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ABSTRACT

This study aims to analyze the tax burden in developing nations with special reference to Sri Lanka,
Taxation is a crucial source of revenue for public services, but there are still obstacles in the way of
efficient tax collection, especially in developing countries like Sri Lanka. The present study
investigates the tax burden in Sri Lanka and suggests strategies to address obstacles related to tax
collection. The report makes three major recommendations based on the body of current literature
and research: increasing the tax base, lowering tax rates, and enhancing tax administration. While
lowering rates can improve revenue collection without worsening inequality, expanding the tax base
is necessary to offset revenue loss from both legal and illicit tax evasion. Increasing efficiency and
legitimacy need better tax administration, especially via the use of contemporary technologies.
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Through the implementation of these measures, policymakers may improve the fiscal sustainability,
fairness, and efficacy of taxes, eventually supporting public finances and helping the underprivileged

and common people.

Keywords: Tax administration; direct and indirect taxes; developing countries; Sri Lanka.

1. INTRODUCTION

Taxes are essential for funding public services, a
fact widely acknowledged. However, a lot of us
voice our concerns, show how disappointed we
are with our existing system, and even look for
methods for avoiding them. Those involved in
crafting and executing tax systems, much like
those attempting to evade them, perceive
themselves as highly sensible individuals,
adapting to their environment as they perceive it

[1].

"Taxes represent the price we have to pay for
society." - Former Justice Oliver Wendell Holmes
of the United States Supreme Court Income
taxation is a necessary element of progress.
Every country's economic and social stability is
acknowledged to be contingent upon the
presence of a comprehensive and well-
functioning tax system. Development is
consequently hampered by the lack of such a
comprehensive and modern tax system. Over the
past thirty years, issues and worries about taxes
have often surfaced as major roadblocks to Sri
Lanka's economic development. Even after
becoming a middle-income country, Sri Lanka
has struggled with several ongoing problems with
its tax system [2].

The principal aim of taxes is to finance public
services and achieve income redistribution by
means of payments to households with lower
incomes, therefore representing a social contract
between the general public and their
government. The willingness of residents to pay
taxes in exchange for government services is
influenced by this mutual agreement. Tax
compliance rates are frequently a good indicator
of how well public services are delivered; poorer
compliance is a result of unhappiness. The
government of Sri Lanka offers a range of public
services, yet revenue collection is inadequate,
maybe because of residents' ignorance or
discontent with the standard of care. This deficit
highlights the necessity for a strong tax structure
to guarantee equal service delivery as it causes
citizens to look for private alternatives and be
reluctant to pay for underused public services [3].
Nevertheless, the amount of taxes collected falls

well short of what is required to pay for these
public services. This deficiency may result from
poor public service quality and accessibility or
residents' ignorance of their part in the social
compact. As a result, people prefer private
services over public ones and are reluctant to
pay for services they believe are underused.
Governments cannot serve all residents with
exceptional public services without they have a
strong tax system [3].

Developed countries usually rely mostly on direct
taxes to generate their income; indirect taxes are
less important. In contrast, indirect taxes account
for a larger portion of government revenue in
developing nations like Sri Lanka, with direct
taxes making up a smaller portion. However, it is
generally acknowledged that emerging nations
like Sri Lanka should progressively shift from
their reliance on indirect taxes to direct taxes as
part of their development process. This is based
on both theory and the experiences of developed
and fast-rising nations. Sri Lanka remains behind
in this transformation. Over 83.6 percent of the
entire tax income during this time was generated
by indirect taxes, with direct taxes making up
only 16.4% of the total [4].

The tax system in Sri Lanka must deal with two
major obstacles. First off, throughout the
previous thirty years, the proportion of taxes to
GDP has consistently decreased, down to 8.4
per centin 2020 [5]. The preceding information
suggests that Sri Lanka's government revenue is
significantly low, resulting in continuous budget

deficits and adversely affecting its financial
stability [6]. Second, income taxes are not
generating enough money, leading to an

overreliance on indirect taxes. Worries about the
makeup of Sri Lanka's tax income are raised by
this discrepancy [7]. Statistics show that
throughout the last three decades, both problems
have gotten worse even though they have
advanced to middle-class positions.

