. As revenue bodies and taxpayers enter an era of increased
transparency, there is greater demand to use information in real time
to support open and cooperative relationships between taxpayers, tax
administrations, and government institutions in general, providing paths
for greater comfort and certainty and more effective use of resources
(OECD 20190).

Lack of accountability and transparency creates opportunities for tax
evasion and underreporting. This can be mitigated by clearly defining the
competencies and functions of tax staff while informing taxpayers about
tax procedures and their rights, by introducing good reporting systems
on the exercise of discretionary powers, and by setting standards. This
approach helps to strengthen the accountability of public officials thereby
increasing their credibility and, as a result, boosting voluntary compliance
by taxpayers (Vegh and Gribnau 2018). Moreover, good governance calls
for means to undertake adequate follow-up and for having enforcement
mechanisms in place. Therefore, tax administrations must include policies
and procedures to detect and deter deviations from legally allowed prac-
tices of their staff. All plans and operations should be designed to provide
accurate records of all transactions, their underlying motivation, and the
offices and individuals responsible for all actions (Jacobs et al. 2013).

Tax administrations should be answerable for the way they use pub-
lic resources and exercise authority (IMF 2017). For example, publication
of activities, results, and plans through regular public reporting of finan-
cial and operational performance is a way to share information in an open
manner to external and internal stakeholders.

To improve the relationship between taxpayers and tax administra-
tions, several countries have developed a taxpayer’s charter (e.g., Australia,
United Kingdom). The taxpayer’s charter sets behavioral expectations for
both the revenue authority and the taxpayer by spelling out the rights and
obligations of each and what they can do if not satisfied. The guidelines
aim to ensure a balance between the rights and obligations of both taxpay-
ers and tax administration in order to promote practices that are deemed
useful to enhance cooperation, trust, and confidence between the parties,
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ensure greater transparency, and encourage a more service-oriented
approach by tax administrations (Vegh and Gribnau 2018).

Tax evasion practices are not limited to the domestic sphere. In the
current scenario of globalization in which a vast number of international
transactions take place every day in real time, international taxation is
one of the main issues for tax administrations. One of the biggest chal-
lenges has been what is known as “base erosion and profit shifting,” where
companies move profits to low-tax jurisdictions (OECD 2019b). The impor-
tance of these issues should not be underestimated; according to Lagarde
(2019), non-OECD countries lose about $200 billion in revenue per year,
or about 1.3 percent of GDP, due to companies shifting profits to low-tax
locations. In many countries, addressing these problems implies changes
in tax laws in order to tax profits where economic activities take place and
value is created.

A related international taxation issue is “transfer pricing,” which
refers to the determination of the price and other conditions for the trans-
fer of goods, services, and assets between affiliated companies situated
in different tax jurisdictions (Ping and Silberztein 2007). Where goods,
intangibles, or services are transferred across borders within a multina-
tional enterprise, transfer pricing can become a way for multinational
enterprises to avoid taxes and reduce their tax burden.* This practice
is an important issue for the national tax and customs authorities that
are responsible for overseeing these cross-border flows. To tackle such
tax avoidance in line with best practices, tax administrations must adopt
provisions in tax legislation, regulations, and prescribed methodologies
to establish transfer pricing rules. However, since transactions occur in
different jurisdictions it is necessary to follow a common approach. In
this sense, many countries have adopted the so-called “arm’s-length
principle” proposed by the OECD Transfer Pricing Guidelines for Multina-
tional Enterprises and Tax Administrations (OECD 2017).42 This principle
has become the main international transfer pricing principle applied by
OECD countries.

Another internationalinitiative to address tax evasion andiillicit financial
flows is the Global Forum on Transparency and Exchange of Information

4 Transfer pricing is a way of allocating profits by manipulating the prices charged on

intra-group (within related legal entities) cross-border transactions. This is done in
such a way as to maximize taxable profits in low-tax jurisdictions and minimize such
profits in high-tax countries (Jacobs et al. 2013).

42 The principle states that the transfer price must not be influenced by the relation-
ship between the parties or it must be set in the same way as if the parties were not
related.



for Tax Purposes. Over the past 10 years, this forum has encouraged and
facilitated international exchange of financial information and cross-bor-
der cooperation in three key domains: (1) eliminating bank secrecy vis-a-vis
tax authorities, (2) assessing accounting records systems, and (3) ensur-
ing the availability and accessibility of beneficial ownership information.
This cross-border exchange of tax information has been made possible
through international agreements that have underpinned the initiative.
For this purpose, tax administrations around the world have participated
in negotiations of tax treaties and tax information exchange agreements
(OECD 2001). Since 2002, 518 such agreements have been signed not only
by OECD member countries, but also non-OECD members in Latin Amer-
ica and the Caribbean and Asia.*® With the rapid expansion of the network
of exchange of information agreements, the flow of information between
jurisdictions has also increased (OECD 2019b).

Again, international cooperation scenarios and good governance
practices offer solutions for tax administrations to achieve greater trans-
parency and attack illegal practices. However, information exchange
cannot reach its potential without an adequate system to receive and ana-
lyze large volumes of information. Moreover, illegal practices are hard to
avoid without the necessary automation to minimize the risks associated
with discretionary and personal interactions. How can tax administrations
meet these challenges? The following section provides valuable insights
about how strengthening IT systems and embracing digitalization may
become the best allies in the fight for transparency and in other impor-
tant matters.

The Quest for a Progressive Digital Transformation

The process of digital transformation is a well-planned, hands-on opera-
tion that integrates new technology with existing systems and introduces
management with empathy toward people and procedures. It is also
about adopting new ways to solve problems and deliver business value.
While many tax administrations have begun their digital journey, some
have embraced the phenomenon of “digital disruption” and advanced
significantly. How do they adapt their revenue collection models as the
global economy is continually reshaped by transformative digital tech-
nologies? Recent trends in the use of digital technologies and information
systems have enabled revenue bodies to manage entire project cycles in

43 The detailed list of countries is available at https://www.oecd.org/ctp/exchange-of-
tax-information/taxinformationexchangeagreementstieas.htm.
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an automated, transparent, and timely manner (Weil, Reyes-Tagle, and
Eun Heo 2020).

In the Caribbean, tax administrations face significant challenges due
to the nascent stages of digitalization. Yet, they can benefit from examin-
ing the approaches, successes, and missteps of their counterparts in other
countries and regions.

