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Executive Summary 

The East African Community (EAC) comprising of Burundi, Kenya, Rwanda, Tanzania and 
Uganda has prioritised the harmonisation of taxation regimes of the Community Member 
States. EAC countries have some huge differences in their tax systems including definitions 
of their tax bases. These differences sometimes confer unfair tax competition and unequal 
treatment of tax payers, goods and services in the region, which if not addressed will distort 
the effective functioning the Common Market (EAC, 2009). Harmonisation of tax policies 
and laws on domestic taxes is, therefore, an important aspect of macroeconomic 
convergence that is also one of the benchmarks to be attained for effective functioning of a 
Common Market. This research gives proposals for a Taxation Regime that will foster Small 
Business Development and Regional economic growth. 
 
The private sector in the EAC region is dominated mainly by micro, small and medium size 
enterprise (MSMEs), operating mainly informally. The informal sector plays a significant role 
in all the EAC countries. If strengthened, the informal sector, particularly its MSME 
component, can offer numerous benefits for the EAC. They can create more jobs (directly 
and indirectly) and increase wages building wealth, generating taxes, fuelling a more 
hopeful civil society and contributing to a healthier nation.  
 
The second part of the research reviews the national tax systems within the EAC member 
countries. The research examines the Value Added Tax, Excise Taxes and Income Tax 
systems of the EAC member states. The research compares the VAT systems using the 
following guidelines: 

a) Definition of taxable persons 
b) What is recognised as a taxable supply 
c) What is recognised as the time of supply 
d) What is recognised as the place of supply  
e) What is considered the value of supply 

 
The research identifies significant differences in how the EAC member states define the 
above guidelines. An example of such differences can be seen in Rwanda’s determination of 
the Taxable value where the value of the taxable supply is the open market value of the 
supply exclusive of the VAT, where goods or services are supplied: for non‐monetary 
consideration, or for both a monetary and non‐monetary consideration, or for a 
consideration that is lower than the open market value of the goods or services. 
 
The EAC member states charge Excise Taxes on the basis of quite different legal 
constructions. Uganda and Tanzania are still using the old Management and Tariff Act of the 
former Community; this act dates back from 1954. Kenya and Rwanda have implemented a 
new law, which is structured quite differently. Burundi has up to now no separate law for 
the implemented excise taxes. 
 
The income tax systems for the EAC member states are compared using the following 
guidelines: 

a) Definition of taxable persons 
b) What is recognised as a taxable income 
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c) Computation of Taxable income for persons (Individuals and businesses) 
 
An example of the differences that exist is with regards to the definition of who a Taxpayer 
is. In Uganda it is defined as a company which is incorporated under the Uganda law or 
undertakes the majority of its operations in Uganda. On the other hand, in Kenya a 
"company" means a company incorporated or registered under any law in force in Kenya or 
elsewhere. 
 
The research outlines some of the methods of taxing the informal sector and the challenges 
that are presented in taxing this sector. There is an attempt to analyse the effect of 
informality on the development of small businesses and the role of the political economy in 
the formalisation of small businesses. It reviews and assesses the literature and measures 
taken by selected governments, donor agencies and non‐governmental institutions to 
accelerate the formalisation process. 
 
The third part of the research contains a number of approaches used for small business 
taxation that can be considered during harmonisation. In practice, special tax regimes have 
increased the number of small businesses registered, but have not generally improved 
compliance substantially. This section also examines the advantages and disadvantages of 
the various small business taxation methods. 
The fourth part of the research identifies the issues that arose in considering proposals for 
designing a small business tax system and outline key recommendations.  
 
Main messages, issues arising and recommendations 
In terms of approaches and methods to taxing SMEs, this paper underscores the point that 
there is no foolproof/perfect approach to taxing informal sector; there cannot be a one‐fits‐
all proposal ideal for growth of all SMEs as each of the proposals has their limitations in 
terms of realising the rationale of taxation, in the fast instance. What is required, therefore, 
is to set different regimes befitting the various categories of SMEs, for example, for micro‐
enterprises, small enterprises and for medium enterprises. However, the sticking challenge 
is that the EAC has yet to develop a common definition as a region on what is informal 
sector, and more specifically, what is an SME. 
 
Theoretically, everyone gains from paying taxes. Tax is a tool for development. For 
businesses, taxes are ideally meant to be levied on their income and not their losses. 
Formalisation should not, therefore, be forced on SMEs without taking due consideration as 
to why firms chose to stay informal –it is almost least due to the need to evade tax. Without 
considering appropriate taxation regime for SMEs, if you force punitive formalisation 
requirements on them merely for taxation purposes, there will be cases where some SMEs 
will pay in taxes more than they make in business; this partly explains why many formal 
SMEs go under in less than three years of their establishment.  
 
Policy makers have to be careful when designing and compartmentalising SMEs for 
appropriate taxation regimes; certainly, there are big businesses that would rather divide 
into small units (including in form of kiosks) and stay permanently small so as not fall in the 
tax radar applicable to big businesses – they seek to enjoy certain favours/benefits 
accessible only to small businesses. For example, such entrepreneurs would rather own a 
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whole five‐star hotel but in small units and, probably, make more profits than a single five‐
star hotel unit. 
 
If everyone stands to benefit from paying taxes, then there is a need to study into detail 
reasons why people and businesses, esp. SME, chose to operate informally and whether this 
is influenced mainly by desire to evade taxation or there are some other major reasons. 
What is obvious is, that by not paying statutory taxes, SMEs expose themselves to penalties 
and corruption, which sometimes ends up being higher than the amount of tax they were 
required to pay; they limit their access to public services such as contracts advanced only to 
formal enterprises and therefore limit their scope for growth; they also cannot access 
formal credits as they are considered credit unworthy, which also limit their growth. 
 
There are some SMEs that have specialised in surviving tax evasion and formalisation 
requirements by paying bribes; each time they have to build rapport with the officers 
accepting the bribes as different officers hunt them down. This can breed a culture of 
corruption and for the rent‐seeking purposes, revenue officers may be a little reluctant to 
implement measures that ensure as many as possible informal SMEs formalise. The fact that 
the massive bribes extorted from non‐compliant SMEs do not form part of the government 
coffers but go to private pockets means a double loss to the government in terms of 
revenue generation. 
 
Issues arising and recommendations: 
a) It is not necessarily the case that people don’t pay taxes because the rates are punitive. 

There are more fundamental factors that would attract people to pay taxes even 
without changing tax rates. Paying taxes is therefore, positively correlated with the 
socio‐economic benefits people attach to paying taxes or not paying taxes. The key 
issue, therefore, is how do we generate goodwill and create a sense of patriotism among 
citizens in order to pay taxes voluntarily without forcing them to do so? By people here 
we also mean the SMEs as they are operated by EAC citizens. Further studies are needed 
to establish whether there are any proven approaches elsewhere in the world that 
would be applicable under the conditions of EAC. 

b) There is lack of common definition in the region on the meaning of informal sector, and 
specifically, what is an SME. Some enterprises regarded as small in Kenya could qualify in 
the as medium enterprises in Tanzania; similarly, the threshold set for SMEs in Burundi is 
so high that many enterprises falling outside the tax net would qualify for taxation if 
they were in Kenya. Such differences complicate matters when developing a common 
regional taxation policy suitable for SMEs. 

c) Issues of sovereignty vs. integration keep arising from many forums on how to take 
forward regional policies by EAC Partner States. The Partner States are not willing to 
cede requisite sovereignty to implement regionally‐agreed policies, but also, if they were 
to cede that sovereignty, who will exercise it is the big question. The agreement seems 
to be that in the present state, EAC Secretariat does not have the legal remit, capacity 
and competence to ensure that Partner States oblige and implement regional‐agreed 
policies. Perhaps creating an EAC Commission with legal mandate and teeth would 
provide a solution to ensuring Partner States implement regionally‐agreed policies. 
There is need to be clear that creation of such a Commission would not mean rendering 
the current Secretariat staff jobless but it could entail conversion of the Secretariat into 
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a Commission with additional powers, roles and capacity to perform – both technically 
and financially. 

d) Further studies are needed to establish which goods and services do the poor and SMEs 
benefit from most in order that taxes applicable on them may be removed. 

e) In harmonisation, who is to decide what tax rates are to be enforced? This question kept 
arising in each forum where preliminary presentations of this study were made. In every 
case, there was a consensus that it would be important to involve SMEs as important 
stakeholders in developing taxation regimes if it seeks to benefit them as this will also 
create a sense of ownership by the SMEs, hence increased compliance. 

f) The other issue that arose during the study was related to how EAC countries could 
possibly achieve harmonisation of their tax regimes when the countries are in different 
levels of development. In our opinion, harmonisation should not be misconstrued to 
mean sameness in tax rates; rather it should be regarded as a measure towards reaching 
a convergence on domestic taxation policies and laws of EAC Partner States. In this case, 
there would be situations of differences in the tax values, except that the tax ranges set 
should be as narrow as possible so as not confer any undue advantages or create 
distortions that may defeat the essence of EAC regional integration. 

g) Another issue that arose is the differences in perceptions about formalisation; many 
SMEs view it as a measure to net them for tax purposes. In our view, however, 
formalisation goes beyond formal business registration and tax compliance. The kind of 
formalisation required for non‐SMEs should certainly be different from what it means 
for SMEs. Nonetheless, we think there is need to raise awareness on the importance of 
formalisation and debunk the myths that may currently be associated with it. A 
harmonised tax regime will only be beneficial to formalised SMEs, hence the two 
(formalisation and establishment of pro‐SME tax regimes) must be pursued together. 

h) Do we harmonise tax categories or rates? The view of this study with respect to this 
question is that both should be harmonised; but, with regards to tax rates, as we noted 
earlier, there may be cases of differences in rates provided they do not confer 
unwarranted advantage over other Partner States. We recognise that Partner States are 
in different levels of development and they use domestic tax policies and laws to 
achieve certain goals within their economies. We recommend, therefore, that 
harmonisation should work towards reaching a convergence on tax categories and 
taxable goods and that tax rates may be set within a certain range that is not punitive 
for SMEs but also that do not create distortions in regional trade. 

i) As for the key recommendation on what should be the appropriate taxation regime for 
fostering the growth of SMEs across the region, the paper favours that the EAC should 
develop a presumptive Tax system that will act as a small business regime for all the 
member states in the EAC. The choice of the appropriate system though presumptive 
should vary with the size and characteristics of the firm. 
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Chapter 1: 
Developing a Harmonised Tax Regime that Fosters Small Business 

Development and Economic Growth in EAC 
 
 

1.1 Introduction 

One of the major reasons behind regional integration arrangements is to create large 
investment areas and enlarge markets. This demands that co‐operation be promoted in 
areas that priorities enlargement of trade and investments opportunities within a regional 
arrangement. The East African Community (EAC) comprising of Burundi, Kenya, Rwanda, 
Tanzania and Uganda has prioritised the harmonisation of taxation regimes of the 
Community Member States. EAC countries have some huge differences in their tax systems 
including definitions of their tax bases. These differences sometimes confer unfair tax 
competition and unequal treatment of tax payers, goods and services in the region, which if 
not addressed will distort the effective functioning the Common Market (EAC, 2009).  

 
Harmonisation of tax policies and laws on domestic taxes is, therefore, an important aspect 
of macroeconomic convergence that is also one of the benchmarks to be attained for 
effective functioning of a Common Market. According to Article 32 of the EAC Common 
Market Protocol, harmonisation of EAC tax regimes is expected to “facilitate the free 
movement of goods, services, and capital, and the promotion of investments within the 
Community”. If, indeed, harmonisation of national tax regimes within a regional context 
were underpinned by the desire to promote investments in the region and if the free 
movement of goods, services, and capital, were to directly benefit the people of East African 
Community, then the debate ought to refocus on the source and magnitude of investment 
that the region intends to promote through this exercise and for whose goods and services 
should the expanded regional market benefit most.  
 
The view we seek to project through this piece of research is that more benefits would 
accrue directly or indirectly to the people of East Africa through the promotion of local 
investment, use of local content and economic growth that is spurred through native 
entrepreneurship and investment. Preferably, therefore, the debate within the 
harmonisation of EAC taxation regimes should pay attention to whether the achieved 
convergence of tax regimes will not only promote foreign direct investments, but also, 
and more importantly, whether it will promote local small business development within 
the region. However, since most small businesses within the region fall within the informal 
economy, it should concern the EAC whether the agreed taxation regimes will foster the 
creation of a “culture of taxation” and an “expanded formal sector” so that native 
entrepreneurship and investment can contribute effectively in spurring economic growth to 
be realised in the region. On this account alone, it should concern the EAC whether the 
convergence on taxation regimes offers incentives to small businesses in the region to move 
from informality to formality. Here again, the argument we seek to advance in this research 
is that for a region like EAC where the informal sector is almost as large as the formal sector 
and dominated by MSMEs, a good harmonised regional taxation system will be one that also 
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provides incentives for formalisation of MSMEs by establishing taxation systems that will 
foster small business development with the aim of catalysing regional economic growth. 