The amount of taxes collected in Sri Lanka has
consistently declined, from 19.9% of GDP in
1990 to 7.3% in 2022. Tax collection has not kept
up with the growth in national wealth, as seen by
the GDP per capita rising from $472 in 1990 to
$3,474 in 2022 [3].
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The nation's revenue collection system is
severely imbalanced, with indirect taxes
accounting for 69.5% of total tax income. The
substantial informal sector, which is difficult to
tax, is to blame for this over-reliance on indirect
taxes. Over time, the direct-to-indirect tax ratio
has continuously remained close to 20:80.
Despite a steady increase from around 15% of
total tax income in 2000 to 31.5 per cent in 2022,
direct taxes have stayed at a low level of roughly
2% of GDP for the previous 20 years, falling
short of the rate of economic growth. The tax
system has fundamental weaknesses that are
responsible for the constant fall in revenue. The
frequent and arbitrary changes in taxation are
one major problem [3].

Another finding revealed that a constant difficulty
for many governments, including Sri Lanka, is
the fiscal deficit. Although there are several ways
to deal with budget deficits, raising taxes is
thought to be the best course of action because
of the negative effects of other options like
creating money and taking on debt. Even though
increasing tax revenue is important for economic
growth, Sri Lanka has had trouble raising enough
money from taxes to cover its public service
spending. The nation has several problems, such
as a falling tax ratio, sluggish tax composition
changes, disappointing results from changes to
the tax system, and low productivity and
efficiency of the value-added tax (VAT) [7].

Many emerging economies encounter significant
fiscal hurdles: they must increase spending,
improve spending efficiency, raise taxes, and
enhance tax administration. The international
development community expects them to
address these challenges while also considering
the implications of fiscal policies on various
pressing issues, such as informality, poverty
alleviation, and gender equality. Additionally,
decision-makers  must  ensure  economic
sustainability, as large unmanaged deficits are
currently unfashionable. Moreover, they must
also prioritize their political viability while making
these decisions.

Most traditional fiscal policy assumes that it is
legitimate to raise taxes. Traditional study in this
area focuses on incentives-based restrictions
when discussing taxation limitations. These
benefits are related to political dynamics,
institutions, and knowledge asymmetry. Tax
restrictions rarely take the state's administrative
capacity into account. Nevertheless, incentive
restrictions by themselves are unable to explain

the notable worldwide and temporal fluctuations
in income levels. High-income nations often
collect approximately forty per cent of GDP in
taxes, whereas those with low incomes typically
collect between 10% and 20% [8].

Practicality who believes in the independence of
thought  frequently  discover  themselves
influenced by the ideas of earlier economists.
International tax tactics are moulded not just by
ideas and particular groups, but also by changing
economic circumstances, regulatory restrictions,
developments in technology, and, most
importantly, the political environments in which
these components operate (Keynes, 1963).

All nations that are developing, like Sri Lanka,
face a variety of general obstacles while putting
in place tax structures that are customized to
their uniqgue needs and efficiently funding
essential public spending. Developing countries
want to raise their tax-to-GDP ratios to reduce
deficits in their budgets, improve services, and
maximize the effectiveness of their tax systems.
Like most  developing countries, has
implemented several tax changes in recent
decades [1]. These include the establishment of
the developing countries Revenue Authority, a
revenue agency; simplification of the tariff code;
reorganization of the tax system; reduction of tax
exemptions; revision of tax laws, including the
Income Tax Act; and establishment of a strong
system for tax investigations and litigation.

The need for increased revenue generation has
been a major motivator for legislative changes in
rising economies. When compared to other
methods of resource mobilization such as deficit
financing or monetary expansion, the necessity
of producing more revenue in the face of
significant expenditures has become even more
pressing. The goal of restructuring tax regimes is
to maximize the amount of money extracted from
the reorganization project [9].

Significant budgetary deficits are a recurring
problem for many countries. Unbearable budget
deficits have led to considerable financial
instability in various emerging economies
throughout the last three decades [10].

Tax effectiveness seeks to maximize tax revenue
collection and reduce tax evasion, while tax
fairness assures an equitable allocation of the
tax burden based on individuals' willingness to
pay. On the other hand, fiscal viability pertains to
the ability of the government to keep a balance
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between revenue and expenses, hence
preventing an unwarranted build-up of public
debt. The required tax components—which
include tariffs, levies, and contributions—
determine the tax burden about GDP. Within this
framework, two forms of tax burdens emerge the
imposed tax burden, affected by tax rates,
contribution levels, and GDP, and the accepted
tax burden, driven by actual taxes, levies,
contributions collected, and GDP. One important
indication of the general fiscal pressure on an
economy is the tax burden indicator, which is
reported as a percentage of GDP. It is essential
to understand the fiscal policies and economic
performance of a country. Ene, [11].