2.4.. Information Technology

IT is one of the most important support functions for tax administration,
and under optimal circumstances it is the best ally in the current context of
digital transformation and the delivery of core functions (e.g., facilitating,
monitoring, and enforcing voluntary compliance). IT systems usually pro-
vide technology support at varying levels, allowing access to a wide range
of functions, the most common focused on core processes such as registra-
tion, returns, payments, and information storage. Today, modern IT systems
also include services to facilitate voluntary compliance through electronic
channels such as e-services. Moreover, new solutions such as management
and risk information systems are granting access to features to facili-
tate decision-making. These modules intend to provide timely reports to
managers and staff on matters such as performance. Linking all these func-
tionalities and modules in a fully integrated IT system is usually a complex
process that tax administrations undertake in different implementation
phases that may take a minimum of two years (Cotton and Dark 2017).44

Improving and developing IT systems has been a core part of recent
modernization reforms in most tax administrations. In 2019, the OECD
estimated that IT accounted for more than 50 percent of total capital
expenditure of tax administrations and was also an important component
of operating expenditure, accounting for 10 percent on average (OECD
2019a). Having said that, selecting IT solutions is not a minor decision
(Box 2.6).

2.4.2. Navigating the Tax Challenges in the Dawn of the Digital
Economy

New trends in business models that are taking advantage of digitalization
also pose a new set of challenges for tax administrations. Unfortunately,

44 For further detailed information about the most important modules that make up
modern IT solutions, see Jacobs et al. (2013).



BOX 2.6. KEY POLICIES TO BE ESTABLISHED BEFORE DESIGNING

INFORMATION TECHNOLOGY SYSTEMS AND PROCEDURES

Key policies should be agreed on before designing IT systems and procedures
and, importantly, acquiring equipment and systems. Ideally, planned reforms and
modernization efforts should be described in a comprehensive strategic plan
that includes the development of IT. This plan should include the key principles
to be observed, such as:

* Revenue bodies should move towards paperless administration. Procedures
should minimize any contact between taxpayers and revenue administration
staff. An ample range of taxpayer services can be provided via the tax admin-
istration’s website.?

» Strict security procedures should govern access to taxpayer information. IT
systems should be within the government’s IT master plan, if such a plan ex-
ists.

* Changes in laws, regulations, and organizational structures should be clearly
identified.

The decision on which technology best suits a given revenue administration
requires a comprehensive evaluation that includes a preliminary process of de-
fining the general policies and features needed for new systems and equipment
(Cotton and Dark 2017). However, even once that definitional work is complete,
there is yet another crucial question to answer: should the revenue administra-
tion develop its own systems in house, or purchase a commercial off-the-shelf
solution?

Adopting the in-house approach demands more time and human resources
than a commercial off-the-shelf solution but could be less expensive and pro-
vide more flexibility. Either approach needs to accommodate several functions,
including taxpayer registration, tax return and payment processing, detection of
stop-filers, detection and enforced collection of delinquent accounts, risk analy-
sis and other systems to support the audit function, calculation of interest and
penalties, online services via the administration website, revenue accounting,
case management, and security procedures. Both approaches require a strong
team to support the development and implementation of new IT applications.
The commercial solution has a predictable cost and well-known features and ca-
pabilities. That is a great strength, because the software is not too rigid and can
be tailored to business process demands. However, it should be kept in mind that
customization comes with the risk of maintaining poor practices.

Usually, the commercial supplier of off-the-shelf products is responsible for
developing, implementing, and maintaining the systems and training the staff.
That facilitates success because the different areas of responsibility are con-
centrated in one vendor—dispersion of responsibilities is always a recipe for
failure. Clearly, the implementation time required is shorter than that required by

(continued on next page)
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ECONOMIC INSTITUTIONS FOR A RESILIENT CARIBBEAN

BOX 2.6. KEY POLICIES TO BE ESTABLISHED BEFORE DESIGNING

INFORMATION TECHNOLOGY SYSTEMS AND PROCEDURES (continued)

in-house solutions. Also, while the implementation process is ongoing, the actual
operation of the systems can be seen in other countries that already use them,
speeding up training time for employees in charge of operating the new systems.

If it is decided to go with a commercial off-the-shelf solution, it is critically
important to assure that knowledge is properly transferred from the vendor to
the revenue administration, and that a core staff is thoroughly trained in all details
of the systems. Otherwise, the administration will be at the mercy of the vendor.
Finally, it is important that the revenue administration’s facilities and IT infrastruc-
ture (including its network and power supply) not be overlooked. They must be
carefully evaluated and budgeted for, regardless of which solution is adopted. Re-
solving issues related to IT infrastructure may demand a significant amount of time.

Source: Authors’ elaboration.

@ Paradoxically, the U.S. Internal Revenue Service seems to be going in the opposite direction. A Vox
article by Dylan Matthews on April 9, 2019, entitled “A Bipartisan Group in Congress Wants to Make
It Harder for You to Do Taxes” stated that the U.S. Congress is set to make it illegal for the IRS to cre-
ate free tax preparation software that could save millions of Americans from wasting their money on
TurboTax or H&R Block.

modern business models create conditions for the emergence of new risks
of partial or non-fulfillment of tax obligations by taxpayers. Nowadays, the
digital economy fosters conditions to conduct business activities in a more
anonymous way than ever before and can help create artificial structures for
tax purposes in order to avoid taxation, especially at the international level.
For example, taxable corporate profits are difficult to assess under the digital
economy because companies can conduct their business virtually anywhere.

Another example is the advent of cryptocurrencies, which facilitates
money laundering and tax fraud. It should be stressed that none of the
Caribbean countries have an organizational unit or group of qualified staff
devoted to evaluating these issues. As a first step, such a group should be
set up. Furthermore, digitalization creates loopholes in tax laws that must
be closed, particularly those that have created opportunities for base ero-
sion and profit shifting.

In the digital economy, managing risks is crucial. Efficient risk analysis
must include a systematic approach to identify and prioritize risks in order
to increase the efficiency of tax systems and strategies to manage them.
Risk factors associated with the digital economy include the following: (1) the
physical location of some sources of income—which helps identify the right
tax jurisdiction—is unavailable; (2) the traditional form of control, such as
physical control of the flow of goods (people) across borders, does not apply
to the online flow of goods (services); (3) most websites can be administered



remotely and be freely moved to other countries, and consequently to other
tax systems such as tax havens where particular taxes are levied at a low rate
or not at all; (4) the development of new business models that are based on
intangible assets are made available through the Internet; (5) it can be dif-
ficult to identify entities that provide their services online; and (6) payment
systems have developed that operate outside the existing bank systems.