 
Our analysis shows that the structure of the private sector in the EAC region is dominated 
mainly by micro, small and medium size enterprise (MSMEs), operating mainly informally. In 
developed economies, most MSMEs have been brought within the tax radar through 
formalisation via specific reform measures which have included simplification and reduction 
in tax compliance burden. On the other hand, in developing economies such as EAC 
countries, the task is more difficult in that MSMEs are not generally compliant (due to 
ignorance as well as intent) nor are they easily located by the tax administration; most 
operate within the informal sector (IFC, 2006). For most of these informal small businesses, 
the choice to pay tax or remain in the informal sector would be a simple one; stay in the 
informal sector as long as possible because the perceived benefits outweigh the perceived 
costs. If compliance costs –both financial and time –are added into their cost‐benefit 
analysis of paying taxes, the disincentive to comply with tax requirements becomes even 
stronger. However, is it really so hard to develop a favourable tax system to appropriately 
tax MSMEs?  

 

1.2 The Importance of Informal Sector in EAC  

The size of informal sector in EAC is large and in some countries like Tanzania and Burundi 
its contribution to GDP exceeds the contribution from the formal sector. It is evident that 
this sector plays a significant role in all the EAC countries. These small enterprises are a very 
significant part of the regional private sector in terms of their numbers and potential to 
contribute to the region’s economies. It has been estimated that on average the MSME 
sector contributes more than 70 percent of non‐agricultural employment.  Generally, the 
sector's importance to the economy can be seen in terms of its ability to address some of 
the major socio‐economic issues such as unemployment, poverty reduction, and inability to 
industrialise. The sector is an integral means of strengthening the economies of the EAC 
member states.  

 
If strengthened, the informal sector, particularly its MSME component, can offer numerous 
benefits for the EAC. They can create more jobs (directly and indirectly) and increase wages 
building wealth, generating taxes, fuelling a more hopeful civil society and contributing to a 
healthier nation. Other fundamental contributions by the sector include:  

 
 Increased output of goods and services;                                       
 Development of a pool of skilled and semi skilled labour force, which is expected to 

be a base for future industrial growth;  
 Strengthened both forward and backward linkages among socially, economically and 

geographically diverse sectors of the economy;  
 Increased participation of the indigenous in economic activities of the EAC member 

states, and  
 Create opportunities to cultivate and nurture entrepreneurial and managerial skills 

of the country. 
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1.3 Why Informal Small Businesses Need to Formalise and Join the Tax Net 

Despite the fact that the diverse activities of MSMEs are widely noticeable as a source of 
livelihood for many, a number of issues have been raised about the sector. Concerns in all 
the EAC member states have basically revolved around legitimacy of the activities when 
they are carried out in an informal environment where their implications and impact on the 
entire economy cannot easily be ascertained.  Majority of the firms in the sector do not fulfil 
business registration requirements and tax obligations. However, adverse tax environment 
for MSMEs discourage these enterprises from conducting their business in a formal manner; 
hence, their contribution to the economies of EAC is by and large underrated since most of 
their work is not captured in the official statistics.  
  
The above contributions of the sector to the EAC tie the future welfare of the EAC to a 
vibrant MSME sector. This belief is captured in the statement that this sector plays “a vital 
role in contributing to renewed economic growth of the country” as observed by Gray 
(1996).  
 
The expanding national budgets also create the need to increase revenue collection. This 
can be easily achieved by expanding the tax base rather than increasing the tax rates. 
Bringing the informal sector into the tax net is the most feasible approach to achieving a 
broader tax base. 
 
There are indeed more compelling reasons for the small entrepreneur and the government 
to join the tax net. However, most MSMEs we interviewed from the region – especially the 
informal ones –do not know about these benefits and governments, too, do not see the 
benefits of creating systems that favour formalisation of and compliance by small 
businesses to taxation. 
 
This suggests that for a people centred development strategy, harmonisation of taxation 
regimes in EAC should provide ample space for the development of the small businesses in 
the region. Currently, most MSMEs in EAC operate informally and this is triggered by a 
number of policy setbacks. A large burden of taxation and tax procedures combined with 
punitive government regulations are the main determinants of the size of the informal 
economy in the region. As EAC economies propose to harmonise their taxation systems, this 
research provides valuable information and proposals on the planned changes in EAC 
taxation systems that the researchers think, if adopted, will affect positively both the 
development and character of operations of MSMEs and their contribution to economic 
growth and poverty reduction in EAC. 
 

1.4 Objective and Scope of the Study 

The objective of this study is to analyse the tax systems for EAC Partner States by assessing 
how they affect development of small businesses and how that impacts on regional 
economic growth. The study is meant to present evidence how tax regimes in these 
countries have inhibited growth of small businesses because of the high effective tax burden 
stemming from the choice of instruments and administration of the regime.  
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In order to realise the above objectives the researchers were confined within a predefined 
scope of work as follows, which also formed the terms of reference: 
1. Discuss the objective of tax harmonisation in EAC and provide sound arguments why the 

EAC should design a tax regime that fosters small business development. 
2. Elaborate the various national experiences of taxing small businesses in the EAC and the 

contribution of the informal sector to these economies. 
3. Undertake a comparative analysis of taxation approaches for small business that may be 

considered during the harmonisation of the overall taxation systems of the EAC region. 
4. Propose the necessary reform options open to EAC countries for implementation of 

favourable taxation approaches. 
5. Discuss the anticipated challenges in implementing the proposed taxation reforms. 
6. Provide conclusions and way forward on the following: 

 
a. The issues arising in the design of a small business tax system for EAC countries; 
b. Implications of the issues above; 

c. Practical options for implementing the proposed small business taxation regime; and, 
d. Recommendations 
7. Undertaking the study and preparing an analytical report on the basis of the study 

findings.  
8. Presenting the research findings at a stakeholders’ awareness workshop as well as 

targeted consultative workshops and incorporating emerging views and 
recommendations into developing the final report. 

 
This research has been conducted mainly through desk study using relevant information 
sources as well as focussed group discussions with selected stakeholders in the MSME 
sector and experts and the views contained here are a better reflection of these discussions 
as well as what many development commentators have written about. 
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Chapter 2: 
EAC Experiences in Taxing Small Businesses in East Africa 

 
 

2.1 Comparison of the National Taxation Systems in EAC 

Majority of the tax systems consist of a limited number of indirect and direct taxes, the 
former bound to income use, the latter related to income formation. The main components 
of indirect taxes are the excise taxes levied on single consumption goods and the VAT as 
general consumption tax usually borne by the final consumer. Direct taxes are income taxes 
usually levied on the taxable income of persons (Persons being individuals and business 
entities) and profit taxes. All member states of the EAC have quite a similar tax structure 
regarding the main components. The above mentioned main excise taxes are implemented 
differently in terms of the definition of a tax base and the rates differ (Some countries use 
ad valorem rates where others use Specific rates and vice versa), a VAT system is existing, 
and personal income (at least Tax on employment income) as well as Income/Profit taxes 
(corporation taxes) are traditionally implemented.  
 
The structures of the personal income (PIT) and corporation tax (CIT) are quite different; 
especially the definitions of the tax bases (Taxable Income)  are extremely heterogeneously 
composed and a mixture out of the enumeration of taxable and (partly) non‐taxable 
components (for example in Rwanda) often connected with specific tax schedules for 
specific kinds of income (for example in Uganda). Regarding the tax rates, the VAT rates 
have been harmonised on a range in between 16 percent (Kenya) and 20 percent (Tanzania). 
The other member states apply (or will apply) a rate of 18 percent, while the systems are 
predominantly single rated. At least in four member countries the CIT rates are 30 percent 
and even the highest marginal rate of the PIT has been fixed on the same level, while 
Burundi has a progressive tax schedule for rental income and wages starting with 20 and 27 
percent respectively and ending with 60 percent. 
 

2.1.1 Value Added Tax (VAT) 

2.1.1.1 Kenya 
The VAT in Kenya derives its legal authority from the Value Added Tax Act CAP 476 and the 
Subsidiary Legislations (Revised Edition, 2004). A taxable person has been defined under 
section 2 of this Act as any person liable to apply for registration under the Sixth Schedule, 
but does not include an export processing zone enterprise; 
 
The Sixth schedule on its part gives the following conditions for a person liable to apply for 
registration: 
Any person who, in the course of his business: 

(a) Has supplied taxable goods or taxable services, or expects to supply taxable goods 
or taxable services or both, the value of which is Shs.5, 000,000 (66000 USD) or more 
in a period of twelve months; or, 
(b) Is about to commence supplying taxable goods or taxable services or both which, in 
the 
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opinion of the Commissioner, shall exceed any of the values prescribed in 
subparagraph 

(a) For the relevant period;  
o Shall be a taxable person and shall, within thirty days from the date on 

which he becomes a Taxable person, apply in the prescribed manner to the 
Commissioner to be registered.  

o Taxable transactions are the supply of goods and services as well as 
imports.  

 
Tax chargeable becomes due and payable at the time when: 

(a) The goods are supplied or the services have been supplied to the purchaser; or 
(b) A certificate is issued, by an architect, surveyor or any person acting as a consultant 

or in a supervisory capacity, in respect of the service; or 
(c) An invoice is issued in respect of the supply; or 
(d) Payment is received for all or part of the supply; 

 
Whichever time shall be the earliest. 
In the case of a service Tax Chargeable shall be due and payable at the time when‐ 

(a) The taxable service is received; or 
(b)  An invoice is received in respect of the service; or 
(c) Payment is made for all or part of the service, 

 
Whichever time shall be the earliest. 

The place of supply is where goods and services are a taxable supply.  

The taxable value of any supply of goods or services is in the case of a supply provided 
by the registered person to an independent person dealing at arm’s length, the price for 
which the supply is provided; 

 
The standard tax rate is 16 percent and a reduced rate of 12 percent exists for supply and 
import of electricity and fuel. The input tax is paid on the supply or import to a registered 
person for the use in the business. The input tax is fully deducted, unless the input refers to 
exempt supplies; it is partially credited if input refers to both, taxable and exempt supplies. 
Return and payment has to be done monthly, within 20 days after the tax period through 
Self Assessment. Any registered person who fails to submit a return within the period 
allowed shall be liable to a penalty of ten thousand shillings or five percent of the tax due, 
whichever is the higher 
 
2.1.1.2 Uganda 
The legal authority to impose VAT in Uganda is derived from the Value Added Tax Act Cap 
349 of the laws of Uganda. 

The Act stipulates that a tax, to be known as valued added tax, shall be charged on: 

a) Every taxable supply in Uganda made by a taxable person; 
b) Every import of goods other than an exempt import; and 
c) The supply of any imported services by any person. 
 



12 Research Paper | CUTS Geneva Resource Centre  
  

The Act further identifies a Person Liable to Pay Tax as 
a) In the case of a taxable supply, is to be paid by the taxable person making the supply; 
b) In the case of an import of goods, is to be paid by the importer; 
c) In case of an import of services, is to be paid by the recipient of the imported 

services. 
This Act defines the taxpayer as a person (individual, partnership, trust, government, authority) 
who is making or expects to make taxable supplies. The threshold for registration is 50 mill. 
UGX/year (24000 US$/year). The VAT Act allows for persons to register voluntarily. A taxable 
transaction has been defined as the supply of goods and services as well as imports.  

Under the Act, a supply of goods or services occurs ‐ 
a) Where the goods are applied to own use, on the date on which the goods or services 

are first applied to own use; 
b) Where the goods or services are supplied by way of gift, on the date on which 

ownership in the goods passes or the performance of the service is completed; 
c) In any other case, on the earliest of the date on which ‐ 

I. The goods are delivered or made available, or the performance of the service is 
completed; 

II. Payment for the goods or services is made; or 
III. A tax invoice is issued. 

 
Where goods are supplied under a rental agreement; or goods or services are supplied 
under an agreement or law which provides for periodic payments, the goods or services are 
treated as successively supplied for successive parts of the period of the agreement or as 
determined by that law, and each successive supply occurs on the earlier of the date on 
which payment is due or received. 
 
A supply of goods takes place where the goods are delivered or made available by the 
supplier; a supply of services takes place where the services are rendered. 
 
The tax base is the total consideration or fair market value, in case of imports the customs 
value. The standard tax rate is 18 percent and a reduced rate of 5 percent exists for the sale 
of residential apartments. 

The input tax is levied on taxable supplies or imports for the use in the business sector and 
has to be stated in a tax invoice. The input tax is deductible against the output tax unless the 
input refers to exempt supplies or partially if the input refers to both, taxable and exempt 
supplies. The credit arises – provided the invoice is issued – on the date the supply is carried 
out or in case of cash accounting on the date the tax has been paid. Regarding the tax 
procedures a tax identification number (TIN) is existing, self‐assessment is applied and the 
return and payment has to be done monthly 15 days after the tax period. Interest payments 
for late refunds do exist as well as penalties for failures to submit returns. In case of no tax 
payment specific enforcement procedures are applied and audits are done depending on 
risk management considerations.  
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2.1.1.3 Tanzania 
The legal authority to impose VAT in Tanzania is derived from the Value Added Tax Act 
Chapter 148 of the laws of Tanzania. The Value Added Tax Act 1997 does not define the 
taxpayer. The threshold for registration is 40 mill. TZS/year (30000 US$/year).  
 
VAT is charged on any supply of goods or services in Mainland Tanzania where it is a taxable 
supply made by a taxable person in the course of or in furtherance of any business carried 
on by him. 
 