In Sri Lanka, the income tax is progressive, and
the tax is distributed inequitably among the
income  groups [12. A key policy
recommendation based on the findings of the
study conducted by Liyanage & Amirthalingam
[13] is that both direct and indirect taxes have
been found to have a long-term impact on the
country’s GDP, which Sri Lanka should consider
when changing its tax structure. While changing
the tax policy, the policymakers must be careful
and consider the real economic impact over than
the political motivation [13]. A study conducted
by Asel et al., [14] found a positive impact of tax
level on the short and long-term economic
growth of Sri Lanka. In terms of tax structure, the
expected negative impact on tax structure, is not
significant, especially for income taxes. However,
an empirical study conducted by Kesavarajah
[15] found income taxes have a significant
negative impact on output growth. Further, the
study reveals, that while total tax burden and
excise taxes have no significant impact on Sri
Lanka’s economic growth, total income taxes,
other taxes and foreign trade have a negative
impact and consumption taxes (VAT) have a
positive impact. Therefore, the purpose of this
research is to examine the views of developing
countries toward tax burden while offering
empirical responses based on a review of the
relevant literature.

2. SIGNIFICANCE OF TAXATION

To raise money for government expenditure in a
way that is equitable, efficient, and controllable
administratively is the main objective of taxes
[16]. A country's tax structure affects several
macroeconomic variables, including inflation,
public debt, economic growth, and fiscal deficit.
On the other hand, the tax system of a nation is
greatly influenced by its macroeconomic

situation. There is a relationship between the tax
system and the rate of economic growth and
development. There is a claim that a nation's tax
base is significantly impacted by its economic
progress [17].

In medium-term development plans, tax is a key
tool for raising income and reducing dependency
on debt-financed capital inflows while increasing
government savings and local investment [18].

One of the main goals of economic development
policy, according to Lewis [19] is to increase the
share of tax income in GDP. As economies have
developed, high-income countries have seen an
increase in the percentage of tax collection and
government spending compared to income.
Comparing nations with different per capita
income levels also usually shows that wealthier
countries have larger national income ratios for
government spending and tax revenue than do
poorer ones. There appears to be a
corresponding surge in demand for government
services as per capita income grows.

Development-focused services including
education, research on agriculture, including
outreach services are usually prioritized by
developing countries in addition to normal
government spending. To effectively pay for
ongoing government costs, government revenue
may thus need to increase at a pace faster than
the growth of the national income. Infrastructure
development also becomes essential and
inevitable given the continuous urbanization
process that is occurring in almost all emerging
nations. Spending on social development tends
to increase along with economy. To promote
prosperity and combat poverty, developing
nations need to devote more funds to healthcare,
education, and public infrastructure [4].

The limited capacity of developing nations to use
the tax system for income redistribution is a
result of many issues. First off, compared to
wealthy countries, emerging countries’ tax
structures are far more complex and include less
income and wealth taxes. Second, wage
withholding taxes frequently make up most
individual income taxes in emerging nations.
Contributions from the work sector often account
for more than 90% of total personal income tax
receipts. Furthermore, several nations' tax laws
have placed limitations on tax administration,
therefore shielding forms of income—such as
income from overseas assets kept abroad—from
taxes. Thirdly, implementing effective income
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and wealth taxes can be politically challenging in
many countries. While tax legislation may aim to
be progressive, in practice, it may not impose
significant tax liabilities on the upper classes [20].

Economic development that is inclusive and
sustainable requires a well-functioning revenue
system. Nonetheless, several emerging nations'
revenue systems have serious flaws. The
development and growth of businesses are
facilitated by governmental investment on
physical, social, and administrative infrastructure.
Furthermore, the revenue system is essential to
maintaining a strong citizen-state bond that
underpins responsible, efficient, and long-lasting
government. Increasing the tax system's
efficiency is a common goal of tax changes. This
suggests that the administrative, compliance,
and economic expenses related to revenue
growth will be decreased under a revised tax
structure. Although this could be true in the
medium to long run, implementing a new regime

comes with upfront administrative and
compliance  expenditures. Moreover, non-
economists may perceive the progressive

dynamic benefits that arise from the redistribution
of production elements or commodities and
services into higher-value applications with
skepticism [21].

There isn't a single tax policy that works for all
emerging nations to spur economic expansion.
While certain nations with low tax loads have low
growth rates, others with high tax burdens have
strong growth rates. Regarding the effect of
taxes on economic growth in emerging nations,
there is no simple solution, despite a great deal
of theoretical and empirical study as well as
policy  discussions.  Theoretical literature
contends that taxes impede economic growth
because they can distort economic activity,
whereas lower tax rates may encourage
profitable investment. Nevertheless, empirical
research shows that growth rates and tax burden
have both positive and negative correlations. As
a result, future tax collections may be greater if
the ideal tax rate for maximizing economic
activity is lower than the current tax burden [22].

