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Abstract 
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method of assessmenl, known as presumptive income taxation, is widely 
used in many developing and industrial countries; however, it has been 
neglected in public finance Literature. In most cases the presumptive 
approach has been followed for administrative reasons, but this paper 
argues that more attention should be paid to the efEiciency implications 
of presumptive taxes. 
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Summary 

Public finance experts tend to think of individual and company income 
tax as being imposed on a well-defined and accurate measure of recorded 
income over a given period, normally a year. In fact, income tax assess- 
ment for large numbers of taxpayers in both industrial and developing 
countries is "presumptive"--that is, it is legally de.ftncd on the basis 
of more appropriate indicators. In most cases presumptive methods are 
used as a simple administrative expedient, but, as this paper proposes, 
they can also be used for efficiency and equity goals. 

Historically, i.ncome tax assessment shows a movement from presumptive 
to "modern" methods as indicators of income were gradually replaced by 
income actually received. Meanwhile, schedular income taxes were replazed 
by global income taxes, and self-assessment and withholding at source 
became more common. However, the changes in methodology never went as 
far as most public finance experts assumed, especially in developing 
countries. Recent criticism of the modern income tax as it is actually 
administered leads one to examine presumptive assessment as a possible 
alternative in certain situations. 

The only major economist to identify clearly an efEiciency concept 
of presumptive taxation is Luigi Einaudi. He presented what he caiied 
an "optimal" tax, namely a tax on "average" income and effort in a given 
occupation. He argued that if taxpayers were taxed on average rather than 
actual income, they would have an incentive to produce above average, since 
the marginal tax rate on the excess would be zero. (This use of presump- 
tive methods may not,, however, be administratively convenient, since 
calculation of an "average" return can in practice be quite difficult.) 
Presumptive tax methods may also improve equity. For example, in both 
developing and industrial countries it is well known that wages and sala- 
ries paid by large establishments are much more effectively taxed than 
incomes of the self-employed. Presumptive methods of taxing professionals 
and the self-employed (by establishing, for example, a minimum income) 
could then be used to ensure greater horizontal. equity. 

Current experience with presumptive methods of taxation shows that 
they require a considerable amount of admiiiisilraiive input if they ars 
to be based on realistic and objective criteria. One could object that 
this administrative input shoul.d be used instead to improve modern income 
taxes, based on actual income. The answer is that in many cases the 
modern approach is just not possible. Thus a combination of administra- 
t i.ve , equity, and efficiency arguments for presumptive iaxation makes the 
case Ear more research in this important but forgotten area. 



I. Introduction 

Public finance scholars raised in the modern Anglo-Saxon tradition 
generally think of an income tax as one imposed on a well-defined 
measure of the income earned by taxpayers (individuals or companies) in 
a given period, normally a year. Man-y of them also believe that this is 
the only way in which income taxes can be levied and are universaLLy 
levied. This paper shows that income taxes do not necessarily need to 
be appLied to well-defined and precisely measured concepts of income. 
In fact in many countries they are not, Like men’s suits, they can be 
made to fit specific individuals with all their peculiarities, or they 
can be made to fit, though in a somewhat Less precise manner, broader 
categories of individuals. presumptive methods of taxation may be 
applied for a variety of re&sons. In most cases presumptive methods are 
used as a simple administrative expedient. In other cases, presumptive 
taxes have been proposed to meet efficiency and equity goals‘ 

Presumptive taxation of individual and company income is a topic 
that has received relatively Little attention on the part of public 
finance scholars in recent years even though, as we will show, it plays 
ah important role in the tax system of many countries. This 
introduction to the subject wiL1 hopefully stimulate further research of 
a more detailed nature. Our paper consists of four parts: a historical 
survey of developments in income taxation; a discussion of presumptive 
taxation; a section providing information on the use of presumptive 
taxes around the world; and a general concluding section. 

II. Historical Background 

We are so used to income taxes that we may think that they have 
always been part of the economic scene. The taxation of income was not 
important until this century , aLthough several countries were already 
taxing income during the Last century. Income taxes were introduced in 
the United States only in 1923 after the U.S. constitution was amended 
to allow the Federal government to impose an income tax. However, they 
had been used for a while during and after the Civil War starting in 
1863. In the Lrnited Kingdom, the income tax was introduced by the Aid 
and Contribution Act of 1798 as “...a direct outcome of the gigantic 
struggle against France.” i/ In pceunification Cetmany, income taxes 
were introduced at different times by the various German states, 
starting in 1834 with Saxony. In France, a rudimentary system of direct 
taxation was introduced as a result of the French Revolution. It 
evolved toward a more modern income tax through major reforms in 1830 
and 1870. The Italian income tax is a product of the Italian 
unification in the 1860s. 