"Taxable supplies" means any supply of goods or services made by a taxable person in the 
course of or  in furtherance of his business after the start of the VAT and includes – 

a) The making of gifts or loans of goods; 
b) The leasing or letting of goods on hire; 
c) The appropriation of goods for personal use or consumption by the taxable person 

or by any other person; 
d) Barter trade and exchange of goods. 

 
Where a person produces goods by processing or treating the goods of another person the 
supply shall be regarded as a supply of goods. The supply of any form of power, heat, or 
ventilation shall be regarded as a supply of goods. Anything which is not a supply of goods, 
but is done for a consideration, including the granting, assignment or surrender of all or part 
of any right is a supply of services. The Minister may make regulations providing for any 
description of transaction to be treated as– 

a) A supply of goods; or 
b) A supply of services; or 
c)  Neither a supply of goods nor a supply of services. 

Where goods are neither supplied by a person to another person nor incorporated in other 
goods produced in the course of the business of the first person but are used by that person 
for the purpose of furtherance of his business; or  a person in the course of his business 
does anything for the purpose of furtherance of his business which is not a supply of 
services but, if done for a consideration, would be a supply of services, the goods or services 
are regarded as being both supplied to him for the purpose of the business and supplied by 
him in the course of that business. 
 
The place of supply for goods is outside Tanzania if it is installed or assembled there, inside 
Tanzania if the supplier has a place of business in Tanzania. 
 
The tax base is the amount of net consideration, at least the market value and the customs 
value of imports. The adjustment of the tax yield remains questionable, while the standard 
tax rate is 20 percent and will be reduced to 18 percent according to the Budget Speech 
2009 (EAC, 2009). A tax credit only arises on the date the supply is carried out; there is no 
regulation like cash basis accounting. A refund only happens if a taxpayer is unable to offset 
the Tax on Purchases (Input Tax) against the Tax on supplies within six months after the due 
date for lodging the return and a monthly refunds takes place in case of a continuous excess 
of input tax. Regarding the procedures, return and payment has to take place monthly, 30 
days after the tax period. There is an interest payment for late payment and refund.  
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2.1.1.4 Burundi 
The  «Loi portant institution de la taxe sur la valeur ajoutée ‘TVA’», was implemented on  
July 1, 2009. The taxpayer is legally defined as everyone who carries out taxable supplies 
that exceed a certain turnover (determined by the Minister of Finance) or issues an invoice 
disclosing a certain amount of VAT (EAC, 2009). The threshold is 100 mill. FBU (US$82000).  
 
Taxable Transactions are defined as the supply of goods and services, imports and in 
addition the withdrawal of business assets. The place of supply of goods is not clearly 
determined in the law in cases of trans‐border transactions. Since the exportations are 
taxed with zero‐rate, the conclusion can be drawn that the place of supply is Burundi if the 
merchandise is sent from Burundi (principle of origin) (ibid). Deviating from this principle the 
place of supply of electricity, gas and heat will be Burundi whenever the final consumption 
takes place in Burundi (principle of destination). 
 
The place of supply of services is determined where the service has been carried out or 
used. The law has not provided for a reverse‐charge system with trans‐border activities in 
case the place of supply is Burundi and therefore the foreign supplier is subject to taxation 
in Burundi (ibid). 
 
The date of origin (fait générateur) of the VAT is the moment when the supply of the 
merchandise or the service has been carried out. The tax for the supply of goods is payable 
(eligible) in the same period of taxation (ibid). 
The tax rate is 18 percent of the tax base.  

The deduction of input‐tax is principally guaranteed. However, the law provides for an 
important restriction: The input tax related to investments and connecting costs is 
deductible only to 50 percent. This is contradictory to the general principles of the VAT 
system. A deduction of input tax is not allowed if this tax is attributable to the own tax‐
exempt activities of the taxpayer. 

 
If the amount of VAT on own activities is exceeded by the amount of input tax, the taxpayer 
is entitled to claim a refund. Regularly the claim is supposed to be set off with the tax 
liabilities resulting from taxpayer’s succeeding tax declarations. If the taxpayer terminates 
his business activities, he can claim a refund as well as the taxpayer who permanently 
records a claim of refund in a period of a trimester (like exporters). 
 
2.1.1.5 Rwanda 
VAT was introduced in Rwanda in 2001. The law has been supplemented by a ministerial 
order from 2003 and some rules issued by the General Commissioner. The threshold for 
registration is 20 mill. FRW/year (US$35000) or 5 mill. FRW (US$8750) for the last three 
months. It is fixed by the Law on Tax Procedures.  Voluntary registration is possible. The 
taxable transactions are the same as in Burundi but the transfer of a whole business is not 
liable to VAT (ibid).  
 
The determination of the place of supply of goods or services is crucial for Rwanda’s right to 
levy the VAT. If the place of supply is located abroad, Rwanda is not entitled to tax this 
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transaction. The place of supply of goods is in Rwanda if they are removed from a place in 
Rwanda in order to be used or processed in Rwanda or if they are exported or temporarily 
exported from Rwanda (principle of origin). In cases of uncertainties of the application of 
the law the Minister is empowered to make provisions by order in relation to a case or a 
class of cases with respect to the proper determination of the place of supply. Such an order 
is binding for the courts of justice (ibid). 

Services are regarded as supplied in Rwanda if the supplier of the service:  

a)  Has a place of business in Rwanda and no place elsewhere;  
b)  Has no place of business in Rwanda or elsewhere but his usual place of residence is 

in Rwanda;  
c) Has places of business in Rwanda and elsewhere but the place of business most 

directly concerned with the supply of services in question is the one in Rwanda;  
d) Has no place of business in Rwanda, has a place of business elsewhere but the 

recipient of the service uses or obtains the benefit of the service in Rwanda. In this 
last case, the recipient is liable to tax on condition that he runs a business. He 
withholds the tax and pays it to the tax authority (reverse charge method). 

 
The taxable value of a taxable supply is the consideration paid in money or in kind by all 
persons for that supply. Price reductions and discounts for prompt payment reduce the 
basis of taxation correspondingly. This does not apply to payment by instalment. 
 
Deviating from this principle the taxable value of the taxable supply is the open market 
value of the supply exclusive of the VAT, where goods or services are supplied: for non‐
monetary consideration, or for both a monetary and non‐monetary consideration, or for a 
consideration that is lower than the open market value of the goods or services (ibid). 
 
The standard tax rate for supply of goods or services or importations is 18 percent. The 
input tax is deductible when the recipient has acquired the goods or services for the 
purpose of his business. The amount of the tax – alongside other formal requirements – 
must have been disclosed in the invoice of the supplier. Payment is not required for 
deduction, except for deduction of VAT on importation. Condition for deduction of the 
whole of input tax is the tax liability related to the own business activities of the recipient. If 
these activities are tax exempted or partly tax exempted the deductible amount of input tax 
has to be reduced proportionally. The law has empowered the Minister to determine areas 
where a deduction of input tax is not allowed. The corresponding order provides for 
exclusion of deduction as follows: input tax on motor cars (with some exceptions); input tax 
on business entertainment; input tax on telephone, fuel and power services (on particular 
conditions) (ibid). 
 

2.1.2 Excise Taxes 

2.1.2.1 Kenya 
The excise taxes in Kenya are based on the Customs and Excise Act. Chapter 472 from 1977 
in the revised edition of 2000. The important excises are charged on beer, wines, spirits, soft 
drinks (like mineral water and juices), cigarettes, and fuel. Beside these excises the taxation 
of motor vehicles and airtime (service fees on cellular telephones) exists. Almost all excise 
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taxes are levied on a specific rate base. The motor vehicle tax has a uniform rate of 20 
percent while the cellular phone services are charged with 10 percent. (ibid). 
 
2.1.2.2 Uganda 
Uganda is levying excise taxes based on the Management and Tariff Act. Chapter 338 (“The 
Excise Tariff Act”, commenced on 1. November, 1954) regulates the details of the excise 
taxes. Excises are charged on beer, wines, spirits, soft drinks (like mineral water and juices), 
cigarettes, and fuel. Also taxes on motor vehicles and airtime (service fees on cellular 
telephones) are raised. Excise taxes are payable when the goods are delivered from the 
stock room or an invoice is raised (ibid). 
 
2.1.2.3 Tanzania 
Chapter 147 of the Excise (Management) and Tariff Act of Tanzania regulate the details of 
the excise taxes. The provisions regarding the taxpayer and the tax liability as well as the 
procedures are quite similar as in Uganda (ibid).  
All excises in Tanzania are levied in form of specific taxes on litre for liquids or pieces for 
cigarettes. The motor vehicle tax as well as the cellular phone tax is levied in form of an ad 
valorem tax, which is rational because these taxes are similar to a partial sales (or service) 
tax on these two items. 
 
2.1.2.4 Burundi 
The law on Transactions of Burundi from 1989 provided until very recently the legal base for 
the excise taxation in Burundi. Burundi’s excise rates were substantially lower than in the 
other member states of the EAC. This law was repealed on 1 July 2009. The legal base for 
excise taxation (taxe de consommation) is now the Budget Law for 2009 (ibid). 
 
2.1.2.5 Rwanda 
The excise taxes in Rwanda are charged in accordance with the Law No 26/2006 
“Determining and Establishing Consumption Tax on some imported and locally 
Manufactured Products”. All items are burdened with an ad valorem tax rate. On beer 60 
percent and on wine as well as spirits 70 percent are levied. Powdered milk has rate of 10 
percent, cigarettes have a 120 perecnt rate, while all forms of fuel are charged with 37 
percent. For motor vehicles up to 1500cc the rate is 5 percent, up to 2500cc 10 percent and 
above 15 percent. Telephone communication is burdened with 3 percent. The taxable value 
on imported products is calculated to cost, insurance and freight upon arrival in Kigali. On 
locally manufactured products it is calculated according to the selling price exclusive of 
taxes. 
 
2.1.3 Income and Profit Taxation 
In Kenya, Tanzania, Uganda, and Rwanda personal income tax (PIT) and corporate income 
tax (CIT) are regulated within the income tax act or law, while Burundi disposes of a general 
tax code. The determination of the Tax base differs in all the EAC member states and the 
difference arises on the definition of Income and the expenses that are allowable and 
disallowable for deduction for Tax purposes. 
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2.1.3.1 Kenya 
The income tax in Kenya is regulated by the Income Tax Act, Chapter 470. The Act does not 
define a Taxpayer expressly but states that a tax to be known as income tax shall be charged 
for each year of income upon all the income of a person, whether resident or non‐resident, 
which accrued in or was derived from Kenya. 
 
A person can be an individual or a Company. It is important to note that residency does not 
affect the decision to pay tax, it only determines the rate at which one pays tax. We can 
therefore, deduce that under the Kenyan law a Taxpayer is anyone who earns any form of 
income that is recognised as income under the Income Tax Act. The following are the 
incomes that are recognised under the Act: 
Income upon which tax is chargeable is income in respect of  
a) gains or profits from:  

• a business, for whatever period of time carried on; 
• employment or services rendered 
•  a right granted to another person for use or occupation of property; 

 
b)  Dividends or interest; 

• a pension, charge or annuity; and 
• any withdrawal from, or payments out of, a registered pension fund, or a registered 

provident fund or a 
• registered individual retirement fund; and 
• any withdrawals from registered home ownership savings plan. 
• an amount deemed to be the income of a person under the Income Tax  Act or by 

rules made under the same Act: 
 
The tax base under consideration is the business profit, a general rule is that expenses are 
allowable for deduction if they were wholly and exclusively incurred in the production of 
Taxable income. The expenses that are allowed and disallowed are specified in Section 15 
and 16 of the Kenyan Income Tax Act. Capital gains remain untaxed since 1985 the capital 
gains tax was suspended. A long list of incomes is exempt from income taxation, e.g., for 
many boards in the agricultural sector, irrigation sector, the post, some registered pension 
schemes, specific banks, some advisory activities of international experts, some sort of 
interests from savings, interests from government securities, etc. 
  
2.1.3.2 Uganda 
In Uganda the income tax is levied following the Income Tax Act 1997, CAP. 340. The Act 
defines income tax as a tax on income and is charged for each year of income upon all the 
income of a person whether resident or non‐resident which accrued in or was derived from 
Uganda. Where a business is carried on by a resident person partly within and partly outside 
Uganda the whole of the profit of that business is deemed to have accrued in or be derived 
from Uganda. Under the Act the chargeable income of a person for a year of income is the 
gross income of the person for the year less total deductions allowed under the act for the 
year. The gross income of a resident person includes income derived from all geographical 
sources. 
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The following are the main categories of income chargeable to income tax:  
a) Employment income.  
b) Profits from business or profession.  
c) Profits from the use of property  
d) Income from dividends and interest  
e) Income from pensions  
f) Income from management or professional fees and royalties.  
g) Trust income and pension income.  
h) Income of non‐residents deemed to be derived in Uganda.  
 
The taxpayer is defined as a company which is incorporated under the Uganda law or 
undertakes the majority of its operations in Uganda. The threshold for taxation of 
individuals is about 690 USD/year (ibid). The tax base under consideration is the business 
income which includes components listed in Part IV of the Income Tax Act (Chargeable 
Income, 18. Business Income: some capital gains, income from stock trading, some forms of 
interest and rents). The profit is defined following generally accepted accounting principles 
and special statutory rules. Expenditures are generally deductible, including interest 
payments and expenditures for research and development. Depreciation rates on capital 
expenditures are in between 20 percent to 40 percent. Non deductible are the income tax 
itself and distributed profits. In contrast to Kenya, capital gains are taxable at the same rate 
as other profits and no relieves are allowed for inflation or reinvestment. Dividends from 
controlled companies are exempt if the recipient holds at least 25 percent. Losses can be 
carried forward indefinitely. Losses abroad can only be offset against foreign profits. 
 