3. PERSPECTIVE OF
DEVELOPING COUNTRIES

TAX IN

Taxation has several uses, such as funding
public goods, correcting market defects, and
redistributing money to promote social fairness.
While efficiency objectives are connected to the
pursuit of economic growth, redistributive

policies, and the provision of public goods like
health and education improve social justice,
especially equality [23].

One essential component of government is
taxation. Not only is it a matter of financing public
services, but it is also a subject of debate,
protest, and avoidance. The way that tax
systems are designed and implemented is
influenced by how people feel about them. Tax
policy experts frequently identify as pragmatic,
yet as Keynes (1936) famously pointed out,
pragmatic people are frequently shaped by
earlier economic ideas. Political institutions play
a significant role in shaping tax policy in addition
to ideologies and special interests. Developing
nations deal with comparable situations.
Institutions, ideas, and interests all have a
significant impact on how tax laws are shaped.
There is no one-size-fits-all tax system since
every nation has different conditions. The best
tax system must consider several variables, such
as the economy, administrative ability, the
demand for public services, and the availability of
alternative funding sources like assistance or
natural resources. Furthermore, intangible
elements like tax morale, tax culture, and public-
government trust are as crucial to consider
(Keynes, 1963).

In 2016, data was analyzed using the dynamic
panel generalized method of moments (GMM)
estimation. The findings revealed a significant
negative correlation between direct taxes and
economic growth, while the impact of indirect
taxes appeared positive but statistically
insignificant. Furthermore, the study identified
that direct taxes made a notable and positive
contribution to total tax revenue compared to
indirect taxes. Ultimately, the study concluded
that a tax structure predominantly reliant on
direct taxes, such as those imposed on income,
profit, and capital gains, may be detrimental to
economic growth but proves to be more efficient
in terms of tax collection within a country [24].

The empirical literature on the effect of taxes on
economic growth in emerging nations will be
reviewed in this study. Using GMM panel data
analysis, one study examined the impact of
Value Added Tax (VAT) on the economic growth
of nineteen developing nations between 1995
and 2010. The findings showed that VAT had a
detrimental effect on capital accumulation, with
sources other than savings and capital
accumulation responsible for the favourable
impact on economic development [25]. Another
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study used secondary data using descriptive,
correlation, and regression analysis to ascertain
the impact of tax incentives on economic growth
in Kenya. The results indicated that the GDP
growth rate and tax incentives had the opposite
association, while the GDP growth rate and
investment levels, the productive population, and
literacy levels all showed the same positive link
[26].

Eugene and Abigail [27] used OLS regression
analysis to look at how tax policy affected
economic development in Nigeria during 20
years, from 1994 to 2013. The findings showed
that taxes had a considerable impact on Nigeria's
economic growth, with indirect taxes having a
stronger positive correlation and direct taxes
having a lower one.

Lumbantobing and Ichihashi [28] used panel
data from 65 nations from the 1970s to 2006 to
examine how a country's tax structure affects its
economic growth rate and income distribution.
According to their study, personal income tax
rates had no discernible effect on either
economic growth or income inequality, while
corporate income tax rates were substantially
correlated with both.

The structure of tax systems in countries is
influenced by several factors, including the
demand for increased public services, the ability
to effectively levy taxes, and preferences for
achieving specific public policy objectives such
as income and wealth distribution and economic
growth rates, both nationally and regionally.
Kenny and Winer [29] conducted a recent study
based on observations from 100 countries over
the period of 1975-1992, revealing that countries
tend to utilize all tax bases more as tax levels
increase: higher spending correlates with higher
taxation. Additionally, the reliance on different tax
bases over time increases, particularly on bases
that become relatively more significant, such as
oil revenues in oil-producing countries. Moreover,
demonstrate that taxes on bases tend to
increase when the administrative costs of
imposing those taxes decrease. For instance,
higher education levels lower the cost of
imposing personal income taxes, leading to
increased reliance on such taxes Kenny and
Winer [29].

Furthermore, the degree to which reliance on
certain revenue sources may produce effective
political resistance is suggested by Kenny and
Winer [29] to be a crucial factor determining tax

structure  decisions. They contend that
proponents of tax reform should explain any
significant changes to a nation's tax structure in
terms of the political balance that already exists.
Developing nations have several obstacles while
creating and executing appropriate tax policies.
Large traditional agricultural sectors are difficult
for many nations to tax, and it is also challenging
to reach other possible tax bases including small
companies, the unorganized portion of the
economy, and international investments. These
nations used to mostly rely on border taxes to
regulate international commerce, but pressure to
liberalize trade is making it harder and harder to
take advantage of this revenue stream.