&I See Seligman, p. 57. 
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If developments in income taxation were traced through the last two 
centuries, the following major changes would be observed: 

(1) A gradual transition, in both legislation and administration, 
from an income concept determined on the basis of general indices (e.g., 
value of land, standard of living of families, wealth, number of doors 
and windows of the taxpayer’s residence , etc.) to one in which, at Least 
in intention, the tax is imposed on the incomes actually received by 
individual taxpayers. 

(2) A change from the taxation of “real“ or “schedular” income 
(i.e., the separate taxation of particular categories of income, such as 
wages, interest, rent, etc.) to the taxation of taxpayers’ global 
incomes. 
(i.e., 

Global income must, by necessity, aiways be personalined 
the various components must be aggregated for the individual). 

Schedular income need not be personalized; for example, a flat rate on 
interest income could be applied to any individual, rich or poor. This 
change was in part necessitated by an increasing preference an the part 
OL F policymakers for progressive taxation. For the income tax to be 
truly progressive, it must be levied on the total (global) income of the 
individual rather than separately on its components. Inequities arise 
when a schedular approach is combined with progressivity. 

(3) A gradual change toward a system of self-assessment in which 
the individual is required to calculate his own total income, and often 
his tax liability, and to Eile a return to the tax authorities. The 
alternative, of course, is to Let the tax administration determine the 
income and the tax liability of the taxpayer. This approach is still 
followed in some counrries. 

(4) Finally, one observes a movement toward a system of with- 
holding at source, Withholding is also relatively new--it was 
introduced in the United States only in 1943. There are still some 
countries without a system for withholding income taxes from wages and 
salaries. 

The changes reported above were greatly facilitated by structural 
changes in the economy and by changes in social attitudes. In fact, one 
could even take a deterministic view of tax structure changes and argue 
that these changes were a direct and perhaps unavoidable consequence of 
economic and social developments. Changes in the structure of the 
economy increased the proportion of total taxable income that individ- 
uals derived from the sale of their labor service.9 or from the Zeasing 
of their wealth to others. Over the years, the number of individuals 
who earned an income from working freely for others rather than for 
themselves grew. This resulted in part from the transition from an 
agricultural to an industrial society. Also, the growing role of 
financial intermediation and of large corporations implied that savers 
and investors were often different individuals. The former lent their 
savings to financial institutions which in turn lent the money to 
borrowers. Or, the savers bought shares in corporations. The result 
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was that savers did not receive their capital income by directly 
transforming their savings into real assets for their own use; they 
received it from others in the form of interest payments, dividends, and 
rents. 

Another important economic change that facilitated the transfotma- 
tion of the tax system along the lines described above was the growing 
concentration of income generation in fewer and larger economic units. 
The government became progressively more important as an employer and as 
a payer of income; in time it came to employ about a fifth of the labor 
force of many countries. Large corporations employing thousands of 
workers became a common feature. These changes were accompanied and 
facilitated by the spread of accounting. 

In tandem with these economic changes important social developments 
were also influencing tax systems, For example, the growing demand for 
progressive taxation induced most countries to abolish schedulsr taxes 
and to replace them with global income taxes. In conclusion, social 
demands for progressive income taxes together with the technological 
transformation of the economy made possible the introduction of the 
modern progressive income tax. 

While historically we have observed a movement from presumed to 
actual income and from the schedular to the global approach, the shift 
was never as complete as most observers assume. In developing countries 
it never went very far, especially in an effective sense, perhaps 
because the economic transformation reported above never took place, or 
never took place to the same degree as in industrial countries. l/ Even 
though the tax Laws are generally written as if the tax is always 
imposed on a well-defined and personalized measure oE income, in reality 
taxpayers often do not submit accounts, or they submit accounts that 
cannot be believed by the tax administrations, Many taxpayers are still 
taxed on incomes that are derived from educated guesses or general 
indices. Often the level of taxable income is simply the result of 
negotiations between the taxpayer and the tax administration, negotia- 
tions that may be conducted without any solid facts and which may be 
influenced by possible bribes to tax inspectors or by the political 
connections of the more powerful taxpayers. Even some advanced 
countries, such as France and Italy, rely on presumptive concepts for at 
least part of their income tax system. 2/ In sum, there may still be 
more taxpayers in the world today who a;e taxed on the basis of some 
presumed concept than on the basis of actual and precisely measured 
incomes. 

l/ Taxes on personal income account for only about 2 percent of GDP 
in developing countries. Furthermore, perhaps three-fourths of this 
revenue comes from wages and salaries (see Tanzi, 1987). 