2.4.3. Digitalization for Tax Administrations

Digitalization provides opportunities for tax collectors and taxpayers. For
the former, it opens the door to new ways of fulfilling its functions. For the
latter, it reduces the time and financial burden and increases transparency.
Therefore, digitalization is reshaping the conventional role of tax adminis-
trations beyond the basics, allowing them to deliver value and gain a more
integrated view of taxpayers by taking interactions to other levels (e.g.,
offering more effective and targeted taxpayer services through electronic
channels) (McKinsey & Company 2018; Ernst & Young 2017).

It is becoming increasingly clear that encouraging digitalization is both a
necessity and an opportunity for tax administrations in terms of moving from
paper to electronic, from electronic filing to pre-populated returns, and from
returns to no-touch and automatic filing. The future is machine-to-machine
(M2M), where the tax authorities will crave data, not tax returns. All these
innovations are producing mind-bogglingly massive volumes of data like never
before that are being transferred at high speeds. In the digital era, tax admin-
istrations have seen opportunities for innovation, using digital channels to
collect and track information for tax purposes. One of these developments is
the introduction of electronic invoicing, an initiative originated in Latin America
that has improved tax control—especially regarding the VAT—and benefited
taxpayers by lowering compliance costs and accountability (Box 2.7). At the
same time, technology has opened a world of personalized and round-the-
clock services, and good services are the foundation for voluntary compliance.

The digital transformation process is constantly evolving, and new
solutions and innovations usually lead to new processes, uses, and pos-
sibilities within a virtuous cycle. An example of this is the extensive use
of advanced data analytics,*> which is allowing private companies,

45 According to OECD (2016), advanced analytics is the process of applying statisti-
cal machine learning techniques to uncover insight from data, and ultimately make
better decisions about how to deploy resources to the best possible effect. The
term “machine learning” refers to how computer algorithms improve automatically
through experience.
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BOX 2.7. USE OF ELECTRONIC INVOICES IN LATIN AMERICA AND THE CARIBBEAN

An electronic invoice is a document that records an entity’s commercial transac-
tions in electronic form and is sent to the tax administration. In all situations and
for all actors, an electronic invoice has a standard format within countries with the
same purposes as a paper invoice for issuers, recipients, and interested third parties.
Electronic invoicing originated in Latin America in the context of the mod-
ernization efforts undertaken by tax administrations in Chile, Argentina, Brazil,
Ecuador, Mexico, Peru, and Uruguay over the last two decades. To some extent,
electronic invoicing has been a significant step towards more advanced levels
of digital transformation and transparency in the region. Mexico stands out for
having the highest percentage of taxpayers issuing electronic invoices as a per-
centage of value-added tax (VAT) taxpayers (94 percent), having electronic
invoices account for a high percentage (89 percent) of total invoices issued, and
having a high technological standard in the emission of electronic invoices.
Initially, electronic invoicing was conceived as an instrument of documentary
control over the invoicing process in order to avert both the omission of sales and
the inclusion of false purchases, which allowed tax administrations to have greater
control and traceability of transactions (the VAT and income tax). Lately, that origi-
nal idea has been extended to other areas, such as payroll (Argentina), goods in
transit and government procurement (Brazil), and new finance services like fac-
toring (Chile). Moreover, e-invoicing has improved compliance costs and made
taxpayers’ accounting easier and more efficient (among small and medium-size
taxpayers). Regarding revenue collection, in 2018 the amount collected in Latin
America through electronic invoices was at least 30 percent of revenue on average,
and, if the potential for revenue collection through electronic payroll is included, the
share would be close to 65 percent. Recent studies suggest that there is evidence
that electronic invoicing has improved tax collection in some Latin America and Ca-
ribbean countries (e.g., a 10 percent increase in Argentina between 2008 and 2013).2
Although the use of electronic invoices is not mandatory (except in Mexico
and Chile), it is expected that with the widespread use of electronic invoices oth-
er uses such as data cross-reference, data analytics, and international trade can
be extended. In Mexico, the Servicio de Administracion Tributaria is using graph
theory (i.e., mathematical structures used to model pairwise relations between
objects) to detect significant contributors and evasion clusters, and to profile dif-
ferent economic sectors, among other uses. In Chile, the Servicio de Impuestos
Internos is using analytics to support strategic, tactical, and operational deci-
sion-making (e.g., default gap mapping and global and specific risk rating). More
countries within and outside the region are thinking about implementing elec-
tronic invoicing. For example, projects are under way in Costa Rica, Colombia,
Guatemala, Panama, and Paraguay. Some countries in Southeast Asia, especially
South Korea, are also considering the introduction of electronic tax invoicing.
Sources: Barreix and Zambrano (2018) and information from the IDB-CIAT web seminar on “Experi-
ences with the Use of Electronic Invoicing and Tax Control,” August 5, 2020.
2 Barreix and Zambrano (2018) includes a summary of recent empirical works on the impact of elec-

tronic invoices for selected countries (Argentina, Brazil, Ecuador, Mexico, and Uruguay) as well as the
work of Karla Hernandez and Juan Robalino, who analyze evidence on the topic in Latin America.



governmental agencies, and other agents to take advantage of the large
volume of information generated and transmitted in the Big Data era to
obtain valuable insights from data and generate value. Now the question
is not only how to go digital but also how to become data-intelligent. This
matter is particularly relevant for tax administrations given the magnitude
of information they receive.

Several tax administrations worldwide are keeping pace with digital
trends and are using data analytics not only to cross-check information
with third-party data but also for a wide range of other purposes such
as auditing; identifying taxpayer behaviors and preferences to obtain a
360-degree view of taxpayers and deliver better and more targeted tax-
payer services; segmenting taxpayers; improving debt management;
assessing performance and operations to support decision-making; con-
ducting policy evaluation; developing early warning systems; and fighting
fraud and intentional misuse of identity (OECD 2016; McKinsey & Company
2018). Ireland, Malaysia, the Netherlands, and Singapore, for example,
apply network analysis to prevent VAT fraud (CIAT 2018).

Not surprisingly, risk detection and audit have been the biggest ben-
eficiaries of advanced analytics in tax administrations. According to OECD
(2016), audit case selection was the principal application of advances
in analytics techniques, with 15 out of 16 surveyed tax administrations
reporting its use for priority cases of audit and to maximize audit value
(avoiding unproductive audits and increasing revenue return). Real-time
or near-time data analytics are allowing tax administrations to validate and
cross-check information (e.g., invoices, withholding declarations, purchase
declarations, among others) to identify discrepancies, identify unreported
income, and compare data across taxpayers and jurisdictions (especially
for the VAT and income taxes). Based on these analyses, some tax admin-
istrations are shifting from the traditional audit assessment to real-time
“digital audit” (Ernst & Young 2019). Another relevant application is the
use of extreme modeling, a way of using prescriptive analytics for case
selection that has opened the door for the so-called “intelligent audit.” It
involves machine learning to develop an algorithm to identify the predict-
ing factors of a successful audit and recommend the best course of action.
However, according to Pijnenburg, Kowalczyk, and van der Hel-van Dijk
(2017), analytical technigues for audit selection are still used in isolation
and not fully embedded in the supervision processes.