These nations used to mostly rely on border
taxes to regulate international commerce, but
pressure to liberalize trade is making it harder
and harder to take advantage of this revenue
stream. Tax bases usually rise with economic
expansion, but globalization may also make
budgetary problems worse. It gets harder to
impose taxes on capital income as nations grow
and integrate into the global economy, which
might exacerbate domestic inequality and put
political pressure on the tax code. Significant
obstacles beset tax authorities in emerging
nations, and things are not anticipated to get
better.

4. |ISSUES OF TAXATION IN SRI LANKA

Primarily, tax revenue hinges on the size of the
tax net, encompassing individuals and
businesses obligated to pay taxes. A broader tax
net typically translates to higher tax revenue.
Secondly, tax rates exert a significant influence
on tax revenue, although the relationship
between them is not always straightforward. Tax
rate adjustments may not consistently correlate
with changes in tax revenue due to dual effects.
While higher tax rates may boost revenue from
individual taxpayers, they could also dampen
production or income, as individuals may be
disinclined to work or produce in light of
increased tax burdens [2]. Consequently, the
impact of tax rate variations on tax revenue is
nuanced. Nonetheless, empirical evidence
suggests that this phenomenon is less applicable
in most developing nations, where low tax rates
typically yield lower tax revenue [30]. Thirdly, tax
revenue is substantially influenced by the
effectiveness of tax administration authorities in
tax collection. This entails factors such as the
registration of individuals and businesses with
tax authorities like the Inland Revenue
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Department (IRD) and the Sri Lanka Customs
and Excise Department, as well as their ability to
monitor income records. Fourthly, tax revenue is
also shaped by tax thresholds, with higher
thresholds often resulting in lower revenue by
exempting more entities from taxation.
Additionally, the complexity of the tax regime, the
efficiency of tax administration systems, and the
granting of tax concessions and exemptions
among other factors, further contribute to the
determination of tax revenue levels.

It is no exaggeration to say that tax revenue is
the one of the main sources of income for a
country. However, there are several challenges
to be faced related to the tax revenue. Based on
a detailed study past research papers by
Amirthalingam [4] and Bird [1] the following can
be listed as such challenges that can be
addressed in Sri Lanka.

4.1 Tax Ratio

The ratio of tax revenue to GDP is defined as the
tax ratio. The tax ratio should be a certain
percentage of GDP. According to Kaldor [31] if a
country wants to be developed, it should have
tax revenue of 25% - 30% of its GDP. Based on
this, the following information was obtained while
examining the report of the CBSL from 2018 —
2022 regarding the ratio of tax revenue as per
GDP in Sri Lanka.

Table 1. Report of the CBSL from 2018 — 2022
regarding the ratio of tax revenue as per GDP

in Sri Lanka
Year Tax Revenue as Per GDP (%)
2018 11.9%
2019 11.6%
2020 8.1%
2021 7.7%
2022 7.3%

activities such as tax exemptions, the level of tax
collection is constantly lower than the optimal.
Apart from these, political factors will also cause
the tax ratio to decrease.

the

4.2 Issues Faced by Tax

Administration

Generating revenue from tax rate changes
requires effective tax administration. No matter
what good tax policy is implemented in the
country, it will be of no use if there is no proper
tax administration [1]. A country’s tax
administration may become less efficient due to
many issues. When analyzing the annual
performance reports of IRD to find such issues of
tax administration in Sri Lanka, we were able to
identify the followings. (i) enforcement of
taxpayer compliance, (i) tax administration
during the COVID-19 pandemic and lockdown
periods, and (iii) increasing e-filling, for the period
of 2018 to 2022.

4.3 Composition of Direct and Indirect
Taxes

Typically, when looking at the tax revenue of
developed countries, the contribution of direct tax
in total tax revenue is higher than indirect tax.
However, in developing countries, it is vice versa.
Which means, the indirect tax contributes more
than the direct tax. In order to confirm this, the
annual performance reports of Sri Lankan IRD
contain the following information.