2/ See Fu& and Rossini (1985). 
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The taxation of ac,tual income, with progressive and often very high 
rates, achieved the greatest acceptance on the part of policymakers, 
scholars, and possibly even taxpayers in the 1950s and 1960s. In the 
United States, for example, surveys of taxpayers’ preferences made in 
the 1960s indicated that taxpayers often preferred the income tax over 
all other taxes. At that time several influential tax experts, 
including Joseph Pechman, Richard Goode, and others, considered the 
income tax as the best and fairest of all taxes. Much of the increase 
in tax revenue that took place in the industrial countries during the 
1950s and 1960s came from the global income tax and from a “scheduiar” 
tax on wages (the social security tax). 

The fairly general acceptance of the modern income tax in 
industrial countries in this period contrasts with the assessment that 
Seligman had made 70 years ago in his encyclopedic book on income 
taxation. As he had put it: 

Even if the income tax were the fairest of all taxes--which. . . 
is not necessarily true-- the decision as to whether it ought 
to be utilized would depend largely upon whether this fairness 
which is predicated of ic in the abstract, wou?d ansi;e in 
actual practice. It is notorious, however, that of all taxes 
the income tax is perhaps the most difficult to assess with 
scrupulous justice and accuracy; so that what is conceived in 
justice often results in crass injustice. &/ 

In recent years there has been an increasing dissatisfaction in 
many countries with the way in which income is taxed. This has resulted 
in a growing interest (not yet apparent in academic writings) in alter- 
native ways of taxing income. These alternatives might include some use 
of presumptive taxes. The reasons for dissatisfaction with the present- 
day income tax can be classified under three categories: administrative 
difficulties, efficiency concerns, and equity considerations. 

a. Administrative difficulties 

As Seligman wrote, when income taxes are not assessed with 
“scrupu1ous justice and accuracy,” the result may be “crass injustice.” 
In many countries, especially in those of the developing world, it is 
often futile to attempt to determine what the actual income of many 
taxpayers is. The taxpayers themselves, unless their incomes are fully 
derived from wages, are often incapable of determining their own income 
with any degree of precision. Thus, even though the law requires that 
the tax base must be the actual income, it is often in the interest of 
the tax administration to come close to that measure by using presump- 
tive criteria. This approach i; at times justified by growing awareness 
of the scope of tax evasion in most countries. While until recently tax 
evasion received little attention on the part of pubiic finance 

- 
l! See Seligman, p. 18, (1914). 
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scholars, it is now the subject of a growing and specialized field. The 
attention paid to underground economic activities in recent years is 
additional evidence o,f this awareness. l/ One is also more awarr3 now 
that the use of reliable bookkeeping thzt would make it possible to 
determine actual income is still quite Limited. When taxpayers do keep 
books, they often have two sets: one for the tax authorities and one 
for themselves. 

The recent trend toward a service-oriented economy and toward the 
proliferation of small businesses , even in countries as advanced as the 
United Stares, has not made the determination of actuaL income any 
easier. There is now considerable evidence thar tax evasion is a large 
and growing phenomenon in both industrialized and developing countries. 

b. Efficiency concerns 

In recent years policymakers have become much more concerned about 
the impact of high tax rates on work effort, saving, and entrepreneur- 
ship, This concern reflects in part the results of recent studies indi- 
cating that high marginal tax rates may have more negative effects than 
previously thought. As a consequence, many economists argue that taxes 
based on incomes should be replaced by taxes based on consumption. We 
are also observing reforms that reduce the Level of marginal tax rates. 

c. Equity considerations 

Tax evasion often creates serious injustices between those who are 
able and unable to evade (or avoid) taxes. The use of actual income as 
the base for income taxation can result in great injustice when, of two 
indivi.duaLs with the same income,? one can tot.aLLy ev,ade the tax while 
the other pays the full amount. Often the Latter is the taxpayer chat 
receive? his income from wages and salaries. But there is another equity 
issue with modern income taxation. Modern income taxes generally exempt 
the imputed income of assets (houses, Land, jewelry, works of art, etc.) 
used by the taxpayer. This encourages some taxpayers to live in Larger 
houses, or to be less concerned abaut the efficient use of their wealth. 
This is a problem of particular importance in developing countries 
although to some extent it exists also in industrial countries. In 
developing countries the underutilization of land by rich Landowners has 
often been criticized by development economists. 

III. Presumptive Taxes : Some Theo9 

Although the practice of presumptive taxation has continued in many 
developing countries and in some industrial countries, there has been 
very little theorizing about it. The authors found no mention of it in 
public finance textbooks, and the number of articles deaLing with it, 

A/ See Tanzi, (1982). 
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especially in English, i-s limited. 11 In general, public finance 
scholars seem to have shied away from this concept, Perhaps because they 
consider it primi-titie and backward,- and not in.the spirit of a modern 
tax system* Kbwever, like politics, taxation must be the arc of the 
possi’bte, Sometimes aiming for the best can give poorer results than a 
more modest. approach. 