However, with digital transformation, as new possibilities open, new
challenges arise. For instance, the ability to generate and receive real-
time data means that in some cases the information may not be “clean” or
structured. The question remains whether tax administrations are ready to
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receive large volumes of data, clean them, store them, and use them effi-
ciently and safely. Furthermore, as more timely information is collected
and demanded from taxpayers, their expectations to receive faster and
timely responses to their requests and inquiries increase, so tax adminis-
trations need to be ready to undertake operational changes to meet these
demands. Revenue bodies will continue to invest in digital platforms and
systems, analytics tools, and software, all of which help to increase their
technical capabilities and accommodate taxpayers’ digital expectations.

Tax authorities also face the challenge of adopting new technologies in
accordance with their capacity to absorb them. Tax administrations around
the world are implementing new technologies at different paces. On the one
hand, political, institutional, and human capacity constraints hinder govern-
ment innovation. On the other, innovations sometimes incentivize individual
and corporate behavior in directions that might make taxation harder rather
than easier. For instance, some European countries have used VAT schemes
that involved automated submission of multiple small fraudulent VAT refunds
that were too small to attract the attention of the tax administration.

Cybersecurity is another aspect of digitalization that tax administra-
tions need to understand and address. As tax administrations crave more
data, additional safeguards need to be put in place to protect taxpayers’
rights by securing their personal information and data integrity. For tax
administrations, dealing with cybersecurity often involves working with
other levels of government. For example, in the United States, tax admin-
istrations have established security safeguards to prevent, identify, and
attack cybersecurity threats. The IRS, accompanied by the Cybersecurity
and Infrastructure Security Agency (CISA), periodically releases cyberse-
curity safeguards to protect computers, email, and sensitive data available
for staff and taxpayers.

Furthermore, there are still numerous difficulties and obstacles beyond
IT infrastructure that impede tax administrations from further advancing
their digital transformation. These include outdated laws, budget con-
straints, limited human resources, the need for more technical training, and
the inability to respond to time-sensitive operational changes. Figure 2.7
shows the key components that need to be set up and enhanced within tax
administrations for a successful digital transformation.

Regardless, digitalization holds considerable promise for enabling
the implementation of tax systems that would not be possible without
it. Addressing challenges from digitalization requires not only moderniz-
ing administrations and improving their relationships with taxpayers, but
also increasing international cooperation. To that end, it is worth examin-
ing successful strategies from a variety of different tax administrations.



Figure 2.7. Key Arrangements for a Successful Digital Transformation Process
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Source: Microsoft and PWC (2018).

Box 2.8 shows some examples of successful digital transformation in tax
administrations around the world.

Bearing in mind all the options and challenges in the digital era, what
is the best way to start the digital journey? To harness the benefits of digi-
talization, tax administrations must understand which actions they need to
implement to move along the path to successful digital transformation and
establish a strategy and a roadmap. Although technology seems to be the
primary element, the human factor is also vital (Vukovi¢ 2018). Therefore,
tax administrations must implement robust change management, work-
force development, and institutional capacity-building plans. Coupled with
accountability and quality-control measures, this will help them acceler-
ate their digital journey. Below are brief recommendations for steps to
advance and welcome digitalization in tax administrations based on best
practices (Weil, Reyes-Tagle and Eun Heo 2020):

e Make building and maintaining institutional trust a top priority.
Digital transformation presents an environment where change
occurs at many levels, so it is necessary to maintain open and con-
tinuous communication with staff and promote their engagement.
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BOX 2.8. SUCCESSFUL DIGITAL TRANSFORMATION

Belgium. The Belgian revenue administration uses electronic tools to predict
debt payment and insolvency risk, which allows the administration to set the
right collection enforcement priorities, maximizing the recovery of tax arrears.

Estonia. The need to have high-quality data is confirmed by the Estonian Tax
and Customs Board (ETCB), which has one of the lowest collection costs of any
country and one of the lowest tax gaps in the world. To take advantage of the
massive amount of data it collects, the ETCB developed sophisticated systems
and allocated dedicated staff to data quality control.

Ireland. A system has been implemented in Ireland whereby taxpayers can obtain a
“tax clearance certificate” online that is required for activities such as participating
in public bidding processes or obtaining a license to trade. This is one example of
how digitalization of tax administrations can also bring significant improvements
to the provision of services to taxpayers. Ireland and other countries have also
implemented an online pay-as-you-earn system for employees’ income tax, which
reduces the cost of compliance for employers and eliminates data-input errors
that would affect the calculation of income tax withholdings and social security
payments. Experience shows that these kinds of time- and cost-saving taxpayer
services are crucially important for start-up companies and foreign investors.

Norway. The Norwegian revenue administration provides examples of several
tools that can be leveraged by administrations everywhere. Hans-Christian Holte,
Director General of the Norwegian Tax Administration and Chair of the Organisa-
tion for Economic Co-operation and Development’s tax administration forum in
2018, stated in the keynote speech at the forum that Norway “uses social net-
works to predict fraudulent insolvencies, machine learning to interpret data, chat
boxes to improve assessments, and an on-line portal, whereby tax returns can be
filed, assessments can be notified, and information on real-estate can be found.”

Russia. The Russian tax authority is using cash registers to get information on
retailers’ sales. Currently, more than 2 million points of sale are transferring mil-
lions of cash receipts to the Russian revenue administration, which immediately
improves compliance with the VAT. This type of system is also being used in Por-
tugal and Ecuador. In all cases, the system improves compliance and also benefits
retailers and consumers.

South Korea. Since 1960, the Korean National Tax Service has been increasing the
efficiency of tax administration and improving its tax payment services by pro-
actively incorporating information technology and digital platforms into its tax
administration systems. Three pillars have been fundamental to the success of
this process: (1) a cash receipt system that enables cash purchases to be tracked

(continued on next page)



BOX 2.8. SUCCESSFUL DIGITAL TRANSFORMATION (continued)

when a customer uses a debit card, cell phone number, or resident registration
number when making a cash transaction, as opposed to a customer simply re-
ceiving a regular paper receipt; (2) an electronic tax (or e-tax) invoice program
that allows for issuing tax invoices digitally and makes the electronic issuance of
value-added tax (VAT) invoices mandatory for Korean corporate taxpayers; and
(3) an IT system home tax used by taxpayers throughout Korea.