Table 2. Annual performance reports of Sri

Source: Annual Report of Central Bank of Sri Lanka
(2018 to 2022), Annual Performance Report of Inland
Revenue Department (2019 to 2022)

From the above Sri Lanka’s tax ratio is less than
25%. The Sri Lankan tax revenue has not
reached the level stated by Kaldor. Thus, low tax
revenue may prolong Sri Lanka’s growth period.
A study conducted by Waidyasekara [32] states,
in Sri Lanka, due to complexity of legislations
related to taxation, lack of fiscal sustainability, tax
administration weaknesses, lack of elasticity and
float of fiscal system, tax concession and
amnesty, and unplanned and ad hoc fiscal

Lankan IRD

Year Direct to Indirect Tax Collection
Ratio
Expected to Achieved
achieve

2019 60:40 20:80

2020 60:40 45:55

2021 60:40 45:55

2022 60:40 30:70

Source: Annual Performance Report of Inland
Revenue Department (2019 to 2022)

Based on the above data, Sri Lanka is
expecting to achieve a ratio of 60:40 as its direct
to indirect tax collection ratio. Although not
achieved its target in 2019, 2020 and 2021 can
be seen to be a little closer to the target.
However, in the year 2022 it has fallen from the
previous year.
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Fig. 1. Source: Annual Report of Central Bank of Sri Lanka (2013 to 2022)

According to the one of the study revealed that
there is a major imbalance in the distribution of
tax burden in Sri Lanka's tax structure, with a tiny
minority of individuals and companies bearing an
excessive proportion of the tax cost. It draws
attention to the fact that 32.95% of individuals
pay about 98.5 per cent of this tax category,
although just 10.9 per centof taxpayers pay
approximately 87.93 per cent of resident
personal income taxes. In addition, the research
highlights the difference in registered individual
taxpayers, of whom about 43.76 per cent have a
low tax burden of only 0.97 per cent. A
comparable trend may be seen in corporate
taxation when the majority of tax income is
generated by a small number of corporations.
Remarkably, 66.77 per centof business
taxpayers record negative income, meaning they
have losses, and 13 per centof corporate
taxpayers bear nearly the whole income tax
burden (99 per cent). The results highlight the
disparity in the population's share of tax liability,
indicating that Sri Lanka's existing tax structure is
unfair. The report makes suggestions for
resolving these differences, which could apply to
Sri Lanka as well as other developing countries
dealing with comparable issues. In summary, by
highlighting the need for a more equal system,
this work enhances the body of knowledge and
provides future researchers with insightful
information [12].

5. SOLUTIONS FOR TAX CHALLENGES

In the previous section, what kind of challenges
are being faced in relation to tax collection has

been explored. This section explores ways to
overcome such challenges. When examining
such solutions, it was found that the research of
Bird [1] suggested (i) broadening tax base, (ii)
reduce rates, and (iii) improve tax administration
as solutions. When examining how these
solutions could address the challenges faced in
Sri Lanka, the following were identified.

5.1 Broadening the Tax Base

Much of the discourse on taxation in developing
nations often assumes that the tax base is
inherently fixed and only requires effective
exploitation, such as reducing exemptions and
expanding the tax net. While these measures are
crucial in many contexts, this perspective is
overly narrow. Tax bases are not predetermined;
they can be nurtured or eroded based on how
taxes are collected. Tax policies can either
encourage or discourage the formalization of the
economy, influence the growth of taxable entities
like imports, and shape economic development
in various ways and for various objectives.
Despite their significance, these developmental
impacts of tax policies are often overlooked
amidst the complexities of politics and fiscal
analysis. Yet, over the long term, how taxes are
collected from different sources can profoundly
impact not only economic growth and income
distribution but also the future level and
composition of tax revenues themselves.
Hence, there is a pressing need to pay more
attention to the long-term effects of policy
decisions on both tax design and tax
administration [1]. Consider four commonly
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posed questions regarding tax policy challenges
in developing nations:

(1) Should consumption taxes be favored over
income taxes?

(2) Are broader tax bases always preferable to
narrower ones?

(3) Should tax policy aim to shrink the informal
economy?

(4) What should be the approach to tax
incentives?

While conventional wisdom typically offers
straightforward answers to these questions, such
as favouring consumption taxes, broader tax
bases, efforts to tax the informal sector, and
scepticism towards tax incentives, it is essential
to reconsider these answers through the lens of
long-term tax base policy development. In many
developing countries, personal income taxes
often resemble taxes on labour income and
serve as de facto consumption taxes [33].
However, these taxes often impose high effective
rates on investment, hindering growth without
achieving equity. Therefore, the actual operation
of taxes matters more than their classification as
income or consumption taxes. Moreover, equity
and growth can sometimes be reconciled. For
instance, while the poor must consume to be
productive, societal discontent with growth
inequalities often necessitates visible fiscal
corrections to sustain growth-facilitating policies.
Thus, effective value-added taxes (VATS) in
developing nations may sometimes exclude
significant portions of poor people's consumption
[34]. Additionally, while broader tax bases are
generally beneficial, poverty alleviation is
primarily achieved through targeted expenditures
rather than taxes. Nonetheless, heavy taxes on
items vital for the consumption of the poor should
be avoided to prevent exacerbating poverty
through taxation [35].