In thinking about presumptive income taxation, one could begin with 
the observatioti thiit prestimptive methods may be adopted for widely 
different reasons, relating to r-he above-mentioned concerns of admin- 
istrative convenience, efficiency, and equity; On the most mundane 
level presumptive methods can be adopted for simple administrative 
convenience, usually as a substitute for taxation of actual income as 
shown in accounting books and records. In many instances such records 
do not exist or cannot be effectively audited. For example, a number of 
countries tax smalt agriculturar units and family businesses, ptofes- 
sionals and independent contractors on a presumptive rath,er than on an 
actual base. 

Presumptive methods designed primarily for administrative 
convenience can have other implications, however. For example, a 
technical assistance report concerning a low-income Latin American 
country recommended that small enterprises be taxed using a presumptive 
method. Under this method the average ratio of profits to sales (the 
margin) for each category of small taxpayers is applied to aL1 taxpayers 
in that category in order to assess their income tax. 2/ The perceptive 
reader will note that this recommendation, made fo-r reasons of adminis- 
trat ive simplicity, will also have an impact on efficiency. A very 
efficient small enterprise could pay the “average” tax, and keep any 
surplus at a zero rate of taxation. 

The only major economist the authors could find who ciearly 
identified and supported an efficiency concept of presumptive taxation 
without reservations is Luigi Einaudi. 3/ As many readers will know, 
Einaudi was a very distinguished public finance scholar in the early 
part of this century; Governor of the Central Bank of Italy and 
President of the Italian Republic after World War II. His work is stilL 
very influential in Italy and in Latin America. More than 60 years ago 
Einaudi presented a strong case for what he called “the optimum 
tax.” 4/ He argued that an income tax based on “average income” would 
stimulate production, and would thus contribute to growth. By “average 
income” he meant the income that taxpayers who (a) worked an average 

l/ For a recent and more theoretical paper on this subject, see Tanzi 
(1986). See also Richard Goode (1984), pp. 108-110. 

?/ See Musgrave, Fiscal Reform in Bolivia, 1981. 
31 The authors wish to thank Aldo Chiancone for calling their 

attention to Einaudi’s work on this subject. 
4/ See “La Scienza Italiana e La Imposta Ottima,” Chapter X of 

Einaudi, 1959. The original. work was published in 1924. 
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number of hours, (b) contributed. an average level of effort, (c> took an 
average risk, and (d) used the average technology of the time, could 
generate in a given year. He drew his conclusions from historical 
examples of taxation of agricultural income in the Principality of 
Milan. 

Einaudi made clear that his theory had general applicability and 
could be applied to other sectors and incomes. He argued that, when 
taxpayers are taxed on the basis of an average income and not on their 
actual income, they will have an incentive to produce above the average, 
as this excess would be taxed with a marginal tax rate of zero. In a 
way, the tax would come to resemble a poll tax and as such it would 
preserve incentives. Although Einaudi’s writing preceded that of modern 
optimal taxation theorists, his “optimum tax” is clearly in the spirit 
of modern optimal taxation. 

More modern advocates of the use of presumptive taxation for 
efficiency concerns are development economists who have advocated a tax 
on the potential value of land. Noting that large Landholders often do 
not use their holdings productively, these economists have advocated a 
tax that would be levied on the basis of the most productive use of the 
land. This use of presumptive methods is almost opposite to its use for 
administrative convenience. A tax based on the potential value oE Land 
raises numerous administrative diffic.ulties, and is far more dirficult 
to administer than a tax based on estimated actual value. In this way 
we see that the “administrative convenience” and “efficiency” concepts 
of presumptive taxation can conflict with each other. 

A third reason for using presumptive taxation relates to horizontal 
equity objectives. In both developing and industrial countries it is 
well known that wages and salaries paid by large establishments are much 
more effectively taxed than incomes of the self-employed, because wages 
and salaries can be made subject to withholding. Presumptive methods to 
tax professionals and the self-employed may then be adopted as a device 
to ensure that a measure of horizontal equity prevails. 

IV. Experience with Presumptions of Income 

1. Background - 

Presumptions are used to assess taxpayers in both developed and 
developing countries, but especially in the latter, where “hard-to-tax” 
taxpayers comprise a large fraction of the taxpaying population and 
administrative resources are generally scarce. One developed country 
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that has a well-established system of incotie presumption is France, 
where the forfait system is used widely. ii 

The deg.ree of economic development of a country tends to influence 
the choice of methods for estimating incomes and the way they are 
applied. Countries in the earlier stages of deveLopmenc tend to apply 
rough and ready methods because they have few p@rsonneL qualified to 
study the profitability of different economic activities and establish 
the indexes required for calculating presumptive incomes. In those 
countries in which sectoral studies have been made and appropriate 
indexes have been established, it is possible to estimate incomes with a 
much higher degree of acctiracy. A perusal of the legal provisions that 
establ’ish presumptions of income does not, iri general, disclose to what 
extent a particular country is applying the presumptions established in 
the Law nor how they are applied. The answers will depend on the 
country’s circumstances and particularly on the availability of the 
administrative resources needed to cope with the complex.ities of certain 
presumptive methods. 