2.1.3.3 Tanzania 
In Tanzania the income and profit taxation is based on the Income Tax Act 2004, which came 
in force in July 2004. The basic definition of the taxpayer is consistent with the Uganda 
formulation but supplemented by a numeration of sole proprietor, partnership, trust, 
cooperative, and branch of foreign company. According to the Act, Income tax is charged 
and is payable for each year of income by every person‐ 
a) Who has total income for the year of income; 
b) Who has a domestic permanent establishment that has repatriated income for the year 

of income; or 
c) Who receives a final withholding payment during the year of income.  

 The scope of income is the same as in Uganda. The threshold of taxation for individuals 
is about US$900/year. The tax base consists of business profits and gains. As accounting 
standards the IFRS and comprehensive domestic rules are used. Depreciation rates on 
capital expenditures are for buildings 5 percent, for machinery, for furniture and fixtures 
12.5 percent, and for vehicles and other 25 percent to 37.5 percent. Non deductible are 
bribes and fines. Capital gains, exempt income and losses are again treated like in 
Uganda (ibid).  

 
2.1.3.4 Burundi 
The PIT and CIT are laid down in Part Two of the General Tax Code (Code Général des 
Impôts) under the headline “Income Tax (Impôt sur le revenues)”. The definition of the 
taxpayer depends on the kind of income. There is no distinction made between personal 
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income tax and corporate income tax. Basis of taxation are rather three types of income: 
rental income, investment income, and business income (ibid). 
 
Rental income taxation is based on a tax schedule with progressive tax brackets ranging 
from 20 percent to 60 percent. The highest rate is applicable to income that exceeds the 
amount of FBU3.8 million. The total amount of tax paid must not exceed 35 percent of 
income. Rental income means all net‐revenue derived from rent of buildings and land in 
Burundi irrespective of owner’s residence in Burundi or elsewhere. The law provides for a 40 
percent deduction of the gross revenue as compensation for possible expenses (EAC, 2009). 
 
Investment income means income derived from corporate entities in Burundi such as 
dividends, interests and similar distributed profits. The taxable amount also comprises the 
capital gain in the share property or participation as well as hidden reserves on condition 
that these gains have been realised. Moreover, all liquidation proceeds are subject to 
taxation as well as hidden profit distribution. The tax rate amounts to 15 percent and is 
levied from the distributing entity as a withholding tax. 
 
In case the investment income is distributed to another business entity, irrespective of its 
legal status, half of the distributed amount (50 percent) is treated (by operation of law) as 
acquired within professional activity and taxed as business income. This regulation is not 
applicable in case of reinvestment of the profit. No tax will be levied whenever dividends 
are distributed by corporate entities that are registered as “Exempted Enterprises” (“Régime 
de Zone franche”). Pursuant to statutory provisions enterprises are eligible for such 
registration in case they deal with exports of certain non‐traditional goods (like coffee and 
tea) or with special services like developing software products (ibid). 
 
Business income (impôt professionnel) appears in three types: Income by business 
enterprises and others, wages, and income by self‐employed and freelance persons. A 
threshold for taxation does only exist in case of wages; the amount is 480000 FBU (US$400). 
Regularly the taxable profit is calculated with the income resulting from all activities 
including capital gains, which are realised or at least disclosed in the accountancy. Three 
forms of ascertaining the taxable amount do exist:   
 
a) The ‘real profit’, exactly deduced from the bookkeeping system and in compliance with 
the generally accepted accounting principles; b) A simplified method with a receipt and 
expenditure accounting and c) A lump sum system with smaller enterprises consisting 
elements of appraisal of profit carried out by the tax authority. The regular tax rate is 35 
percent. Enterprises which deal with exports of non‐traditional merchandise (like coffee and 
tee) are subject to a reduced tax rate of 50 percent  of the general rate (that means 
17.5 percent ). The minimum rate of taxation is 1 percent  of the annual turnover, even 
when the business has suffered losses in that year (ibid). 
 
2.1.3.5 Rwanda 
The PIT and CIT in Rwanda are laid down in the Law No. 16/2005 on Direct Taxes on Income. 
Moreover Law No. 26/2005 Relating to Investment and Export Promotion and Facilitation 
comprises additional tax provisions. Further basis for taxation are constituted by the 
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Ministerial Order No. 004/07 and Commissioner General Rules No. 001/2007, both 
governing the implementation of the Law on Direct Taxes on Income. 
 
In addition to income taxation there are decentralised taxes levied by districts in line with 
the decentralisation policy directed towards the promotion of economic development in 
districts. An individual who earns income from domestic and foreign sources as well as a 
non‐resident person who has income that has a source in Rwanda is liable to personal 
income tax. Income subject to personal income tax includes employment income, business 
profits as well as investment income. The threshold is 360000 RWF (US$640) and the 
marginal tax rates are 20 percent  and 30 percent  (for an annual taxable income of above 
1.2 million RWF, US$2185). Intermediate business owners pay a lump sum tax of 4 percent 
on the annual turnover not exceeding 20 million RWF (US$36400). 
 
The business profit is determined as the income from all business activities (reduced by all 
business expenses) that also includes proceeds of sale of business assets and liquidation 
proceeds. The business profit is calculated for the tax period on the basis of the profit or loss 
account drawn up in accordance with the National Accounting Plan. The tax authority 
(Commissioner General) may use any other accounting method or other source of 
information in accordance with the law to assure the accuracy of the taxpayer’s profit.  
 
Resident entities are liable to corporate income tax on business profit per tax period 
whether from domestic or foreign operations. Non resident entities are liable to tax on 
business profit derived through a permanent establishment in Rwanda. The business profit 
is taxable at a rate of 30 percent .  
 

2.2 Methods of Taxing Informal Sector and the Practice in EAC 

2.2.1 Legitimising the Informal Sector 
According to Bird and Wallace (2003), one way to capture the shadow economy into the tax 
net is to legitimatise the sector by allowing tax holiday and/or exemptions for certain 
sectors. For instance, exempting typically low‐yield sectors like agriculture from income 
taxation will significantly reduce the cost of tax administration. This system has been applied 
in India where the agricultural sector is constitutionally excluded from central income tax.  
 
However, tax holidays and exemptions are dangerous in terms of their adverse effects on 
compliance with the overall tax system. They are known to create incentives for enterprises 
or individuals to re‐create the MSMEs in the image of exempted sectors. For instance, in 
India, it is easy for individuals or enterprises to hide their taxable incomes by shunting it 
through the agricultural. 
 
Therefore, there is need for the tax administration to give close attention to the informal 
sector. The small firms should be audited in part to ensure that large enterprises are not 
hiding among their ranks. This necessitates better tax enforcement, better taxpayer 
education and support services especially at the lower end of the tax base distribution. Tax 
holidays and exemptions are, therefore, cost ineffective and difficult to rein in once they are 
established.  
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2.2.2 Enforcing the law 
This method requires that tax authorities administer the tax system according to the law. In 
practice, many tax administrations unduly concentrate on the larger taxpayers especially 
corporations. However, it is important for tax administration to note that exerting a lot of 
pressure on those who are already in the tax net may be dangerous in the long run since this 
will increase the incentive to jump out of the tax net by dividing their businesses into a 
group of small entities or converting into offshore operations beyond the reach of tax 
administration. 

 
2.2.3 The Indirect Approach 
This approach imposes an appropriate tax burden on those operating in the underground 
economy. Indirect taxes could potentially substitute for special regimes aimed at the hard to 
tax sector to the extent that these taxes reach the targeted sector via the shifting of taxes 
into wages, returns on capital or consumer prices. In this case, the extent of the tax is 
capitalised in some way that affects the return on capital or labour, which in turn is a 
function of capital‐labour ratios and price elasticities of demand, among other factors.   

 
This approach is ideal for economies where final consumption taxes significantly capture 
many of the informal sector activities and where the proportion of the informal sector to 
the entire economy is relatively large.   
 
The approach has been applied in Guatemala and Jamaica on small tax‐avoiding 
manufacturers and found to be effective. However, it is important to note that indirect 
taxation will not bring the underground businesses into the formal sector. It only increases 
the equity in tax treatment between the formal and informal sectors. 

 
2.2.4 The Presumptive Approach 
A presumptive tax can be assessed in various ways: 

I. It can be based on taxpayer’s income estimated on a specific basis. The estimate may 
be applied on an individual basis to different taxpayers or differently for different 
groups of taxpayers. The amount assessed may be a simple lump‐sum tax based on 
either the average income of a particular activity or service, or on a more complex 
calculation using information on sales, employees, assets, location, etc.  

II. Some presumptive tax systems compute taxable income on the basis of key factors 
that are associated with income generation such as sales, turnover, number of 
employees, size of the firm, assets of the taxpayer, etc. The estimated tax base is 
typically based on coefficients of different factors applied to specific taxpayers or 
specific types of taxpayers.  

III. The assessment can also be based on more aggregate indicators such as industry, 
region, or external indicators of income. 

IV. Other methods of computing presumptive taxes include applying gross receipts or 
turnover either generally for all businesses or as a minimum tax; applying an asset 
tax either generally for all businesses or as a minimum tax, or basing it on external 
indicators of income such as items of personal expenditure (e.g. on automobiles) or 
wealth (e.g. housing). 
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The choice of the method of assessing presumptive tax is determined by the country’s policy 
objective (such as to reduce tax evasion in general or to simplify the tax system for small 
taxpayers); the complexity of the tax administration system and data availability.   
The basic idea in computing presumptive taxes is to take advantage of data that are easily 
available rather the information required to calculate the actual taxable income as specified 
by law. 
 
Some tax administrations allow their presumptive taxes to be rebuttable. That is, the 
taxpayer can prove a lower tax liability through full disclosure to the tax authorities. 
However, rebuttability has implications for tax administration, and the efficiency and equity 
of the tax system. 

 

2.3 Challenges in Taxing the Informal Sector 

Challenges that Revenue Authorities face in small business taxation include: 
i. Administering a system that adheres to the principles of designing a presumptive tax 

system regime namely, ease of compliance, ease of administration, compatibility 
with existing regimes, fairness, and transition across regimes is quiet a big challenge;  

ii. Dilemma of having a simplified tax regime versus bringing informal sector into the 
tax bracket. The question remains as whether policy makers can achieve both 
principles; 

iii. There is the risk of vendors who were initially maintaining books of accounts for tax 
purposes stopping doing so since they will now fall below the threshold. This will 
eventually lead to a huge number of them enjoying a lower tax obligation and hence, 
the tendency to remain in the regime instead of graduating to the regular regime; 

iv. The issue of requiring vendors operating informal sector businesses without 
maintaining accounting records to pay fines or penalties could lead to 
discouragement of compliance altogether in that the vendor will merely try to evade 
detection and not pay any tax; 

v. Orienting the tax administration system around the key segments of taxpayers; 
vi. Developing strategies for enhancing compliance based on taxpayer segments and 

vii. Lack of credible data sets that can be used for analysis of taxpayer segments. 
 

2.4 Effects of Taxation Systems on Small Business Formalisation 

There are compelling reasons for the small entrepreneur and the government to join the tax 
net. On the small and medium‐sized enterprise’s (SME’s) side, participating in a tax regime 
brings a firm into the formal sector, and allows the firm to access formal credit markets, 
government procurement, and access to markets including for export. On the government’s 
side, by encouraging firms fully enter the formal sector through registering for and paying 
taxes, government promotes a culture of compliance and sets the stage for the firm to grow 
and become a bigger taxpayer; additionally, firms in the formal sector are more likely to 
comply with all other regulations and official obligations than those in the informal sector. 
Finally, there is extensive evidence that growth is severely hampered by the existence of an 
informal sector working in parallel with the formal sector.   
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2.5 Informality and Small Business Development 

There is always a dilemma on whether an SME should grow in order to become formal or for 
them to become formal in order to grow. The Constraints and opportunities of micro‐
enterprises stem from their very inherent characteristics. 
 
A characteristic associated with micro‐enterprises is that they tend to be independent 
minded, workaholic and have a strong family orientation. (Boissevain, 1991). This explains 
their ability to take flexible decisions, affording them less bureaucracy and taking timely 
action to respond to day‐to‐day arising situations. Their main focus is family well‐being and 
thus they tend to dislike government interference, and tend to be particularly averse to 
taxation on their hard‐earned profits. The flexibility and lack of formality of micro‐
enterprises is at the same time their weakness in that these characteristics often lead firms 
not to seek professional guidance.  
 
Accessing finance is difficult for micro‐enterprises and often seen as a major stumbling block 
for their success. This is due to the high risk element which such enterprises carry with 
them. This difficulty in accessing finance often puts them at a disadvantage, constraining 
their options for undertaking the necessary restructuring, which in this era of globalisation, 
is much needed to withstand external competition. Operating within the Informal Sector is 
not without cost since actors in government institutions and the formal sector regard the 
Informal Sector as unofficial. The costs of operating in the Informal Sector are as follows: 
 
(a) Penalties and corruption 
In most cases the detection of informal enterprises is accompanied by corruption, 
harassment and the confiscation by government officials of the enterprise’s properties 
(products and assets). For the most part enterprises operate without assurance and have to 
budget for bribery. In transition economies informal firms can incur bribes of up to 20 
percent of their revenue (Djankov et al., 2002), which may end up being higher than the cost 
they would have incurred in tax. When government officials benefit from the formalisation 
process of informal enterprises (for example, by receiving bribes), they may in fact retard 
the formalisation process (Loayza, 1997). 
 