United States. In 2017, the Internal Revenue Service (IRS) established a Data
Science Office to combine methods of big data analysis, computer science,
statistics, and business in order to support activities to monitor taxpayer compli-
ance. As stated by an IRS computer scientist, “an important part of the work is
cleaning up and selecting the data collected (data is more like a garbage dump
than a beautiful lake).”

e Outline clear business/operational goals and workflow procedures.

e Establish aproactive workforce development and training program.

e |et new ideas come to life (i.e., develop and harness a digital
mindset, encourage experimentation, have teams collaborate with
other teams).

e |nvest in understanding taxpayer behavior and insights (i.e., reach
out to accountants, tax attorneys, and business associations,
strengthening relationships with external data collection organiza-
tions and surveys, focus groups, and customer feedback).

Tax Administration in Caribbean Countries

Tax administrations in the Caribbean are responsible for collecting around
65 percent of total government revenue (Figure 2.8). In Guyana and
The Bahamas these percentages are as high as 90 and 76 percent, respec-
tively. Bearing this in mind, it is important to analyze and understand the
current arrangements and trends that are impacting the effectiveness of
Caribbean tax administrations and their capacity to manage and boost
these revenues. The following sections address these and other issues
considering the best practices studied in the previous sections, with the
aim of identifying opportunities to bring tax administrations of Caribbean
countries closer to optimal functionality.

Over the last decade, Caribbean countries have undertaken major
reforms to modernize their revenue bodies, including reorganizing field
operations (i.e., establishing semi-autonomous revenue agencies and
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ECONOMIC INSTITUTIONS FOR A RESILIENT CARIBBEAN

Figure 2.8. Percent of Total Revenue Collected by Type of Tax in the Caribbean
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Source: Prepared by the authors based on the IDB-CIAT 2019 database. For Suriname, also based on
Ministry of Finance reports and Howell and Reyes-Tagle (2018).

applying a taxpayer segmentation approach); building capacity in core
operational areas; upgrading tax systems; moving towards automation;
and enhancing institutional operations and performance. One of the most
recent and comprehensive works on tax administration reforms in the
Caribbean was by Schlotterbeck (2017), who reviewed the reform process
undertaken in 20 Caribbean countries with the support of the IMF Fis-
cal Affairs Department and the Caribbean Regional Technical Assistance
Centre (CARTAC). The analysis presented in this section of the chapter
draws on many findings from that study and, since it groups several coun-
tries together, some of its data have been useful for making comparisons
between tax administrations.

Additionally, tax administration reforms have been supported by
technical advice from other international financial institutions, includ-
ing the IDB and the World Bank, which have contributed to the adoption
of some best practices and international standards. Since 2010, the IDB
has assisted Caribbean countries in the strengthening of their tax bod-
ies by supporting the modernization of tax and customs administrations
either through technical cooperation or loan operations. As a result, this
analysis is based on some of the reports (internal and public) that have
been produced during these interactions. This section also presents
data and findings included in Tax Administration Diagnostic Assessment



Tool (TADAT) assessment reports published by the IMF, as well as the
current information available on tax administration websites and public
sources.*6

2.5.1. Tax Policy and Revenue Administration

As described earlier in this chapter, even in the presence of structural dif-
ferences between countries, lack of integration, high statutory tax rates,
proliferation of exemptions, incentives, deductions, allowances, and dis-
cretionary waivers have been consistent elements of Caribbean tax
structures. All these factors have contributed to low levels of tax revenue
in Caribbean countries, with a complicated tax administration system and
increased taxpayer compliance costs.

Although not many structural tax reforms have taken place in the
region, one of the main tax reforms has been the introduction of the VAT,
which has been a big step towards modernization of the tax system and
simplification of the tax structure. The VAT has been introduced in Trinidad
and Tobago (1990), Barbados (1997), Guyana (2007), and The Bahamas
(2015). Since 1991, Jamaica has had a General Consumption Tax (GCT),
which is basically a VAT. Suriname is the only Caribbean country analyzed
here that has not introduced the VAT.

Schlotterbeck (2017) analyzes VAT performance in the region and
concludes that while it has been relatively effective in boosting reve-
nues, the VAT has not reached its potential. The main reason is because
while the VAT was intended as a broad-based tax with limited exemp-
tions, a single rate, and a zero-rating confined to exports, the scopes of
these schedules were expanded over time and several exemptions and
tax breaks introduced. For Peters and Bristol (2006), one of the major
issues in the Caribbean has been the administrative costs associated
with the VAT, and so they suggest improving the technical capacity of
tax administration. While the VAT has been a relatively successful initia-
tive, it has not catalyzed broader tax administration reforms. In fact, in
Caribbean countries urgent long-term comprehensive tax reforms are
still pending and have been hampered by short-term needs to mobilize
revenues.

46 The IMF has been conducting tax administration assessments in four Caribbean
countries using the TADAT. The assessment highlighted many strengths, as well as
numerous weaknesses that have negatively impacted tax administration perfor-
mance. In the last three years, more improvements have been made to address these
findings and recommendations, but more needs to be done.
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2.5.2. Governance Models: The Semi-Autonomous Revenue Agency
Experience in Caribbean Countries

Trinidad and Tobago, Suriname, and The Bahamas have regular tax
departments within their ministries of finance, while Guyana, Jamaica, and
Barbados have established semi-autonomous revenue agencies, with the
Guyana Revenue Authority (GRA) the oldest. Table 2.3 displays a sum-
mary of the governance models for the Caribbean countries. In general,
all departments and revenue authorities have the mission to promote and
enforce compliance with tax laws, and assess, charge, levy, and collect all
revenues due to the government under such laws, among other core func-
tions.#” In addition, the GRA, Tax Administration Jamaica (TAJ), and the
Barbados Revenue Authority (BRA) process driver’s licenses, issue motor
vehicle registration certificates and titles, and collect revenues on behalf of
other ministries.#® Only Guyana and to some degree Barbados have inte-
grated tax and customs administration.4°

The conversion of the TAJ into a semi-autonomous revenue agency
resulted in a more flexible organization better staffed by more qualified
employees and able to rapidly react to the operational needs. The revenue
administration was able to acquire systems and equipment to support its
work, reducing noncompliance and increasing tax revenue.

