How do small firms respond to turnover
taxes?

Daniel Overbeck and Eliya Lungu

e In Zambia, small firms are subject to a turnover tax. Between 2017-2018,
the Zambia Revenue Authority introduced tax brackets based on small

firms' total turnover to make the turnover tax for small firms more equitable.

e A common outcome of rising tax brackets is that firms will try to stay just
under the threshold of the higher tax rate; however, this did not happen in
Zambia, meaning that firms are consequently paying more tax than a

traditional economic model would predict.

e Firms did not try to stay just under the tax bracket threshold, as they
sometimes bargained with tax collectors to determine how much tax they

would need to pay.

e The study leads to the question, "How can we make taxes more transparent

and equitable in their design?"

e Forrevenue authorities, an answer might be to place more emphasis on

expanding third-party reporting and VAT.
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Turnover taxes are a simplified tax designed to generate revenue from small
firms that may struggle to keep formal records but account for a large section of
taxpayers in many lower-income countries (LICs) (Khwaja et al., 2019). While
turnover tax is very popular in many LICs, there is not as much proportional

evidence on how the tax operates and whether it can impact equity.

In many LICs, formal institutions are often less able to execute basic
governmental functions effectively, partly due to the low resources available to
the state (Besley and Persson, 2013). Turnover taxes are one of many taxes

available to LICs to increase resources available for the state.

This study provides evidence that tax collectors’ interaction with taxpayers over
turnover taxes can smooth frictions in tax compliance by clarifying how much
tax firms may be due to pay. Taxpayers and tax collectors bargain over taxes
owed, and this may explain why firms pay more turnover tax than a traditional

economic model might predict.

Firms' responses to the new
turnover tax

During 2017-2018, the Zambian turnover tax schedule was changed from a flat
rate applied to all firms to improve equity for small firms. Under this new
system, firms with higher turnover paid higher taxes than firms with lower
turnover. The tax brackets were designed to make the tax more equitable by
progressively increasing the fixed component of the tax liability at certain
thresholds.

How does the tax bracket threshold work?

The turnover tax was structured so that a firm at the upper end of the first bracket with
a turnover of ZMK 4200 (USD 149) would have a tax liability of ZMK 36 (USD 1.28). If
the firm's turnover increases by more than ZMK 1, its tax liability jumps sixfold to
ZMK 225 (USD 8), meaning that the post-tax turnover is substantially reduced once

firms have crossed the tax threshold.

Therefore, if a firm had a turnover between ZMK 4201 and ZMK 4654, it would be
better off reducing its turnover to ZMK 4200 rather than paying the higher tax.

Economic models would expect firms to lower their turnover
to stay below the tax thresholds...

The turnover tax system with tax brackets means that firms would have a higher
post-tax income if they reduced their turnover to stay below the tax threshold. In

Figure 1, if a firm has a turnover in the red column, it will have a lower post-tax



income than if it simply had less turnover. In traditional economic models, we

expect firms to accumulate or "bunch" just below the tax threshold.

Firms above tax bracket thresholds would be better off reducing
turnover to below the threshold or having a substantially larger
turnover.

FIGURE 1: Net-of-tax turnover around the threshold
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...however, firms did not stay under the tax threshold

The study found that firms did not try to stay below the tax threshold. As seen in
Figure 2, there is a strong accumulation above the threshold. The
accumulation is surprising, as most firms exceed the thresholds by only tiny
amounts, and this does not necessarily lead to progressive equity outcomes, as
firms only slightly above the threshold are not substantially better off than those

below but are subject to higher taxes.

FIGURE 2: Distribution of tax returns
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Why did firms bunch above the tax
threshold?

Firms often round up their turnover

The study finds strong and sharp bunching at turnover amounts, which implies

round number tax liabilities, for example, tax liabilities that are multiples of ten,
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50, or 100. The study found that firms that frequently round their payments are

significantly more likely to bunch above thresholds.

Before the tax brackets were introduced in 2017, the turnover tax was set at a
flat rate of 3%, meaning that firms rounding their tax liabilities are reflected in
tax returns accumulating strongly at turnover amounts of exactly 3333.33 or
6666.66, which - at a tax rate of 3% - imply liabilities of 100 and 200,
respectively. These rounded amounts suggest that instead of firms determining
what their turnover was and then paying their taxes, they first determine how
much tax they should pay and then determine what their turnover would have

been.

The study observes tax returns accumulating strongly at turnover
of exactly 3333.33 or 6666.66, which - at a tax rate of 3% - implies
that firms round their turnover to tax liabilities of 100 and 200,
respectively.

Firms discuss and agree on tax payments with tax collectors
prior to filing, which can help firms

To determine why firms reported turnover above the tax threshold, the
researchers surveyed small firms. In the survey, firms stated that they often

discuss their tax payments before filing tax returns with tax collectors.

About half of all firms said they have engaged in this practice or would consider
it very common. In a follow-up question, 36% stated that such discussions
serve the purpose of “finding an agreement” on what should be paid, and
57% stated that the purpose was "clarifying their tax liability." These findings

suggest that firms are bargaining over tax payments with tax collectors.

Within the data results, we can further provide evidence that bargaining occurs
between taxpayers and tax collectors. The study found an accumulation of tax
payments around round numbers. A large academic literature, starting with
Nobel laureate Thomas Schelling, has highlighted that round numbers serve
as focal points in bargaining situations (Schelling, 1980). Thus, the strong
accumulation of tax returns at turnover amounts which imply round payments
may indicate that these are bargained and agreed-upon payments. For
example, when bargaining, it appears that two parties would likely settle on a
payment of, for example, ZMK 100 instead of ZMK 99.

Policy implications and
recommendations

o Firstly, it can be challenging to make taxes aimed at small businesses
more equitable. Turnover tax is widespread in many LICs as a method of
bringing small firms into the tax net. However, this may not be the best

vehicle for making tax systems more equitable.
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e Secondly, tax collectors can help clarify tax rules to taxpayers. However,
this may result in bargaining.

¢ Thirdly, what tax authorities may think is true turnover is often an
approximation. Therefore, the figures held by revenue authorities do not

accurately reflect economic activity and, as such, are not very transparent.

Expand third-party reporting

Policymakers may benefit from expanding third-party reporting to smaller firms
as it would improve transparency for the tax collector and taxpayers. Third-party
reporting would allow revenue authorities to cross-check reported turnover with
other sources to determine the validity of their data (Carrillo et al., 2017). This
information would further allow for mechanisms such as pre-filled invoices to be
more accurate and simplify the tax compliance procedure for smaller firms that

are less able to bookkeep (Scarpini et al., 2024).

One method of increasing third-party reporting would be to lower the VAT
threshold to smaller firms. VAT naturally produces third-party reporting, as firms
can request VAT rebates on goods purchased from suppliers (Pomeranz,
2015). While substantially expanding VAT to smaller firms would bloat the tax
register with firms that may not bring in significant VAT revenue, a marginal
expansion of VAT would capture firms that could generate further third-party

information and VAT revenue at a minor cost to the revenue authority.
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