(b) Limited access to public services 
 On account of their unofficial status, informal enterprises do not have full access to public 
services. They are poorly protected by the national security system and thus subject to 
many crimes (Loayza, 1997) and high transaction costs related to high opportunism from 
business partners; a situation that may force enterprises to trade with people they know, 
hence limited market and growth potential. 
 
(c) Avoid profitable expansion 
The majority of informal enterprises do not expand or invest in modern equipment for they 
wish to minimise their visibility and avoid attention from government institutions. 
Remaining small may be the right decision if an enterprise operates in a cluster and 
manages to specialise in specific activities. However, the consequences of staying small 
include: the inability to enjoy economies of scale or increase efficiency and 
competitiveness. Additionally, invisibility implies avoiding profitable markets that can be 
accessed through public advertisements. 
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(d) Limited access to financial and Business Development Services 
Informal enterprises face difficulties in accessing BDS and financial services whose provision 
requires legalised transactions (Loayza, 1997). Besides this, financial institutions view 
MSMEs as costly and risky. Credit and business promotion programs co‐ordinated by 
government institutions also crowd out informal enterprise and as a result, these 
enterprises are forced to depend on informal sources of external financing (such as form 
shylocks) which are sometimes expensive and of a short‐term nature. Drawing on Huq and 
Sultan’s (1991) results, Loayza (1997) reports that in 1988 Bangladeshi non‐institutional 
sources of finance charged an annual interest rate of around 40 to 100 percent while 
commercial banks only charged about 12 percent. 
 
(e) Limited possibilities to cooperate with formal enterprises 
The participation of informal firms in bilateral vertical linkages with formal ones depends on 
their degree of formality. Indeed, partial formality (e.g. registration by the local authority) 
seems to increase subcontracting arrangements (Milinga and Wells, 2002; Arimah, 2001). A 
high degree of informality however may increase informality opportunity costs, such as lost 
benefits (viz., a reliable market, financial support, technology transfer training and 
supervision of production operations) from bilateral vertical linkages. 
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Chapter 3:  
Literature Review on the Role of Political Economy in  

Formalisation and Taxation of Small Businesses 
 
 
Measures for encouraging the formalisation of informal enterprises need to address: the 
factors hindering their growth, the increasing costs of formalisation, and discourage their 
participation in formal societal institutions. This section reviews and assesses the literature 
and measures taken by selected governments, donor agencies and non‐governmental 
institutions to accelerate the formalisation process. 
 

3.1 Reformation of Regulatory Framework 
Morrisson (1995) emphasises the need for the reform of regulatory frameworks in 
accelerating the formalisation of informal enterprises. Starting with the registration process, 
he recommends that it should take at most two hours, require the minimum number of 
documents, and cost less than US$ 2. Some scholars (e.g. Tokman, 2001; Becker, 2004) 
propose the need to have a one stop‐shop which integrates all the procedures required for 
business registration in order to cut down entry cost, to avoid overlapping and contradictory 
regulations, and to facilitate the provision of information. 
 
While Tokman (2001) addresses the need for the actors in the informal sector to adopt a 
business oriented attitude, Morrisson (1995) highlights the need for government officials to 
change their arrogant behaviour towards those in the informal sector. To solve this 
problem, legislation which would recognise the informal sector, empower actors within the 
informal sector and create awareness which would enable them to demand their rights and 
deal with government officials’ inappropriate behaviour may need to be enacted (Becker, 
2004). Furthermore, government officials may need to be sensitised to the importance of 
the informal sector. 
 
Regarding labour regulations, the formalisation of informal firms may require dual/multiple 
labour regulations (i.e. specific regulations for specific informal sub‐categories) so as to 
enable those who can meet part of the social contributions to do so instead of not 
complying at all or closing up their businesses and in that way increasing unemployment and 
poverty. 
 
Morrisson (1995) addresses the need for dual minimum wage‐legislation which would be 
structured in accordance with the size of businesses; informal enterprises may be subject to 
a lower minimum wage. He emphasises also the need for double safety nets for which 
micro‐enterprises could pay certain percentages of social security funds (e.g. 5 percent) and 
states could cover the rest. He recommends this system because it has produced 
satisfactory results in Ecuador. India is also considering the implementation of dual wage‐
legislation in order to improve the effectiveness of the social security system (Becker, 2004). 
Tokman (2001) however, disagrees with this proposal as it may discourage business growth 
among micro‐enterprises and government regulations may no longer treat workers equally. 
According to his views, common labour regulations seem the best option even in the 
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absence of compliance capabilities. However, with a large percentage of non‐compliance, a 
typical and precarious employment, workers are already unequally treated before the law. 
 
As regards the fiscal system, Levenson and Maloney (1998) argue that the benefits accrued 
by firms participating in societal institutions are not homogeneous and thus, the payment of 
universal levies charged by governments might not be appropriate. Morrisson (1995) 
proposes that all taxes (except local levies) need to be merged so as to reduce the cost of 
collection and the disturbance to enterprises, while local levies may be transformed into 
fees for community resources, viz., marking location, equipped industrial plants and 
infrastructure. 
 
This, together with the involvement of MSMEs in decision making processes in their 
communities may increase the accountability and transparency of local government 
authorities. He adds that the subsistence informal sector needs to be granted tax exemption 
for an agreed period and afterwards charged a lower flat rate for the subsequent period 
before graduating into a relatively higher income group. 
 

3.2 Improving Access to Productive Resources and Market to Informal 
Enterprises 
Another way to increase the participation of informal enterprises in the formal sector is the 
reduction in the magnitude of factors that limit their growth (Becker, 2004; Tokman, 2001; 
Morrisson, 1995). Proposals include: the improvement of access for the informal sector to 
Business Development Services and financial services. 
 
Additionally, scholars (see Morrisson, 1995; Becker, 2004) suggest the enactment and 
improvement of legislation facilitating the accessibility of informal enterprises to productive 
resources. These include the efficient provision of property title deeds (IBRD/World Bank, 
2005) which would be possible if the provision of title deeds recognised property ownership 
based on long‐term use – given the informal exchange of properties (Tokman, 2001). 
Moreover, governments need to acknowledge informal popular rules for secure property 
rights (De Soto, 2001). De Soto argues that property rights have to grow from bottom up 
and this needs to be encouraged and taken up by governments as massive informality 
develops when the law fails to coincide with the way people live and work.  
 
On the matter of business location, Morrisson (1995) emphasises that all business actors, 
whether in micro or large enterprises, should have equal chances to operate in good 
locations provided they abide by the rules governing these localities. Tokman (2001) 
suggests that informal enterprises (e.g. street vendors) need to be provided with permanent 
places for their activities in accordance with municipal regulations. He adds that such places 
need to be well served by the public transport system in order to enhance their markets. 
 



27 Research Paper | CUTS Geneva Resource Centre  
  

3.3 Promotion of Informal‐formal Sector Forward and Multilateral 
Linkages 
When firms in the informal sector participate in bilateral vertical linkages with firms in the 
formal sector, they may benefit from a reliable market, financial support, technology 
transfer and training and supervision. However, the majority of informal firms are excluded 
from these linkages. Measures which governments may take to promote linkages include: 
first, the reservation of a significant percentage of public orders for those micro, small and 
medium enterprises (MSME) that comply with the regulations. This may encourage 
increased formalisation of MSMEs. Second, to address the exploitative nature of formal‐
informal sector linkages and to enhance the institutional environment through which these 
linkages operate (Sethuramann, 1997). 
 
This can be done by increasing the number of suppliers and buyers linked to informal 
enterprises and excluding the middlemen who add no value to the transaction process. 
Some regulations may be put in place to govern subcontracting arrangements so as to 
reduce the exploitation of informal enterprises by large enterprises. Third, the creation and 
enhancement of business associations which foster the interests of informal enterprises; 
such associations may increase the bargaining power of members during negotiations with 
other stakeholders, offer information, resolve conflicts among members, and facilitate the 
provision of security services. They also offer Business Development Services in advanced 
clusters. Workers in informal enterprises also need to organise the MSMEs within their 
unions while the governance structures of existing associations need to be enhanced too. 
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Chapter 4: 
Small Business Taxation Approaches to  

Consider During Harmonisation 
 
 

4.1 Discussion of the Small Business Taxation Approaches 

Taxpayers and tax administrations have different expectations regarding the potential 
benefits of simplified systems. From a taxpayer point of view, stability and clarity of the tax 
system and a reduction of the compliance as well as the tax burden should be the most 
important outcome of presumptive systems. The main interest of tax administrations lies in 
the revenue yield of the system ["negligible" from small businesses in "most cases"], the 
reduction of administrative costs, and an increase in voluntary compliance." 
 
In practice, special tax regimes have increased the number of small businesses registered, 
but have not generally improved compliance substantially. This may be partly because, in 
most countries, tax systems remain complex; the simplified regime only applies to certain 
taxes. Also, these simplified systems have often been through frequent and fundamental 
changes, in many transition countries; it has therefore been difficult to tell what the impacts 
have actually been.  
 
(a) Simplified (Presumptive) Taxation  
The application of the standard taxation regime generally requires keeping appropriate 
books and records. For MSMEs, complying with standard recordkeeping requirements is not 
only costly, but often exceeds the capacity and skills of the small business operator. Non‐
compliance with obligatory bookkeeping requirements, even if is unintentional, can severely 
hurt the small business. An analysis under the umbrella of the Small Business Survey 
Program in Australia showed that there is a direct link between poor recordkeeping and the 
likelihood of an amended assessment when the MSME has been subject to a tax audit, IFC 
(2007).  
 
Once a business is selected for audit, those with poor recordkeeping systems and processes 
are more likely to have their assessments amended adversely. Therefore, methods need to 
be identified to adjust the tax system for MSMEs to their poor recordkeeping and 
accounting capabilities. The operation of a simplified presumptive tax system is the most 
frequent and popular approach in this respect. Some sort of presumptive tax system for 
MSMEs can be found in a large number of developed and developing countries worldwide. 
These systems vary considerably in their scope of application, the criteria used to determine 
the tax liability of the MSME, and their performance. There are neither standard principles 
nor uniform experiences with the design and application of presumptive systems. 
 
The introduction of a presumptive taxation system generally is much welcomed by the 
MSME community. However, it needs to be highlighted that a presumptive system is not 
necessarily purely advantageous for an MSME. 
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Main categories of presumptive taxes 
Presumptive tax systems basically can be grouped in four categories: 

i. Systems based on turnover or gross income. 
ii. Systems based on indicators. 

iii. Simple lump‐sum patents. 
iv. Systems based on agreement between taxpayer and tax administration. 

 
In addition to these four categories of presumptive taxes, which are operated in lieu of 
certain parts of the standard tax system, or which entirely replace the standard tax system, 
some countries operate presumptive taxes with the sole purpose of guaranteeing at least a 
minimum amount of tax revenue from businesses (Alternative Minimum Taxes). These 
presumptive taxes neither are limited to MSMEs, nor do they replace the application of 
standard taxation rules.  
 
A number of countries, particularly in sub‐Saharan Africa, levy withholding taxes to reduce 
MSME tax evasion possibilities. However, such taxes have also been tried by OECD countries 
to reduce income tax evasion by MSMEs. Profit withholding taxes are levied either on 
imports or on domestic sales at a rate generally ranging from 1–3 percent. The tax is 
withheld either by customs or by registered providers of goods and services. If the tax 
withheld exceeds the actual profit tax dues, the MSME may claim a tax refund. For non‐
registered MSMEs, the advance payment becomes a final tax. Withholding taxes therefore, 
can be an efficient tool to ensure a contribution of non‐registered businesses to overall tax 
revenues. Withholding taxes also provide additional incentives to formalise and register for 
tax purposes.  
 
On the other hand, the obligation to collect and transfer withholding taxes creates an 
additional compliance burden for the withholding agent and therefore cannot be extended 
beyond large manufacturers and wholesale suppliers. In practice, it is not uncommon to 
limit withholding obligations to government institutions and public entities. For each of the 
categories listed above, there are generally a number of alternatives, and categories as well 
as sub‐categories differ substantially in resources required to operate the system (both on 
the side of the taxpayer and the tax administration). Below we discuss taxonomy of 
presumptive systems. 
 
a) Presumptive taxation based on turnover or gross income 
This kind of presumption can be applied as an exclusive way of taxing income, as a minimum 
tax, or as a forfeit. Turnover or gross income based systems are the most popular kind of 
presumptive tax systems. The principle alternatives for the design of a turnover‐based 
presumptive tax are: 
 
Application of a uniform tax rate on a standard percentage of turnover for all MSMEs taxed 
under the presumptive regime 
 This is the most basic alternative of turnover‐based presumptive systems. It does not take 
into account different profit margins in the various business segments. As a consequence, 
such a system needs to operate with a rather low tax rate or a high standard deduction from 
turnover for the tax base calculation to avoid over‐taxation of certain business segments. A 
typical example of such an approach is the simplified tax system for MSMEs (legal entities) 



30 Research Paper | CUTS Geneva Resource Centre  
  

in Ukraine, which applies to small businesses with a turnover of less than 1 million UAH 
(US$208,000) and a maximum of 50 employees. The system operates with a uniform tax 
rate of 6 percent on turnover if it is only supposed to replace income tax, and a 10 percent  
rate on turnover in case the taxpayer opts for presumptive taxation in lieu of standard 
income tax and VAT. Albania has also introduced a small enterprise tax regime, applying a 
flat rate of 1.5 percent of enterprise turnover IFC (2007). 
 
b) Progressive turnover‐based presumptive tax 
Alternatively, the uniform turnover‐based presumptive tax can also be designed as a 
progressive tax. In this case, different MSME segments are still treated uniformly; however, 
the tax rate increases according to the level of business turnover. 
 