One of the criteria for classifying presumptions of income is 
whether 13~ not they ars app!icd generally fo-r assessing taxpayers’ 
income, Some methods for estimating income are regularly applied to 
entire sectors of taxpayers as a substitute for actual incomes based on 
accounts. Other presumptions of income apply only when taxpayers omit 
to file an income tax return or their return is audited. The forfait 
method and the standard assessment methods used in a number of countries 
are examples of presumptive methods that are applied in a wide variety 
of circumstances. Presumptions of income that apply onLy when taxpayers 
do not submit a return or when they are audited include methods ranging 
from the use of specific factors and indexes of profitability determined 
for different activities to crude presumptions based on a single factor, 
such as the total assets of the taxpayer. 

In some instances it is artificial to distinguish between methods 
used regularly to assess certain categories of taxpayers and methods 
used only in specific circumstances. Thus, for example, the standard 
assessment method developed in Israel (the tahshiv method) was estab- 
lished for use in those cases in which the taxpayer was genuinely unable 
to keep appropriate books and records. 2/ In practice, Large numbers of 
taxpayers who were able to establish their actual income by conventionai 

l/ The fotfait system in France establishes alternative legal bases 
of-assessment, using indicators to determine estimated income rather 
than assessments that are supposed to be based on conventional 
records. Forfaits are used to assess the income tax of farmers, 
unincorporated business enterprises and professional persons -dhose gross 
receipts fall below stipulated levels. The process of establishing a 
presumptive income may involve negotiation between the taxpayer and tax 
officials. (See Goode, 1984.1 

21 See Wilkenfeld (1973). 
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methods opted for the standard assessment because it resulted in a Lower 
tax liability. 

Presumptions of income can also be classified by whether they are 
rebuttable or not. Some presumptions are irrebuttable, which means that 
the taxpayer is not allowed to claim (and prove) that his actual income 
was Lower than the presumptive income. Other income presumptions may be 
rebut ted, if taxpayers can prove that their actual income was lower than 
the presumed income. In general, rebuttable presumptions are the rule. 

A variety of economic bases and methods of calculation are used to 
provide presumptions of income. For example, certain presumptions are 
based exclusively on the taxpayer’s net wealth or on the value of the 
assets used in his business. Others are based on the gross receipts of 
the enterprise. Still others are based on visible signs of wealth. The 
forfait and the standard assessment methods use several key factors and 
indices of profitability, which vary by activity, to determine the 
taxpayers’s income. The remainder of this section is devoted to a more 
detailed description of ;he general methods of income presumption that 
are currently practiced by various countries. Other presump.tions that 
apply only to particular types of income, such as interest, profits 
obtained by foreign companies-- particuLarLy in the areas of communica- 
tion, transportation, and entertainment --and deemed dividend distribu- 
tions in the case of controlled enterprises are omitted from the 
discussion. 

2. Presumptions based on net wealth or on the value of 
particular assets 

Several countries use comparisons of beginning-of-year and end-of- 
year net worth as a method for determining a taxpayer’s income when 
books and records are nonexistent. or inadequate to establish actual 
incomes. The problems posed by this form of assessment are mainly 
technical. in nature. It is diEficuLt to determine w;th any precision 
the initial and end-of-year net worth of a taxpayer and the expenditures 
incurred during the tax year. Because of these difficulties the net- 
worth approach is not much used in developing countries, although many 
include this approach in their tax legislation. 

A number of developing countries use net wealth as a base for 
presuming income when auditing taxpayers’ returns. Thus, for example, 
Argentina’s tax Legislation provides th;lr the amount of capital invested 
in the enterprise is one of the factors that can be used by the adminis- 
tration to determine the income of an enterprise. In Chile, when the 
available information is insufficient to establish an enterprise’s 
actual income, the administration is empowered to presume that its 
income is equal to 10 percent of the value of its total tangible assets. 

In some countries the value of agricu!turaL Land has been used as a 
base for presuming agricuitural income. in 1968 Argentina established a 
federal tax on agricultural land that could be credited against the 
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taxpayer’s income tax. The tax on land was a minimum income tax on 
agricultural income, because no refunds were grgnted to taxpayers whose 
land tax gaymentg were higher than their income tax Liability. The 
A rgent;ne f d e era1 land tax was repealed in the early 1970s. In Chile, 
the income tax law provides that farmers who do not keep adequate 
account books are presumed to have an income equal to 10 percent of the 
assessed value of their farm. This presumption is irrebuttable. 