Simultaneously, the existing LTO was strengthened and the profes-
sional staff increased. Different initiatives were implemented to closely
monitor large taxpayers who do not file on time (stop-filers) and enforce
payment of tax arrears. In Jamaica, as in most countries, a small proportion
of taxpayers accounts for a high proportion of tax revenue, so enhancing
the LTO’s effectiveness secured a high amount of revenue.

The three semi-autonomous revenue agencies in the Caribbean
were established by merging two or more different departments or divi-
sions within the ministries of finance through a legal instrument (act or
decree) so that they have a separate legal status and boards, personnel
systems outside of the civil service purview, and self-financing mecha-
nisms. As shown previously, in line with trends in developing countries,

47 Other typical core functions include advising the minister on all matters relating to
revenue. Support functions include developing and maintaining information systems,
maintaining and establishing legal systems, employing lawyers, training employees
and establishing codes of conduct for them, and other functions.

48 The BRA is in charge of collecting highway revenue on behalf of the Ministry of
Transport and Works.

4% The BRA s responsible for cashiering functions of the Customs Department and pro-
viding information technology support to Customs.



Table 2.3. Main Governance Models of the Revenue Bodies in Caribbean

Countries
The Revenue Department No Customs n.a.
Bahamas Department of Inland Department
(Central Revenue — Ministry of
Revenue (DIR) - Finance
Authority - Central
CRA) Revenue
Administration
Barbados Semi- Barbados 2014 No The Barbados ~ Barbados
autonomous Revenue Customs Revenue
revenue Authority and Excise Authority
agency (BRA) Department Act,
(BCED) 2014-1
Guyana Semi- Guyana 2000 Yes n.a. Revenue
autonomous Revenue Authority
revenue Authority Act No. 13
agency (GRA) of 1996
Jamaica  Semi- Tax 2011 No Jamaica Revenue
autonomous Administration Customs Adminis-
revenue Jamaica (TAJ) Department tration
agency (JCA) - (Amend-
Executive ment) Act
Agency 2011
Suriname  Other Directorate No Inspectorate of n.a.
of Direct Customs (IoC)
Taxes and
Inspectorate
of Turnover-
Sales (i.e.,
Indirect)
Taxes
Trinidad  Revenue Inland No Customsand  n.a.
and Department  Revenue Excise Division
Tobago Division (IRD) — Ministry of
— Ministry of Finance
Finance

Source: Prepared by the authors.

Caribbean countries have established semi-autonomous revenue agencies
in response to challenges such as shortages of resources, equipment, and
other elements necessary for operations, and constraints in civil service
regulations. However, such agencies have not been a silver bullet in the
Caribbean. Efforts have focused heavily on the establishment and func-
tioning of the agencies rather than on carrying out the necessary reforms
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for the strengthening, capacity-building, and proper functioning of the tax
systems. In Guyana and Barbados, the establishment of more autonomous
bodies has distracted the authorities from urgent reforms. Even though
semi-autonomous revenue agencies tend to increase public confidence in
the tax administration and may contribute to better pay of tax administra-
tion staff, there has not been conclusive evidence of other improvements
in the Caribbean, and these agencies have not proven to be “quick-fix-pan-
aceas” (Mann 2004). As seen in other developing countries, adopting a
semi-autonomous revenue agency model will not have the desired results
onrevenue without strengthening support functions, changing governance
models, improving management, and moving towards modernization of IT
systems (Von Haldenwang, von Schiller, and Garcia 2014).

Organizational Reforms and Adoption of a Strategic Management
Approach

Inrecent years, Caribbean tax administrations have made significant progress
towards strengthening headquarters functions. In addition to establish-
ing semi-autonomous revenue agencies, Guyana, Jamaica, and Barbados
have reassessed their organizational structure and introduced administra-
tion reforms to adopt a more strategic management approach. Likewise,
despite being within the ministries of finance, the revenue departments of
Trinidad and Tobago and The Bahamas, and more recently Suriname, have
carried out important transformations in their organizations and operations
to enhance performance. However, they do not have the same level of flex-
ibility as a semi-autonomous revenue agency, which has limited the scope of
such reforms. Despite these recent improvements, without a proper set of
organizational and individual performance indicators to measure progress
and achievements, it is difficult to establish pathways for further struc-
tural reforms and comprehensive improvement programs. Today, while the
three semi-autonomous revenue agencies have made significant progress,
only Jamaica and Barbados have established multi-year strategic plans in a
structured manner that provide targets and indicators.5°

Human Resources

Taking advantage of more flexible human resource management brought
about by semi-autonomous revenue agencies and recent reforms within

50 For more on the Barbados 2016-2020 Strategic Plan, see https://bra.gov.bb/About/
Strategic-Plan.aspx.
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ministries of finance, some attention has been paid to staffing and train-
ing.5' However, staff shortages and lack of skills are still two related major
weaknesses for Caribbean tax administrations. In Suriname, the paucity
of university-level professional staff is notable: 90 percent of the auditors
and appraisers have only a secondary school or equivalent-level degree,
and a significant proportion (36 percent) of key supervisory positions are
either vacant or filled with acting personnel. The Inspectorate of Sales
(Indirect) Taxes has a higher proportion of staff at the university level.
However, several positions are vacant or filled on an ad hoc basis (Howell
and Reyes-Tagle 2018).

Regarding remuneration, in Caribbean countries the size of the salary
gap between revenue administration staff and private sector employees
performing comparable jobs has been estimated in the range of 20 to
50 percent.> However, it is difficult to make a fair comparison because
employees in the public sector enjoy significantly more stability and receive
more benefits than those in the private sector. Moreover, in the absence
of indicators and means to measure individual performance, it is diffi-
cult to establish a well-defined merit-based system to select and promote
personnel that is coupled with a salary scale that establishes equitable dif-
ferences in pay based on different levels of job complexity. Staffing issues
have posed challenges for Guyana. After isolated efforts to improve staff
training, the GRA now urgently needs to increase its training programs and
hire qualified staff for its new oil and gas unit, particularly in the areas of
petroleum auditing and accounting. The new conditions in Guyana posed
by the discovery of oil deposits have exposed the importance of com-
prehensive policy reforms needed to attract and retain qualified human
resources.

With regard to training programs in the Caribbean, these have mainly
been limited to a few audit staff. More extensive training programs are
needed not only in audit units—especially in the face of the challenges
and opportunities posed by the digital transformation—but also in areas
such as tax assessment, legal processes, IT systems, customer service,
and management. Recent efforts in the region include the establishment
of training centers in Jamaica in 2016, with funding and assistance from
the IDB, to provide TAJ employees with core knowledge in areas such as

S n Jamaica, the TAJ has made changes in staff remuneration and benefits schemes,
and has reviewed technical qualifications and standards for all job positions (Schlot-
terbeck 2017).