The progressive turnover‐based tax has a major advantage over the basic uniform turnover 
tax, as it should reduce the difference in tax burden between the upper band of the 
presumptive system and the lower band of the standard system. It therefore reduces 
disincentives for business growth and facilitates transition from the presumptive to the 
standard regime (albeit at the cost of somewhat increasing the complexity of the system IFC 
(2007). 
 
c) Application of different tax rates on a standardised tax base 
Different business segments may have substantially different turnover/net profit ratios. To 
avoid major differences in the real (net) income tax burden, it is necessary to either apply 
different deductions from turnover for the calculation of the tax base or to apply different 
tax rates on turnover according to the average profit ratio. The differentiation will have to 
be kept at a minimum, however, for reasons of simplicity, and to avoid tax evasion 
possibilities and disputes between taxpayers and the tax administration over the rate or 
deduction to apply. Typically, such an approach differentiates between traders and 
businesses in the service sector. The approach tends to increase the fairness of the system 
but is difficult to administer for MSMEs carrying out both trade and service activities IFC 
(2007). 
 
Certainly the differentiation between business categories can go much beyond a distinction 
of service and trade‐oriented businesses. The Ethiopian presumptive tax system lists 69 
different professions and 19 turnover bands with a progressive rate. 
 
This requires setting and adjusting 1,311 tax rates. This seems an overly complicated 
approach, which, compared to the risk of reduced transparency of the system and increased 
administrative burden, produced little value added in terms of fairness and acceptance of 
the system IFC (2007). 
 
d) Presumptive systems based on indicators 
The main alternative to a turnover‐based system is a presumptive tax system based on 
external indicators. It is crucial for the acceptance of the system to refer to indicators that 
provide a proxy for the actual income of the taxpayer IFC (2007). 
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Selecting the right indicators: “Good” indicators should meet the following criteria: 
 They must be easy to verify and record. 
 They must have a low risk of falsification, concealment, and substitution. 
 They must show a sufficient and stable correlation to actual income. 

 
Most common indicators are the floor space of business premises, number of employees, 
value of inventory, capacity of machinery, and number of years of operation of the business. 
Also, data about business inputs that can easily be obtained from third parties can be useful 
indicators, particularly data about electricity and water consumption. A few countries have 
also been working with collecting data from wholesale suppliers to small traders. However, 
this is reliable only in case of little risk that the MSME can get supplies from unrecorded 
sources IFC (2007). 
 
A presumptive income tax which is levied not on income but on indicators such as the 
number of employees or the level of machinery in reality becomes a tax on the indicator. 
This can carry adverse effects with respect to employment generation or capital usage, as 
firms limit their use of these inputs in order to reduce tax liabilities IFC (2007). 
 
e)  Combination of turnover and indicator‐based systems 
The risk of tax evasion as a result of under‐declaration of turnover/gross income can be 
reduced by adding indicator elements to a principally turnover based system. This is the 
case, e.g., of the Monotributo in Argentina. The system provides clear counter‐evasion 
features from a tax administration point of view. It is assumed that an MSME, which has an 
electricity consumption of 4,000 KW or which has business premises of 35m² cannot have a 
turnover of less than US$24,000, irrespective of the actual turnover declared IFC (2007).  
 
f) Patent systems 
Patents are the least sophisticated version of a presumptive tax system. The characteristic 
of a patent is the application of a uniform tax on a business segment irrespective of the size 
or turnover of the individual business taxed IFC (2007). 
 
In practice, patent systems can be extremely simple and rudimentary: An example is the 
taxation of moving traders, artisans, and other low‐income‐generating activities in Kosovo 
that are subject to the payment of a quarterly patent of EURO 37.50. Patent systems can 
also aim at capturing more precisely the actual profit potential of a certain profession. In 
this case, the system needs to determine specific patent rates according to the precise 
category of the business and (possibly) also taking into account advantages and 
disadvantages of the business location. Such a system has been designed in Bulgaria. 
 
In total, the system lists 43 different small business sectors. With varying tax rates based on 
the zone where the taxpayer’s business is located, this requires the determination and 
regular updating of more than 300 specific tax rates. But even this is not enough to 
guarantee the fairness of the system, as business operations within one business segment 
can vary substantially. To avoid over‐ or under‐taxation, the system therefore additionally 
divides the 43 sectors into subcategories and these sub‐categories again have to be divided 
according to the characteristics of the individual business. As a result, 52 different tax rates 
had to be set for the MSME segment “mass catering and amusement establishments.” Not 
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surprisingly the system is not well accepted, and the definitions of business categories as 
well as the tax rates are challenged regularly. Indeed, it is questionable if a hairdresser in a 
bad location of a major city really has a much higher profit expectation than a hairdresser in 
a good location in a small city, so that it is justified that his tax burden is more than four 
times the tax burden of his small town colleague. 
 
Due to these substantial downsides, the application of patent systems should be limited to a 
few hard‐to‐tax micro‐businesses. Tax rates should be set low. The primary objective of a 
patent system should not be to generate tax revenues, but to familiarise very small 
businesses with the requirement to pay taxes. Patent systems therefore are more 
investments into the future with the long‐term objective of improving the overall tax culture 
than short‐term revenue generating instruments. This long‐term perspective also justifies 
the fact that in many cases the amount of patent collected will barely exceed costs of 
collection. 
 
g) Agreed systems 
Presumptive systems requiring an agreement between the tax administration and the 
taxpayer represent the fourth option for systems design. The most prominent example of 
such an approach was the ‘Forfait’ method in France, which now has been repealed and 
replaced by a system based on business turnover. The ‘Forfait’ system required an extensive 
collection of data and development of estimates of business profit expectations by the tax 
administration. The taxpayer had to supplement this data collection by providing 
information on purchases, sales, value of closing inventory, number of employees, wages 
paid, and number of cars owned. Based on these data the tax administration prepared an 
estimate of the MSME’s net profit, which was then discussed and agreed with the taxpayer. 
Not surprisingly, according to statistics, the agreed profit for tax purposes in many cases was 
substantially lower than the initial estimate prepared by the tax administration. Another 
famous example of a (semi)‐agreed system is the ‘Tachshiv’ method, which was used in 
Israel officially until 1975. 
 
Agreed systems are not common in practice. A system which is largely similar to the ‘Forfait’ 
is still operated in Syria.  
 
 

4.2 Comparative analysis of the proposed Taxation Approaches 

 
4.2.1 Pros and Cons of the Proposed Taxation Approaches 
 
a) Presumptive taxation based on turnover or gross income 
Turnover‐based presumptive systems offer a number of important advantages: 

i). Different from pure indicator‐based systems, the tax burden gets reduced for 
periods or businesses with below‐average volume of business transactions. This also 
benefits start‐up businesses for the period they are not yet fully operating. 

ii). They oblige small businesses to keep at least some basic books and records without 
imposing any burdensome accounting requirements on MSME operators. 
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iii). As a consequence of the requirement to observe basic bookkeeping standards, the 
transition from the presumptive to the standard tax regime is facilitated. 

iv). Turnover has the potential of being a better proxy for profit estimation than 
indicators such as the size of business premises or the number of employees. 

v). Negative effects of indicator‐based systems, such as the incentive to reduce the 
number of staff in order to lower the presumptive tax burden, can be avoided. 

vi). Rules for the calculation of the tax burden can be kept simple. 
 
The challenge of tax rate determination: Turnover‐based presumptive tax systems seem 
easy to design. They also reduce risks of disputes over the applicable tax rate and do not 
require complicated comparisons of profit margins in different small business segments. 
There is a substantial design challenge, however, when it comes to fixing the level of 
standard deduction from turnover/gross income, or the tax rate to be applied. An implicit 
feature of turnover‐based systems is that they may result in a comparatively high tax 
burden for businesses with a comparatively low profit margin, and a relatively low tax 
burden for MSMEs with very high profit margins. On the one end of the spectrum such a 
situation forces MSMEs to either opt out of the system and bear the substantially higher 
compliance costs of the standard tax system or to cease formal business activities. On the 
other end of the spectrum it creates incentives for businesses above the threshold to under‐
declare turnover or to split up in order to be able to move into the presumptive system, 
thus causing revenue losses for the Treasury. A high tax rate on turnover quickly becomes 
prohibitive, as can be seen from the example of Cuba IFC (2007). 
 
As the attractiveness of the simplified regime largely depends on the actual profit margin of 
the business, more sophisticated small taxpayers in high cost/turnover business sectors get 
an unintended incentive to move out of the system, which can significantly change the mix 
of small taxpayer categories taxed on a presumptive basis. Such experience has been made 
in Hungary with the application of the simplified entrepreneurial tax IFC (2007). 
 
There is no general guideline for the determination of the tax rate in case of a turnover‐
based presumptive system. Extensive analysis into average MSME profit margins is required 
before setting the rate. 
 
Providing incentives for improving recordkeeping: Turnover‐based systems are the only 
kind of presumptive tax systems that require the taxpayer to follow at least some basic 
recordkeeping procedures by accounting business turnover on a regular basis. This only 
requires a very rudimentary bookkeeping. Turnover‐based systems, if well designed, offer a 
good possibility of providing specific incentives for improving recordkeeping standards. The 
presumptive tax system in Tanzania is a good example of such an approach. 
 

b) Presumptive systems based on indicators 
Indicator‐based systems are supposed to have some major advantages over turnover based 
systems: 

i). They are less prone to tax evasion: it is more complicated to conceal the existence or 
the size and amount of most of the common indicators in use than to under‐declare 
business turnover. 
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ii). They should give less reason for disputes between the business owner and the tax 
administration over the presumptive tax liability. 

iii). They supersede even basic bookkeeping requirements and thus may reduce tax 
compliance costs even further than a turnover‐based system. 

 
Despite these arguments, practice shows that indicator‐based systems are difficult to design 
and risk causing problems for businesses and for the tax administration in practice.  
These are some of the key design problems: 

i). It is difficult to define indicators that sufficiently reflect the profit potential and a 
small business owner’s ability to pay. It is not obvious, for example, that the mere 
size of business premises allows drawing a conclusion regarding business profits. 

ii). The profit potential of comparable businesses with identical indicators considerably 
depends on the business location. A retail store in a busy main street downtown 
generally is much more profitable than a similar business in a remote village. Many 
indicator‐based presumptive systems therefore introduce an additional factor of 
quality of business location, which makes the system non‐transparent and overly 
complicated. 

iii). The requirement to apply basic bookkeeping rules nominally may add to compliance 
costs. In fact, however, it supports proper business management and helps MSME 
owners to better control business operations and make investment decisions. The 
income tax compliance cost survey in India is revealing in this respect. While 
business owners complained about the complicated tax system and high compliance 
costs, they also found a number of important advantages in complying with the tax 
system: 62 percent of respondents found it to be an advantage for business 
operations that due to tax requirements income statements and balance sheets 
were better prepared IFC (2007). 

iv). Indicator‐based systems require extensive and well‐documented research on profit 
margins in the various business segments covered. Otherwise, there is a risk of 
ongoing disputes with the MSME community over the estimates used. 

v). Indicator‐based systems may have undesirable effects on business decisions. They 
may affect the size of business premises or act as an incentive for either a staff 
reduction or for not registering employees. This is linked to an uneven impact of 
marginal tax rates: 

vi). They create a particular problem for start‐ups and loss‐making MSMEs. Special relief 
provisions for start‐up businesses need to be designed to avoid that the presumptive 
tax system leads to inappropriate tax liabilities for new businesses. In practice, 
however, such relief to start‐ups is rarely offered. 

vii). Indicator‐based systems, unlike turnover‐based systems, have to establish detailed 
lists of the businesses covered. As a result, the systems risk lacking transparency and 
causing ongoing disputes about fairness and appropriate determination of taxpayer 
categories, which impacts negatively on the stability of the system. 

 
Overall it appears that the degree of acceptance of indicator‐based systems is not high. 
Disputes about the right definition, delineation of individual categories, and the scope of 
coverage of the system undermine the credibility of the system. 
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An indicator‐based system therefore normally should not be the prime option for the design 
of a presumptive tax system. It should be limited to a small number of business segments 
with a particularly high risk of under‐declaration of turnover. 
 