Perhaps the most comprehensive presumption method based on net 
wealth is the one currently in force in Colombia. Since 1974 all 
Colombian taxpayers, individuals and companies, are presumed, without 
possibility of rebuttal, to have incomes equal to at least 8 percent of 
their net wealth. The Government, however, may reduce the Level of the 
presumption for a particular region or for the country as a whole 
whenever abnormal economic conditions or natural catastrophes dictate. 

This presumption has been justified on both administrative and 
equity grounds. It was introduced simultaneously with a majo-r income 
tax reform. The basic rationale of the presumption was that it was a way 
of producing revenue, given a Lack of appropriate administrative 
resources for enforcing conventional income taxation. The presumption 
was also supported as a reaffirmation of the social function of property 
that had been established in the Colombian constitution. 

Scant statistical information exists regarding its revenue effects. 
Data for 1984, available only for companies, show that 13 percent of 
company tax collections stemmed from the combined application of this 
presumption and another presumption, based on gross receipts, estab- 
lished in 1983 (the latter will be described in the next subsection). 
Eighty-seven percent of collections were based on actual incomes. 

Some technical problems are as*sociated with presumptions of income 
that are based on net wealth or on the value of particular assets. 
While it is relatively easy to identify the owner of real property or of 
registered shares, the ownership of bearer shares, foreign currency, and 
certain other assets is difficult to establish. Because such presump- 
tive methods are more easily applied with respect to certain kinds of 
property, these presumptions tend to discriminate against taxpayers who 
own such assets. Valuation of assets, particularly in an inflationary 
setting, also constitutes a major problem. Presumptions based on net 
wealth encourage taxpayers to increase their liabilities. 

3. Presumptions based on gross receipts 

Francophone African countries have been pioneers in the 
establishment of minimum corporate income taxes. These taxes were 
originally introduced as fixed Lump-sum amounts that were the same for 
all corporations whatever their size or volume of operations. This tax 
could be credited against the regular corporate tax but no refunds were 
allowed if the minimum tax exceeded the corporate tax. Because of the 
regressivity of the minimum tax, it was replaced in many of these 
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countries by another form of minimum taxation based on the notion that a 
corporation’s income tax payments should be equal at least to a percent- 
age of its gross receipts. This percentage ranges from less than 0.5 
percent in certain countries to 2 percent in others. In a number of 
these countries the previous lump-sum minimum tax was no: repealed, so 
it coexists with the minimum tax based on gross receipts. Corporations 
are required to pay, as a mininum tax, the Larger of the two sums. In 
jome francophone African countries the minimum tax extends also to 
individuals. The minimum tax based on gross receipts is equivalent to a 
simple presumption of income. For example, if the corporate tax rate in 
a country that applies this system is equal to 40 percent of net profits 
and the minimum tax is equal to 1 percent of gross receipts, authorities ’ 
are acting as if all corporations earn a minimum net taxable income 
equal to 2.5 percent of their gross receipts. 

In 1983 Colombia established a general presumption of net income, 
based on gross receipts, applicable to all taxpayers, individual and 
corporate, except those whose main sources of income are wages and 
salaries, The Law presumes that net income amounts to at least 2 percent 
of gross receipts. As may be observed, in this instance we are dealing 
with a presumption of net income, i.e., a presumed tax base. In the -- 
francophone countries that apply a minimum tax, the fraction of turnover 
set out in the law is the minimum tax. 

Like presumptions based on net wealth or on ownership of particular 
assets, presumptions based on gross receipts are not a panacea for tax 
administrations attempting to improve taxpayer compliance. En most 
developing countries concealment of gross receipts is a favored method 
of tax evasion. Presumptions of income based on gross receipts thus 
mainly affect taxpayers who cannot easily conceal gross receipts (e.g., 
large corporations). As a result of such presumptions, corporations 
with genuine Losses are created in the same manner as corporations that 
artificially reduce their profits by such methods as manipulating 
transfer prices. ALL corporations with the same turnover pay the same 
tax. For smaller enterprises that have previounly concealed a portion 
of their gross receipts and continue to do so, t;rf introduction of a 
presumption of net income based on turnover is of Little consequence and 
has no material effect on their tax Liability. 

Determining the net wealth of taxpayers is much less difficult for 
tax administrations than checking the gross receipts of businesses other 
than Large corporations. Furthermore, it must be borne in mind that 
currently many countries impose general sales taxes at fairly high 
rates. Thus, taxpayers have a double incentive to conceal gross 
receipts: to evade the sales tax and to evade the income tax. 

4. Presumptions based on visibLe signs of wealth I_. --- 

The income tax Legislatian of severaL countries includes presump- 
tions of income based on visible signs OF wealth. ?hese presunpt ions 
apply only to individuals. In some countries, such as tirazii and Peru, 
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the tax department is empowered, in somewhat general terms, to presume 
income9 higher than those reported by taxpayers on the basis of visible 
signs of wealth. It is left to the administration to decide which signs 
of weai.:h to use and what level of income to attach to them. 