52 This estimate is based on circumstantial evidence collected by IDB technical assis-
tance missions to the Caribbean.
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customer service, offer taxpayer education, and carry out an audit train-
ing program. In Barbados, there are some initiatives to strengthen training
and capacity-building for certain staff members, while in Suriname train-
ing programs are being sponsored by the Fiscal Strengthening to Support
Economic Growth (FISEG) Program.>3

Finally, codes of conduct exist within Caribbean administrations, but
not enough emphasis is given to their enforcement. Records of which
staff members were investigated for misconduct—let alone actually sanc-
tioned—are not available. Neither is information on penalties applied to
sanctioned officials. The current best-case scenario is Guyana, where
some information on sanctioned staff is occasionally reported by newspa-
pers. What Guyana is doing is a desirable start in conveying the message
that corruption, like many other problems, can be defeated with the nec-
essary political will and a well-designed strategy.

2.5.3. Thriving in a Complex Organization

Tax administrations in Caribbean countries are a combination of the
function and taxpayer types of organization. With the exception of
Suriname and The Bahamas, which have a tax-type-based structure,
all other tax administrations have integrated direct and indirect tax
operations and moved towards a functional organizational structure
(Table 2.4).

Additionally, most Caribbean countries have adopted a taxpayer seg-
mentation approach by establishing a Large Taxpayer Office. The TAJ’s
LTO was established to interface with large taxpayers who pay yearly taxes
within the range of 500 million to 1 billion Jamaican dollars. Since 2019, the
GRA in Guyana has been working on the creation of an LTO that would
include a specialized oil and gas unit (the Petroleum Industry Taxpayer
Unit). In 2003, Trinidad and Tobago established a Petroleum Large Tax-
payers Business Unit as part of the audit section, with its main focus being
the audit of approximately 300 large companies—including all petroleum-
producing companies, commercial banks, and insurance companies—in
order to verify the taxable income declared. In contrast, Suriname and

5 The FISEG Program, which is supported by the IDB, is designed to support Suri-
name’s efforts to return to a sustainable fiscal path in the medium term through an
ongoing reduction of its fiscal deficit. The specific objectives of the program are to
(1 increase tax revenue, (2) improve public expenditure planning and execution, and
(3) improve the quality of public investment while increasing alternative sources of
funding for investment projects.



Table 2.4. Organizational Structure and Taxpayer Segmentation

The Bahamas Yes n.a. n.a.

Barbados Yes In progress Large Taxpayer Office

Guyana Yes Yes Large Taxpayer Office —
in progress

Jamaica Yes Yes Large Taxpayer Office

Suriname No No. Tax-type-based No

Trinidad and Tobago ~ Yes Yes Petroleum Large

Taxpayers Business Unit

Source: Prepared by the authors.

Barbados have no LTOs in their organizational structure. It should be noted
that a properly functioning and effective LTO requires certain arrange-
ments that Caribbean tax administrations have found difficult to address
(e.g., a sound legal framework, effective LTO staffing, training, appropriate
job grading and remuneration, and identification and monitoring of perfor-
mance indicators) (Jacobs et al. 2013).

The adoption of a functional organizational structure and taxpayer
segmentation approach have been a breakthrough in Caribbean coun-
tries, but again, improving revenue administration effectiveness requires
a comprehensive strategy to improve large, medium, and small taxpayer
compliance. Defining specific priorities for enforcement programs for
medium and small taxpayers is key, given the size of the underground
economy and labor informality. However, the fragmentation of functional
units demands more institutional capacity and improving core functions—
both of which have been major weaknesses of most revenue bodies in the
Caribbean. The following sections develop these issues in more detail.

Effectiveness of Tax Administration in Caribbean Countries
2.6.1. Registry and Maintenance of a Tax Database

The critical issues for tax administrations in Caribbean countries start with
poor data integrity and limited accuracy of the taxpayer database. These
problems are associated with a poor initial process of identification and
registration of taxpayers, constraints in the handling and storage of infor-
mation pertaining to individuals, limitations in IT systems, and deficiencies
in processes to maintain databases. As a result, the accuracy of informa-
tion held in the systems is not reliable.
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Although Caribbean countries provide taxpayers with a tax iden-
tification number (TIN) issued through e-systems, not all of them allow
taxpayers to get a TIN online, since there are still some paper-based pro-
cesses in place (e.g., Guyana requires taxpayers to visit one of its tax offices
to apply for a TIN). The taxpayer registration process in The Bahamas is
available online, but it can take up to 21 days for officials to review all the
information. In the tax administration in Trinidad and Tobago, the TIN does
not have a check digit,> while in Suriname until recently there was no sin-
gle TIN number.>> Additionally, only in a few tax administrations do the IT
systems provide single and national views of taxpayers.

The absence of systematic and documented procedures to maintain
the taxpayer database has been a major issue that has led to large per-
centages of inactive/dormant accounts as well as duplicated or undetected
irregular registrations in databases in Caribbean countries, hindering
effective enforcement and compliance. Only Jamaica has systematic and
documented procedures to maintain the taxpayer database, including
using large-scale automated processes to cross-check information against
third-party databases (i.e., the medical insurance sector to identify medical
professionals not registered as taxpayers, financial institutions, and others).
However, this process is done only periodically and, as in the other coun-
tries, there is no crossing and matching process with other government
agencies such as those for land titling, social security agencies, or even
customs.

For the rest of the Caribbean countries, maintaining a solid tax data-
base is a big challenge. For example, in Trinidad and Tobago, around 56
percent of corporate income tax taxpayers were inactive but not deregis-
tered during 2014-2016. The high percentage indicates that few taxpayers
are deregistered every year. In Barbados, the BRA is working on getting
the information from third parties, asking them to submit their statements
on a monthly basis to facilitate up-to-date reconciliations (Barbados Rev-
enue Authority 2017). However, compliance with this initiative is voluntary
and needs to be encouraged. Guyana and Suriname do not take advantage

4 A good practice in the issuance of TINs includes the use of a check digit computed
from the remaining digits of the TIN every time the TIN is entered into the system. If
the system computation results in a check digit that is different than the one included
inthe TIN, then there is an error in the TIN entry. The inclusion of the check digit mini-
mizes data entry errors (Jacobs et al. 2013).