The tax base is believed to be severely eroded
by legal tax avoidance and illegal tax evasion in
most developing countries. This is mostly due to
poor tax administration. This leads to loss of tax
revenue, weak tax base, and high administrative
costs [36]. Thus, the tax base should be robust
and appropriate for the economy. A broad tax
base is critical to an effective public finance and
a good tax system. A study conducted by
Thilanka and Ranjith [37] recommends,
broadening the income tax base as a remedial
measure to enhance the fiscal performance of Sri
Lankan government which may indirectly be
beneficial for the ordinary and poor sections in
the country.

5.2 Reduce Rates

In general, countries tend to raise their tax rates
to increase tax revenue. Raising tax rates in the
current system is a politically more acceptable
approach but an economically less desirable one
[1]. His research reveals that raising rates when
tax administration is weak is unlikely to increase
revenue. Even as income rises, both inequality
and inefficiency rise.

Additionally, Over the past three decades,
challenges regarding taxation have consistently
emerged as significant hurdles in Sri Lanka's
economic development journey. Despite attaining
middle-income status, the country grapples with
persistent issues in its tax system. Particularly
concerning are the notably low tax revenue and
the inequity within the taxation framework. Data
reveals a troubling trend wherein Sri Lanka's tax-
to-GDP ratio has dwindled from 19% in 1990 to a
mere 11.5% in 2019, positioning it among the
countries with the lowest tax-to-GDP ratios
globally (World Bank, 2021). Additionally, the
nation faces considerable challenges regarding
its tax structure. As of 2020, over 80% of the
country's tax revenue stems from indirect taxes
like the Value Added Tax (VAT) and tariffs on
goods. These taxes are typically passed down to
consumers, resulting in uniform tax burdens
across income brackets. Furthermore, the
prevalence of low-income tax rates and tax

concessions  disproportionately places the
tax burden on average citizens, while
individuals in higher income brackets enjoy

comparatively lower tax liabilities relative to their
earnings [2].

5.3 Improving Tax Administration

A sound tax administration is essential to an
effective tax system. An unfair administration will
lead to a discredited tax system and weaken the
legitimacy of government action [1]. Further, his
research states, that world experience reveals
that the most essential factor for an effectual tax
administration is a clear recognition at the
highest political levels of the significance of the
task and a willingness to support good
administrative practices. Here it is best to go
ahead with these practices even if political
friends are hurt. Using modern technology in tax
administration is the best way to boost up the
administration. According to a study by Bird and
Zolt [38] the technology offers encouraging
pathways to at least partial solutions in many
developing countries.
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6. STRATEGIES BASED ON DEVELOPED
COUNTRIES

Information on taxpayers plays an important role
in improving the efficiency of a country’s tax
administration. Therefore, the collection of
information on all taxpayers in the country is an
effective process to improve tax administration
and achieve efficiency. According to the research
by Moore & Prichard [39] and Moran & Diaz de
Sarralde [40] tax administrations have developed
multi-channel taxpayer assistance systems to
collect tax information of tax payers. The usage
of online assistance channels has been
increased in high-income countries.

The role of modern technology in improving tax
administration is also vital. Alm et al. [41]
suggests that the development of blockchain
technology is a potential way to improve better
control of the activities of all types of taxpayers.
And the use of Artificial Intelligence (Al) has
paved the path for machine learning models,
tools which capable of predicting potential future
fraudulent behavior based on past history [42].

Registration and identification of taxpayers is
crucial for an optimal and efficient tax system
performance. Many tax authorities are focusing
more on establishment of unique Taxpayer
Identification Number (TIN). Some countries
have made it necessary to have a TIN to obtain
permits such as driving licenses, passports in
order to increase compliance with the TIN
(Martinez- Vazquez et al., [43]. Effective January
1%, 2024 in Sri Lanka, persons aged 18 or above
must register with the Inland Revenue
Department and obtain a Taxpayer ldentification
Number (TIN), which is required for all tax-
related activities [44-46].

7. CONCLUSION & RECOMMENDATIONS

The main objective of this study is to examine the
challenges faced in Sri Lanka about taxation and
their solutions. The above-mentioned challenges
and solutions were identified through the
examination of the studies of several researchers
and the reports of CBSL and IRD. The country’s
tax-related reports also confirm that Sri Lanka
being a developing country often faces the same
problems faced by other developing countries.
By properly addressing these challenges, Sri
Lanka will be able to make efficient use of its tax
system and achieve its future goals. Further, Sri
Lanka should take necessary steps to increase
the share of tax revenue in GDP, to reduce the

over-dependence on public debt and money
creation.