An indicator‐based system could, however, be an option for countries with very low tax 
administration capacity and a high level of illiteracy in the MSME community. 
 
c) Combination of turnover and indicator‐based systems 
The relevant indicators are clear and difficult to manipulate. So the system seems to have 
some advantages over a purely turnover based presumptive system. However, this is not 
the case from a small business point of view. It punishes MSMEs having at their disposal 
sizeable business premises during phases of low business activities, and it does not take into 
account that the level of energy consumption might be very different in one service sector 
compared to another. Mixed systems therefore, do not provide a true alternative to a 
purely turnover bases system. 
 
d) Patent systems 
Patent systems have a number of major advantages and disadvantages: 
 
Potential advantages of patent systems: 

i). No estimation of potential business profit required. 
ii). No disincentives for business growth (until the business is required to move into the 

standard tax regime). 
iii). Tax burden transparent and predictable for business owner. 

 
Potential disadvantages of patent systems: 

i). High risk of over‐taxation of less profitable MSMEs. 
ii). System is highly unfair and ignores ‘ability to pay’ principle. 

 
e) Agreed systems 
Agreed systems produce high administrative costs, as they require the tax administration to 
prepare a detailed profit estimate of the individual small taxpayer’s business profits as a 
basis for negotiation. With such an approach, the system contradicts the principle of self‐ 
assessment, which is a key element of tax system modernisation in developing countries 
and which requires the taxpayer (or his authorised representative) instead of tax 
administration staff to assess his tax liability. More important, however, is the fact that 
agreed systems require extensive contact between taxpayer and tax officials and therefore 
can become a major opportunity for corruption. Agreed systems are not appropriate for 
MSME taxation in developing countries IFC (2007). 

 

4.3 Harmonisation Issues for the proposed taxation Approaches 

4.3.1 Harmonisation of ‘Definition’ of SME for Taxation Purposes 
There is no universally accepted definition of MSMEs. MSMEs are defined in terms of 
common characteristic such as number of employees or annual turnover. A business 
enterprise that employs people between 1‐9, 10‐49, and 50‐99 is considered as micro, small, 
and medium; respectively. The sector is characterised by small scale level of activity, self 
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employment, with high proportion of family workers and apprentices; little capital and 
equipment; labor intensive technologies; low skills and low level of access to organised 
markets. The Kenya Revenue Authority defines MSMEs as any business with an annual 
turnover not exceeding US$62,500. In Tanzania TRA recognises small businesses as those 
with the annual taxable turnover below US$40,000.00. In Uganda URA defines MSMEs as an 
enterprise whose gross turnover does not exceed US$27800 a year. In Rwanda MSMEs are 
defined as enterprises making US$38,000 and below per annum. 
 
4.3.2 Proposed Country Tax Reform Options for SMEs 

Kenya 
Under the VAT Act, attempts to bring the informal sector into the system have focused on 
removing the turnover limit for designated services to facilitate their registration. The 
annual turnover limit (threshold) for those dealing with taxable supplies to be registered is 
currently Kshs. 5 million. The operators in this bracket mostly deal in domestic electrical and 
electronic appliances, motor vehicle spare parts, music cassettes, jewellery and sales of four 
or more motor vehicles annually.  
 
For Income Tax purposes, efforts to tax the informal sector in the past have focused on the 
use of advance tax and the Tax on Turnover as explained below:  
 
Advance Tax 
This tax was introduced in 1996 and is levied on public service and commercial vehicles in 
use for carriage of persons and goods for gain or profit. Operators of these categories of 
vehicles are required to pay advance tax to the Road Transport Department as a 
precondition of renewal of their annual operating and road licenses. In case of goods 
transporting vehicles, the advance tax is based on its load capacity; whereas in case of 
passenger transporting vehicles, the tax is based on passenger capacity. The system requires 
returns and accounts to be submitted to Income Tax Department at the time of filing self‐
assessment returns since the tax is only income tax paid in advance.          
    
The disadvantage of this system lies in the requirement to file returns and accounts in a 
sector characterised by lack of proper record keeping.  Stringent enforcement measures are 
therefore, imperative for this tax system to be effective. The tax is also inequitable as fleets 
and a few or one motor vehicle owners pay the same rate of tax. This relegates the tax to a 
motor vehicle tax as opposed to a tax on income. 
 
Turnover Tax 
Turnover Tax was introduced by the Finance Act 2007 through the provision of the Income 
Tax Act, Cap 470, under section 12(C) as read with section 34. For income tax purposes, 
Turnover Tax is a final Tax. The Tax is applicable to any resident person whose turnover from 
business does not exceed Kshs.5 million during a year of Income. No expenditures or capital 
allowances are granted against TOT. Taxpayers who prefer to remain in the normal tax 
regime shall apply in writing to the Commissioner, Domestic Taxes. TOT is charged at the 
rate of 3 percent  on gross sales per annum. 
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Uganda 
Taxpayers who are unincorporated and whose turnover does not exceed USH 50 million 
(US$ 27,800) per annum may utilise a simplified small taxpayer regime based upon turnover. 
They may opt into the normal taxpaying regimes at any stage provided approval is obtained 
from the tax administration. Certain service providers such as doctors, engineers, 
accountants, lawyers etc. are excluded from the small taxpayer regime irrespective of the 
level of their turnover.  
 
The small taxpayer regime comprises of essentially five turnover brackets.  
is as follows:  
 

Table 1: The Presumptive Tax Rate Structure 

Gross Turnover (Per Annum) Tax Payable 

Up to 5 million Nil 
From 5 million to 20 million 100,000/‐ 
From 20 million to 30 million 1 percent  of gross turnover up to a maximum 

of Shs 250,000 
From 30 million to 40 million 1 percent  of gross turnover up to a maximum 

of Shs 350,000.  
From 40 million to 50 million  1 percent  of gross turnover up to a maximum 

of Shs 450,000. 
Source: Income Tax Act Uganda Cap 340 

 
This regime offers a single, final tax in lieu of income tax and VAT.  
   
Tanzania 
Small taxpayers whose turnover does not exceed US$16,000 per annum must utilise a 
standard assessment which is determined with reference to a table per million TSH. 
Taxpayers are divided into two categories, those who maintain records and those who do 
not. For taxpayers who maintain records tax payable is progressive, however, for taxpayers 
who do not maintain records this is not so as broad ‘steps’ are utilised to determine tax 
liability. Table 2 demonstrates the rates applicable – 
 

Table 2: The Current Tax Bands in Use since July 01, 2004 

 
Source: IFC, 2007  
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The tax paid is a single, final tax payable in lieu of income tax and stamp duty. The system is 
inconsistent and inequitable with the normal taxpaying regime, i.e. employees, where an 
initial tax exempt bracket applies. 
 
Businesses whose turnover does not exceed US$32,000 do not have to register for VAT but, 
at the discretion of the Commissioner, may be registered (monthly returns required). 
 
Rwanda 
All taxpayers below the VAT threshold of US$38,000 per annum may participate in the 
simplified regime for small business which amounts to a single tax standing proxy for both 
income tax and VAT determined at 4 percent  of turnover.  
 

4.4 Anticipated Challenges in Implementing the Proposed Taxation Reforms  

The key challenges anticipated in the implementation of Small Business Tax regime include: 
1. Addressing the equity principal of taxation in the Small Business Tax regimes is an issue. 

There are difficulties in ensuring that both vertical and horizontal equity is achieved in 
the regime. Indeed, this is a global challenge for both the regular and presumptive tax 
regimes. 

2. Transition from the Small Business Tax regime to the regular regime. Some MSMEs may 
tend to stagnate in the presumptive regime instead of graduating to the regular regime, 
especially where tax liability is expected to increase with graduation. 

3. Low voluntary tax compliance: There is a challenge in voluntary compliance and filing of 
returns is expected to be poor. This will make it difficult to achieve the overall objective 
of the regime in enhancing tax compliance of the sector at minimal costs. 

4. Risk of not keeping proper records or manipulating of the records kept. There is the risk 
of vendors who were initially maintaining books of accounts for tax purposes to stop 
doing so since they will now fall below the threshold. This will eventually lead to a huge 
number of them enjoying a lower tax obligation. 

5. Imposition of penalties and fines may be ineffective. The issue of requiring vendors 
operating informal sector businesses but do not maintain accounting records to pay a 
fine or a penalty could lead to discouragement of compliance altogether. 

6. Incorrect declaration of turnover. Businesses will have difficulties in determination of 
turnover and hence the risk of under declarations. 

7. Tax avoidance: Large firms will take advantage of the Small Business Tax regime to split 
into small firms in order to enjoy the new Small Business Tax regime. 

8. Tax evasion and fraud. If this regime is not well designed, there is a risk that firms will 
engage in fraudulent activities to evade taxes. This may lead to a decline revenue 
collections. 

9. Taxpayers in informal sector are not easily traceable: Mobility of taxpayers may make it 
difficult to locate the taxpayers for audit purposes and other taxpayers’ services. 
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Chapter 5: 
Conclusions and Way Forward 

 
 

5.1 Practical Options for Implementing the Proposed Small Business Taxation 
Regime 
The broad consensus on ‘good tax policy’ argues for a simple tax structure, with few 
exceptions and derogations, which is broadly applied across the whole economy Stiglitz 
(1986). Applying this argument to small businesses therefore, would favour them not 
receiving any special treatment in the tax code or its implementation. Yet, given the 
situation of small businesses and especially the capacity constraints issue it is clear that 
small businesses should be taxed differently for both efficiency and equity reasons.  
 
Golab (1996) argues that a flat tax system (replacing a number of tax instruments) would 
benefit small businesses the most. First, because the compliance costs for such a system are 
far lower and this benefits small firms disproportionately. Second as tax credits and tax 
incentives tend to benefit larger, better connected and more influential firms. Their 
elimination therefore, allowing the introduction of a lower rate flat‐tax, benefits smaller 
firms. Third, the increase in personal tax exemption benefits small businesses especially as 
many operate as sole‐proprietors. Some versions of the flat tax include the exemption of 
dividends from taxable income, which eliminates the advantages accruing to debt finance.  
 
International best practice suggests that any special tax regime for small enterprises should 
offer reduced compliance costs and a reduction in the actual tax burden. This reduction in 
the actual tax burden is intended both to compensate, to some extent, for the particular 
difficulties that this sector faces in accessing capital and to act as an inducement to enter 
the ‘formal sector’. Experience in transition countries has shown that simplified tax systems 
generally not only reduce compliance costs bookkeeping, and reporting standards but also 
considerably lower the actual small business tax burden. Revenue yields mostly are minor 
and represent a negligible share of total tax collection. 
 

5.2 Recommendations 

The EAC should develop a Presumptive Tax system that will act as a Small Business Tax 
regime for all the member states in the EAC. Good presumptive systems need to be: 
1. Well coordinated with the standard tax regime to avoid a conflict of rules, as well as 

obstacles for the move from one system to the other, in particular for migration from 
the presumptive to the standard regime; 

2. Based on thorough data analysis to avoid both over‐ as well as under‐taxation of small 
businesses; 

3. Transparent and fair to be accepted by the small business community and to avoid 
disputes between tax administration and small businesses over the amount of tax due; 

4. Accepted by public sector stakeholders to be stable; 
5. Easy to administer so that they do not absorb a large part of tax administration capacity; 

and 
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6. Supported by taxpayer education and information programs that really reach the MSME 
community. 

 
Presumptive small business tax regimes are becoming increasingly popular in developing 
and transition (as well as in some developed) countries. However, considering the design 
challenges mentioned, it is not surprising to find that many of the systems in place are 
facing major drawbacks or difficulties of application IFC (2007). 
 

 
Source IFC (2007)  
 
5.2.1 Checklist for the Design of a Presumptive Tax System 

Kind of taxpayers subject to presumptive taxation: should the presumptive tax apply to 
individuals only, or should certain corporate MSMEs benefit from presumptive tax regimes? 
Should it apply to certain segments of the MSME community only (e.g. retail traders)? 
Should certain businesses, despite being small, be excluded from the system (e.g., certain 
self‐employed individuals, such as lawyers)? 
 
Recommendation: Presumptive tax regimes should be limited to small businesses operated 
by individuals. Incorporated firms could be subject to the standard taxation regime if 
feasible. Also, freelance professions generally should be required to keep (simplified) books 
and to file an income tax return. The presumptive tax system may provide for different rules 
to calculate the tax liability of the different MSME segments, but all MSMEs apart from 
incorporated MSMEs and freelancers may be taxed on a presumptive basis IFC (2007). 
 
System threshold: what is the appropriate threshold for a presumptive tax system? Which 
criteria should be used to determine the threshold (e.g., turnover, business assets, number 
of staff, or a combination of several criteria)? Should there be a unique threshold for all 
businesses taxed under the presumptive system, or should the threshold differentiate 
between taxpayer groups? Should there be business segments (e.g., catering, road 
transport), for which no threshold should apply? 
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Recommendation: There is no ideal system threshold for the application of a presumptive 
regime that can be applied to all countries. The key design requirement is to avoid an 
overlap of the presumptive tax regime with the standard VAT. Except for countries 
operating a particularly high VAT registration threshold (such as Senegal and Morocco) the 
threshold for presumptive taxation should correspond to the VAT registration threshold. 
Harmonising both thresholds also requires using business turnover as the sole criteria to 
determine the threshold for the application of the presumptive system. While other criteria, 
such as the number of business employees, sometimes are used as additional system 
limitations, there is little value added in broadening the set of threshold criteria, and 
additional criteria risk negatively affecting business decisions (e.g. they work as a 
disincentive for hiring additional labour). The desirability of coordination with the VAT 
threshold also argues for a uniform threshold for all small taxpayer categories. However, a 
number of countries operate lower VAT registration thresholds for businesses in the service 
sector than for traders. Such differentiation could also be applied to determine the 
presumptive tax threshold. A further threshold differentiation based on more specific MSME 
categories is not appropriate. A system threshold should apply to all MSME categories 
without any exception. The system applied in some countries, where certain professions are 
taxed under a presumptive regime without any size limitation (e.g. catering business in 
Armenia) generally is not appropriate and impairs the fairness of the tax system IFC (2007). 
 