In other countries, including France, Italy, several francophone 
African countries, and, until 1978, Spain, presumptions based on visible 
signs of wealth are carefully specified in the income tax act. The 
signs of r!eatth that must be considered are described and each is 
assigned an income equivalent. Such signs of wealth usually include the 
taxpayer’s main and secondary residences, number of domestic servants, 
automobiles, yachts, private planes, and race horses. 

Presumptions of this nature have existed for decades in many 
countries. These and other presumptions of income were established to 
provide tax administrators with an instrument to support additional 
income assessments in cases where it was difficult to establish how much 
: ncome was unreported. In some countries the rationale for these 
presumptions has changed over the years. They are now considered a 
means to ensure chat taxpayers who enjoy a luxurious Life-style pay an 
appropriate amount of tax even if they faithfully report all their 
actual. income. In other words, the presumption currently serves an 
equity or “public morality” objective. 

In prsccice, presumptions based on visible signs of wealth have 
proved difficult to apply. When they are established in general terms, 
tax administrators are hard pressed to decide which signs of wealth to 
use as a basis for the presumption and how to establish the income 
equivalent of each. In those countries in which both the signs of 
wealth and their income equivalent have been specified in the statute, 
the inflexibility of the provisions may lead to considerable unfair- 
ness. Recognizing these problems, tax departments tend to apply these 
presumptions cautiously and only when additional assessments cannot be 
supported by other means. One of the areas in which such presumptions 
have proved useful is in supporting assessments on illegal incomes, such 
as those derived from racketeering and drug traffickiog. 

5. Esti,nated assessment methods 

Many developing countries and some developed ones apply methods for 
estimating the i;?come of “hard-to-tax” taxpayers. These taxpayers are 
mainly individual proprietorships, farmers, and professionals. France, 
with its forfait method, has inspired a number of other countries to 
adopt similar systems. Rut CO successfully implement a forfait system 
several requirements must be met. First, the tax department must have 
the technical resources to make detaiied studies of profitability by 
type of activity Second, an adequate number of tax officials must be 
available to verify information provided by taxpayers abo~zk the charrlc- 
teristics of their business. Third, because the fcrfa! t i rrvo17es ---.- .- 
di.scussions between officials and ;a.-.:;~;~erj fh3$rdine the level or: the 
;1ssessment, oEficials must be strictly super.Jised and adequately paid. 
Otherwise, the system creates strong incen&i-Jes f0r corruption. 
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Not many tax administrations can fulfil.1 these requirements. Those 
countries that have tried to implement systems similar to the forfaiz 
without adequate resources have ended up with a highly flawed system. 
One of the principal obstacles has been the lack of resources to draw up 
detailed sectoral profitability studies. Some countries have managed to 
study a half dozen sectors, and no more. In such circumstances, 
discussions between officials and taxpayers about assessments are based 
mainly on subjective impressions. This has led to unrealisric assess- 
ments and to corruption among tax officials. 

:,I their search for more objective systems for estimating incomes, 
a number-of countries have tried to adapt the system developed origi- 
nally in Israel under the name of tahshiv. This system emphasizes the 
use of objective factors and indexes to estimate the income of taxpayers 
who do not keep adequate books and records. Physical inputs and factors 
such as the number of employees are highly important for the determina- 
tion of each enterprise’s income. If, for example, the enterprise to be 
assessed is a barbershop, the assessment guidelines (tahshiv) for this 
activity will contain instructions for estimating the enterprise’s 
income according to the different kinds of services provided, the 
equipment of the establishment, i+_s location, work schedules, and the 
number of barbers. Each tahshiv is prepared nfter detailed research and 
visits to a representative sample of businesses. The average profit- 
ability of the sector and its relationship to specific factors and 
indexes is discussed with representatives of the sector before the 
tahshiv is issued. More than 80 tahshiv have been developed. --- 

Some aspects of the Israeli experience with standard assessments 
have been criticized. Some taxpayers whose incomes are above the 
averages on which the tahshiv sre based pretend that they do not have -- 
adequate books and records to esrablish their actual income. The heavy 
reliance of the tahshib on precise factors tends to transform the tax on 
income into a tax on the factors set out in each tahshiv. Taxpayers are 
therefore motivated to alter these factors in their: business establish- 
ments in order to obtain a Lower assessment. 

In spite of these defects, the Israeli system has been imitated by 
other countries. Korea, for example, has introduced a standard assess- 

-ment along the lines of the tahshiv. Other developing countries have 
made efforts in this direction, but few have made much headway. 