In August 2019, after approval from the Parliament, the government introduced a
unique and personal 8 digits tax identification number against expiration/conversion
of all numbers previously issued to the taxpayer (e.g., sales tax, master numbers and
import / export numbers).
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of third parties’ information; both tax administrations face big challenges
regarding the completeness and accuracy of their databases.

Most Caribbean countries have established tax invoice systems in their
tax legislation, but this process is paper-based and requires taxpayers to
follow guidelines. For example, according to TAJ, a registered taxpayer in
Jamaica must issue a tax invoice for every taxable supply (this includes
goods or services taxed at 16 or O percent) made to another person
(whether the recipient is registered or not).

2.6.2. Effective Risk Identification, Assessment, and Management

Previous sections emphasized the importance of effective risk identifica-
tion and its positive effects on reducing the tax burden and informality
in the economy through the adoption of a risk-based tax audit system.
The Compliance Risk Management Framework was also discussed as a
means of managing tax compliance based on potential risk. Acknowledg-
ing these critical issues, most international financial institutions that have
assisted Caribbean countries have endorsed the adoption of risk-based
management principles as an integral part of strategic planning for tax
administration. However, only three countries in the region (Jamaica, Bar-
bados, and, more recently, Guyana) have taken a proactive approach by
establishing a risk management division.>®

Guyana’s GRA and Suriname’s DoTC do not apply a risk-based
approach to manage compliance and do not have a comprehensive com-
pliance improvement plan. In Trinidad and Tobago, the Inland Revenue
Division (IRD) is the agency that manages institutional risks, but the sys-
tem there is under development (there is only a disaster recovery plan for
the IT system). In these tax administrations, risk management has focused
only on audit cases, and those cases are poorly targeted and selected. The
low level of data integrity and the failure to use third-party information
and systems to support information cross-checking are critical issues that
need to be addressed. Attention also needs to be paid to the adoption of a
risk-based management approach by the governance board and directors.
Further, one of the major and recurrent weaknesses found in Caribbean tax
administrations is the lack of documented processes. Except for Jamaica’s

56 According to CARTAC, the Programmes Unit in Jamaica, which falls under the Stra-
tegic Services Division, was established in 2011 and charged with the following
responsibilities: identifying compliance risk, developing programs to combat these
risks, monitoring the execution of programs developed, and evaluating the success of
these programs. According to the Barbados Revenue Authority (2017), that agency
began implementation of a risk-based approach to tax administration in 2015-2016.
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TAJ, most of the core processes are not documented or standardized, pos-
ing a significant risk for business continuity.

2.6.3. Taxpayer Services to Support Voluntary Compliance

In the absence of reforms to simplify the tax structures and strengthen
the capacity for appropriate enforcement, the provision of effective tax-
payer services to support voluntary compliance is crucial. On this front,
Caribbean countries have made significant progress, mostly due to
improvements in their IT systems. Except for Suriname,>” all countries have
developed e-tax services to allow taxpayer access to a range of services
via web portals. All of them allow taxpayers, to a greater or lesser extent,
to create an online user ID and manage their tax accounts—that is, submit
or amend tax returns, make payments, apply for refunds, request changes
to taxpayer information, file objections and appeals, submit queries, etc.
The IRD in Trinidad and Tobago offers “non-logged-in service” available to
VAT and pay-as-you-earn taxpayers that allows those who have not regis-
tered to access the IRD’s e-tax platform.

In addition to e-services, most Caribbean countries provide tax
education and outreach programs as well as explanatory brochures on
general processes and main taxes that are available throughout digital
channels. For example, the GRA’s website includes tax education and fil-
ing tools available to Guyanese taxpayers to encourage voluntary filing.
In Jamaica, the TAJ Taxpayers Service and Education (Programs) Unit
is responsible for the development and delivery of education programs,
which assist taxpayers in the preparation and submission of tax docu-
ments. This unit also has a Schools Tax Education Program (STEP) that
involves visits to schools in Jamaica to teach students about the various
tax types and the importance of paying taxes. However, in some cases,
such as Barbados, scant information and tools are readily available to tax-
payers on their web portal.

Most tax administrations in the Caribbean have adopted an organi-
zational culture with vision, mission, and core corporative values that are
mainly related to delivering a customer-oriented approach. The estab-
lishment of Customer Care Centers (CCC) in the region has been another
crucial step in this direction. In Barbados, there is a customer service unit
and an electronic customer service helpdesk system. In Jamaica, the CCC

5 The legal framework was recently amended to include provisions to allow for e-filing,
electronic signature, or validity of e-documents to enforce taxes. The current system
is in development.



supports telephone and email queries. In contrast, in Suriname there are
no units dedicated solely to taxpayer service and enquiries, nor has staff
received training or guidelines to handle questions from taxpayers.
However, even though all these channels are available in most Carib-
bean countries, customer service performance is weak and not all tax
administrations actively solicit feedback from taxpayers. In addition, such
feedback is not systematically considered in the design of taxpayer ser-
vice programs and products or improvement programs. In general, there is
inadequate support for promoting voluntary compliance in the Caribbean.

2.6.4. Tax Returns

Despite the availability of taxpayer services in most Caribbean countries,
e-filing and on-time filing rates are very low (except among large taxpay-
ers).>® Even for the TAJ, which has aggressively rolled out a mandatory
e-filing program to improve filing compliance, penetration is still low, espe-
cially among the small taxpayer segment. For FY2018/2019, the average
on-time filing rate for large taxpayers was 86.3 percent, while for the small
and micro taxpayer segments the rates were only 66 percent and 43 per-
cent, respectively (Tax Administration Jamaica 2019).

On-time filing rates vary across Caribbean countries and among tax
types (Table 2.5). The Bahamas has the highest on-time filing rates for
the VAT in the region (75 percent), while Guyana has the lowest (43 per-
cent). Jamaica has a relatively steady percentage of on-time filing across
tax types of between 65 and 67 percent; in contrast, Trinidad and Tobago
has a high percentage of on-time filing rates for the VAT (73 percent), but

Table 2.5. On-Time Filing Rates (average, in percent)

The Bahamas 75 — — —
Barbados 45 59 n.a. 90
Guyana 43 n.a. n.a. n.a.
Jamaica 65 69 60 67
Trinidad and Tobago 73 n.a. n.a. 35
Caribbean average 60 44 49 49

Source: Prepared by the authors based on data from Schlotterbeck (2017).

58 |n Jamaica, for example, according to the FY2018/2019 TAJ Annual Report, 77 per-
cent of the value of all payments received by the TAJ were done electronically.
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