Criteria to determine tax liability: what should be the principle indicator to determine the 
tax liability? Many presumptive systems are based on business turnover, some use 
indicators such as the size of business premises, the value of business assets, or number of 
staff. 
 
Recommendation: Given the disadvantages and design problems of indicator based 
systems, it normally should not be the prime option for the design of a presumptive tax 
system. Using turnover as a tax base better reflects the situation of the individual business, 
facilitates migration to the standard regime, and is a better starting point for introducing 
basic bookkeeping rules. Indicator‐based systems, if used at all, should be limited to a small 
number of business segments with a particularly high risk of under‐declaration of turnover. 
Typical examples in practice are MSMEs in the transport sector (in particular taxi drivers), 
restaurants and bars, and gambling establishments IFC (2007).. 
 
Tax rate: Should different tax rates apply for different segments of MSMEs? Should the 
presumptive tax have progressive features? Should the presumptive tax burden broadly 
correspond to the tax burden under the standard tax regime or should it be substantially 
lower? 
 
Recommendation: The trading and the service sectors have substantially different profit 
margins as a percentage of turnover. It therefore makes sense for a turnover‐based 
presumptive tax system to distinguish between traders and service MSMEs when calculating 
tax liability. However, instead of applying different tax rates, it is more appropriate to 
establish different levels of deductions from turnover and to apply the standard rate 
schedule on the amount of turnover minus standard deduction. Further differentiations 
according to business activities should not be envisaged, because borderlines between 
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various service segments are not always clear, many businesses engage in various service 
activities, and disputes over the fairness of the differentiation may arise. A slightly 
progressive rate structure is recommended to reduce the difference in the tax burden 
between businesses in the top band of the presumptive system and businesses in the 
standard tax regime. 
 
Number and kind of taxes replaced by the presumptive tax: will the presumptive tax only 
be applied in lieu of one specific tax, e.g. personal income tax or VAT, will it replace a certain 
group of taxes (e.g. operate as a single direct tax), or will it work as the only tax the MSME is 
subject to? 
 
Recommendation: Ideally, presumptive tax is operated in lieu of a large number of central 
and local taxes. Given the objective to reduce the overall MSME compliance burden, it 
should not only replace income tax and other turnover‐based taxes. The main exception to 
the general principle is social taxes. While a number of presumptive tax systems also replace 
social taxes, this does not represent international good practice. Different for the general 
tax system, which raises revenues for the state budget; social taxes are earmarked to fund 
specific social services. This correlation between payment and service entitlement gets 
disconnected when a comprehensive presumptive tax is levied in lieu of social tax. 
Presumptive taxation can also not replace income tax withholding obligations for MSME 
employees. The income tax in this case is a tax of the employee and not of the MSME, which 
only acts as the withholding agent IFC (2007).  
 
Should taxpayers be allowed to opt out of the presumptive system and be taxed according 
to standard taxation rules (rebuttability of the system)? 
 
Recommendation: In principle, any small business able and willing to comply with 
bookkeeping and accounting requirements should be allowed to opt for being taxed under 
the standard regime. Such option will be particularly important for loss‐making MSMEs and 
small businesses with a much lower profit margin than the margin presumed by the 
simplified system. Tax administration generally will be less open to allowing opting‐out of 
the presumptive system, as it increases tax administration costs without contributing to 
higher revenue collection. The International Tax Dialogue SME conference background 
document therefore argues that the desirability of allowing rebuttability depends to a large 
degree on the extent of the wider external benefits felt to be associated with inclusion in 
the standard regime. Where tax administration is strong, rebuttability is likely to be 
appropriate. Where administration is weak, denial of rebuttability may be a coherent device 
for focusing limited resources on more important activities. These are important 
considerations that need to be taken into account. Nevertheless, given the importance of 
the possibility to opt out of the system for loss‐making MSMEs and the fact that the number 
of MSMEs choosing standard taxation can be expected to be relatively small, rebuttability 
generally should not be excluded. What needs to be avoided, however, is ongoing migration 
in and out of the simplified system. MSMEs should not be permitted to select on an annual 
basis the system that is more advantageous to them. The option to migrate from the 
presumptive to the standard tax regime therefore should entail an obligation to remain in 
the standard regime for at least three consecutive years IFC (2007). 
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Should there be special rules for start‐up businesses to provide additional incentives for 
formalisation? 
 
Recommendation: The most crucial ‘incentive’ for a newly registered MSME is the 
guarantee that no tax liability for periods of activity will be assessed for the period before 
official registration arises. While non‐registered MSMEs that are uncovered by the tax 
administration and forced to register should be liable for taxes evaded before registration, a 
tax amnesty for MSMEs registering voluntarily could be contemplated. In addition, 
consideration could be given to refraining from requiring payment of instalments for the 
first year of operation. Loss carry forward provisions, although generally relevant for all 
MSMEs, are particularly important for start‐ups, given the likelihood of losses incurred in 
the start‐up phase IFC (2007). 
 
What other special incentives should the presumptive system offer? 
 
Recommendation: Presumptive systems generally do not require any further bookkeeping 
apart from recording gross turnover. Providing incentives for developing simplified 
bookkeeping practice is highly desirable not only for tax purposes, but primarily for 
providing a sound business planning tool to the MSME owner. Incentives to promote the 
keeping of books and records could take the form of a lower tax rate for businesses 
complying with simplified bookkeeping standards. Also additional deductions from the tax 
liability for investments into MSME expansion and R&D could be conditioned on keeping 
books and records IFC (2007). 
 
Should there be time limits for taxation under the presumptive system, so that MSMEs are 
required to transit to the standard taxation regime after a certain period of time? 
 
Recommendation: Some countries have established time limits for an MSME to be taxed on 
a presumptive basis. Upon expiration of the time limit, the MSME is required to migrate to 
the standard regime. The reason for this approach is to force MSMEs to obey to 
bookkeeping requirements after a certain period of time. In developing countries, however, 
many MSMEs will not be able to cope with the requirements of the standard tax regime 
even after a number of years of existence. MSMEs that grow will automatically move to the 
standard regime once they reach the eligibility threshold for being taxed on a presumptive 
basis. Other MSME should be able to remain in the presumptive system without any time 
limit (otherwise many will simply close and re‐open under a new name) IFC (2007). 
 

5.3 Issues arising in the Design of a Small Business Tax System for EAC 

Several issues arose as we considered the proposals for designing a Tax regime that will 
foster small business development. The issues mainly arose because of the differences that 
exist in tax policies and the business environment of the EAC member states. Some of the 
issues are as follows: 
 
a) Definition of MSME and the informal sector; each country had a different definition of 

what was considered an MSME. Some firms would be classified as MSMEs in one 
member state and qualify to be Large Enterprises in another member state. This is 
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caused by the differences in the benchmarks used in classifying firms in the EAC member 
states. The use of the word “MSMEs” and “Informal” interchangeably also presented a 
challenge and is misleading. In the course of the study, we came across small firms that 
were classified as MSMEs but which had systems and operated within the legal 
framework. In such cases, the business operated having complied with all government 
regulations and therefore did not qualify to be classified as “Informal”. 

b) The role of Socio‐Economic and Political Factors; The differences in the Socio‐Economic 
and Political factors of the member states also presents a challenge in proposing a Tax 
regime that will be favourable for MSMEs of all the EAC member states. Tax Compliance 
is not only enhanced by formulating good policies and enacting tough legislation. The 
interviews we conducted revealed that there is exists a relationship between the 
goodwill that exists between the people and the government and Tax compliance. In 
situations where the Government enjoyed more goodwill, there were higher rates of 
compliance. These presented a challenge; harmonisation of Tax policies and design of a 
tax regime is a necessary but not a sufficient condition to improving Tax Compliance in 
the MSMEs. The Socio‐Economic and Political issues also need to be addressed to 
achieve better results. 

c) Sovereignty vs Integration; The EAC member states are faced with the challenge of 
harmonising their policies whilst retaining their sovereignty. Some Taxes like the Excise 
Tax are politically justified beside the revenue aspect. Excise Taxes can be used to 
encourage or discourage the consumption of a commodity. Tax harmonisation of such a 
Tax presents a challenge since the EAC member states have different cultural 
backgrounds and different preferences. 

d) Categories of Taxable goods and Exempt goods for VAT purposes: the catalogue of tax 
exemptions and zero rated goods in all countries considerably long. 

 

5.5 Way Forward 

The main issues that we should highlight are the following: 
a) There have been, there are, and there will always be taxpayers who need simple and 

simplified taxation systems. We do not have a better tax choice to offer them but this 
one. 

b) “Pre‐legal” design tasks are essential to the success of the systems. Statistical resources 
and economic baseline studies are instrumental in determining “presumptive or average 
income.” 

c) In the creation of these regimes, incorporating as many taxpayers as possible into the 
formal economy takes priority over any other objective. 

d)  Voluntary compliance of taxpayers should be facilitated. 
e) Once implemented, these systems should be under permanent review. The useful life of 

these regimes should be duly planned. 
f) Sales volume should not be used as a key parameter. 
g) Tax agencies should assign specialised bodies for the comprehensive implementation 

and follow‐up of presumptive tax regimes for SMEs. 
h) Control strategies must prioritise the correct categorisation and general registration of 

this type of taxpayers. 



45 Research Paper | CUTS Geneva Resource Centre  
  

BIBLIOGRAPHY 

1. International Tax Dialogue (ITD), 2007, Taxation of Small and Medium Enterprises, 
Background paper prepared for the ITD conference Buenos Aires October 
2007:http://www.itdweb.org/SMEconference/ConferencePapers.aspx 

 
2. IFC, 2007 .Designing a Tax System for Micro and Small Businesses: Guide for Practitioners  
 
3. M.G.Waweru (2007):Addressing the different Tax Policy and Administrative Challenges 

of Micro, Small and Medium Businesses, Unpublished 
 
4. Esther K. Ishengoma and Robert Kappel (2006): Economic Growth and Poverty: Does 

Formalisation of Informal Enterprise Matter? German Institute of Global and Area 
Studies,Germany. 

 
5. International Tax Dialogue (ITD), 2007, Taxation of Small and Medium Enterprises, 

Background paper prepared for the ITD conference Buenos Aires October 
2007:http://www.itdweb.org/SMEconference/ConferencePapers.aspx 

 
6. Richard E. Stern and Paul A. Barbour (2005): Designing a Small Business Tax System that 

Enhances Growth: Lessons from Africa. World Bank Group, FIAS 
 
7. Hans‐Georg Petersen et al (2009): Tax Systems and Tax Harmonisation in the East 

African Community (EAC).GTZ. Germany. 
 
8. Richard M. Bird and Sally Wallace (2003): Is It Really Hard To Tax the Hard‐To‐Tax? The 

Context and Role of Presumptive Taxes. A preliminary document circulated for 
comments and discussion at Joseph Rotman School of Management, University of 
Toronto, Canada. Website: http://w.w.w.rotman.utoronto.ca/iib/ 

9. Endalkachew Mulugeta (2008): Underlying Causes of Micro and Small Business Failures 
in Addis Ketema Sub City:A Case Study. Addis Ababa University. Eithopia 

 
10. Djankov, S.; Lieberman, I.; Mukherjee, J.; Nenova, T. (2002): Going Informal: Benefits and 

Costs. Draft: World Bank. 
 
11. Loayza, N. V. (1997): The Economics of the Informal Sector: A Simple Model and Some 

Empirical Evidence from Latin America. Washington, D.C.: The World Bank. 
 
12. Mlinga, R. S.; Wells, J. (2002): Collaboration Between Informal and Formal Enterprises in 

the Construction Sector in Tanzania, in: Habitat International, Vol. 26, pp. 269‐280. 
 
13. Morrisson, C. (1995): What Institutional Framework for the Informal Sector? OECD 

Development Centre, Policy Brief No. 10, OECD. 
 
14. Tokman, V. E. (1978): An Exploration into the Nature of Informal‐Formal Sector 

Relationships, in: World Development, Vol. 6, No. 9/10, pp. 1065‐1075. 
 



46 Research Paper | CUTS Geneva Resource Centre  
  

15. Becker, K. F. (2004): Fact finding study: The Informal Economy. Stockholm, Report for 
Sida. 

 
16. Levenson, A. R.; Maloney, W. F. (1998): The Informal Sector, Firm Dynamics and 

Institutional Participation. Washington, D.C.: The World Bank. 
 
17. De Soto, H. (2001): Dead Capital and the Poor, in: SAIS Review, Vol. 21, No. 1. 
 
18. Golob, J. (1996) “How would a flat tax affect small businesses?” Economic Review 

Federal Reserve Bank of Kansas City (U.S.); 81, No. 3:5‐19.  
 
  
 
 
 
 