Faced with the task of estimating the income of “hard-to-tax” 
taxpayers, some developing countries have devised simple solutions that 
in practice depart radically from the precepts of income taxation. r’or 
example, Ghana developed a standard assessment system in the early 1960s 
that resulted in fixed lump-sum payments for different activities. 
These payments were established by determining the average taxable 
income of a few taxpayers selected ar random from each class of self- 
employed taxpayers. Although the lump-sum payments were established as 
a minimum incoine tax, in practice most taxpayers subject to standard 
assessments paid only the prescribed lump-sum amounts. As regards 
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farmers, a number of countries have attempted to assess their income on 
the basis of t.he potential output of their land. Professionals, on the 
other hand, are sometimes assessed a minimum income tax based on some 
estimate of average potential earnings. 

Most developing countries have not solved satisfactorily the 
problem of how to estimate the income of “hard-to-tax” taxpayers. This 
is of special concern to tax administrators in countries in the earlier 
stages of development, where relatively few taxpayers can be taxed on 
actual incomes. In one such country only 14 taxpayers out of the 850 
largest businesses were able to submit acceptable income statements in 
1985. Middle-income countries are also searching for better ways of 
presuming incomes for “hard-to-tax“ taxpayers. Their objective is to 
devise estimation methods that will not divert an excessive proportion 
of administrative resources from more productive work. In Portugal, for 
example, 35,003 enterprises paid profits tax on actual incomes in 1983, 
while approximately 340,000 businesses paid tax on a presumptive base. 
Yet the 35,000 enterprises that paid on actual incomes accounted for 
three-quarters of total profits tax collections. In these circum- 
stances, tax administration officials must strive to minimize adminis- 
trative involvement with low-yield taxpayers, without abandoning efforts 
to collect some tax from all enterprises. 

6. The administrative case for presumptive taxation methods 

fn the context of advice to a particular developing coun-try at 
least one author has come out strongly against presumptive methods. In 
referring to Colombia, Richard Bird concluded that no attempt should be 
made to employ presumptive income methods because: 

(1) Problems are encountered in selecting factors that should 
form the base of a presumptive income tax, i.e, whether to choose gross 
sales, value of property, number of employees, rent or inventory. 

(2) The likelihood that the presumptive tax (which would not 
really be a true tax on net income but a tax on the factors on which the 
presumed income is based) will tend to be shifted in an arbitrary and 
haphazard marAiler, 

(3) The possibility that the use of presumptive techniques 
will actually discourage the keeping of books and records. 

Bird concludes that “any presumptive tax would have to be highly 
complicated in order to be effective, and would very likely be as 
difficult to administer fairly and effectively as the regular income 
tax.” l/ 

1/ See Musgrave and Gillis (1971) p. 009. 
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Despite the difficulties mentioned it is clear that a need exists 
in developing countries for simple methods to tax the “hard-to-tax” 
groups that now escape income taxation. Presumptive methods by nature 
cannot be exact, but may well be preferable to ad hoc judgmental 
assessments using unspecified criteria. As noted above, taxation is the 
act of the possible and simple presumptive methods are a needed tool in 
the tax administrator’s arsenal. 

V. Summary and Conclusions 

This paper has dealt with a topic which, although important, has 
attracted very Litt1.z attention from public finance experts. However, 
as we have shown, presumptive taxation is widely used in many countries, 
both developing and industrial. In most cases, this approach has been 
followed for administrative reasons: to tax incomes which the tax 
authorities felt would be otherwise difficult to reach. Presumptive 
incomes have thus been considered proxies for actual incomes. The paper 
has argued that public finance scholars should pay more attention to the 
efficiency implications of presumptive taxes. A well-designed 
presumptive approach can result in a tax system that, in sume of its 
aspects, could be superior, from an efficiency point of view, to one 
that relies on actual incomes. The reason for this is very simple: 
when categories of individuals are taxed on the basis of some average 
estimate of the income that they produce , any excess over that average 
is implicitly taxed with a zero rate. If one assumes that individuals 
respond to incentives of this type , the conclusion must be that there 
could be efficiency gains from the use of presumptive taxes. Of course, 
the precise way in which these taxes would be designed and implemented 
is Left for future research to determine. 

One clear conclusion is that presumptive taxes require a consider- 
able amount of administrative input if they are to be based on realistic 
and objective criteria, One could object that if a country is willing 
to invest its resources to design and administer a good presumptive 
system of taxation, then why not spend that money to improve the modern 
income taxes, based on actual income. The answer to this question is 
that in many cases the modern approach to income taxation is just not 
possible. 

The authors hope that this paper will stimulate some interest in 
what they consider an important but forgotten area, so that, as 
knowledge of the administrative, equity, and efficiency implications of 
presumptive taxes increases, a more informed assessment of their 
potential in modern tax systems can be made. 
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