A comprehensive examination of Sri Lanka's
income tax system highlights several critical
concerns that must be resolved to guarantee
equity, openness, and efficiency. Sri Lankan
income tax is progressive, meaning that as
income levels grow, so do the effective rates.
The burden of income taxes is distributed
unfairly, nevertheless, with a tiny percentage of
corporate and non-business taxpayers providing
the lion's share of tax revenue. In the past, small
enterprises, services, and farm revenues have
frequently escaped taxes, whereas direct taxes
have historically been biased against salaried
workers and the corporate sector [12].

In modern society, taxes are the main source of
funding for government functions, allowing the
state to meet the changing needs and demands
of its people. The contemporary state has grown
because of political dynamics, societal needs,
and the desire for greater social welfare. These
causes have also contributed to more
government spending and a greater range of
taxes. As such, the increasing tax burden is a
result of these changes rather than their
underlying cause.

Due to increased globalization and the adoption
of neoliberal policies, debates around the idea of
shrinking the state gained traction in the 1980s.
Attempts were made at this time to encourage a
minimalist state and reduce the tax burden.
Governmental action was necessary,
nonetheless, due to the growth in welfare
demands, global or regional crises, and
employment-related issues. In summary, a
variety of economic conditions and the
continuous development of the contemporary
state influence the complexity of the tax burden.
It has a significant impact on public finances and
the whole economy and is a vital indicator for
assessing the viability and efficacy of fiscal
regimes.

In conclusion, improving tax administration and
national efficiency greatly depends on the
effective  gathering  of taxpayer data.
Implementing  multi-channel  taxpayer aid
systems—uwith a focus on internet channels—has
become more common, particularly in high-
income countries, as a result of initiatives seen in
developed countries. Furthermore, by allowing
predictive capabilities for spotting possible
fraudulent activity and providing improved control
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over taxpayer actions, contemporary
technologies like blockchain and artificial
intelligence  (Al) are transforming tax

administration. For many tax authorities, the
creation of a distinct Taxpayer Identification
Number (TIN) has become essential; in fact,
several nations now need it to get licenses and
permits. The latest effort in Sri Lanka, which
requires anyone 18 years of age and older to
register and get a TIN, highlights the increasing
acknowledgement of the significance of taxpayer
identification in promoting compliance and
fortifying the tax system. All things considered,
these tactics show a deliberate attempt to
maximize the effectiveness of the tax system and
guarantee fair participation in the taxation
procedures.

8. RECOMMENDATIONS

v' Establish policies in place that will
encourage tax compliance while easing the
tax burden on middle-class and upper-
class earnings. This can entail rearranging
tax rates and brackets to promote equity.

v" Make sure that the tax net incorporates all
qualified people and organizations
to increase the tax base.

v' This could necessitate fixing administrative
flaws and enhancing tax enforcement
systems.

v" To improve compliance and accelerate tax
collection, encourage collaboration
between local government entities, banks,
and financial institutions.

v" To encourage equity and reduce chances
for tax evasion, review and remove all
income tax limitations.

v" To improve consistency and ease of
compliance, keep the tax system stable
and straightforward.

v" To ensure equity and justice in the tax
system, take steps to deal with the
differences in taxes paid to government
employees and the private sector.

v"In general, locating these suggestions into
practice will help make Sri Lanka’s income
tax system more just, open, and effective.

v' The government can strive to raise the tax-
to-GDP ratio and achieve long-term fiscal
sustainability by improving tax compliance,
expanding the tax base, and fostering
justice.

v'  Extend the tax base to include a greater
number of revenue sources and taxpayers.

v' To improve transparency and taxpayer
compliance easy, simplify tax rates and
laws.

v" To decrease administrative overhead and
simplify the tax system, fewer taxes should
be imposed.

v' Encourage voluntary compliance with
taxpayer aid programs and educational
campaigns.

v" Navigate clear of politically driven tax
amnesties and concessions to preserve
the tax system's equality and fairness.

v To maintain the accuracy  and
effectiveness of tax collecting procedures,
avoid political meddling in the
administration of taxes.

Through the study, we found that Sri Lanka relies
more on indirect tax rather than direct tax. To
bring about a change in this situation and to
increase the share of direct taxes, a reform in the
tax structure is necessary. When the share of
direct taxes is higher in developed countries, it is
vice versatile in developing countries. Based on
theory and the experience of developed
countries, Sri Lanka should have a transition
from more dependence on indirect taxes to direct
taxes (Amirthalingam, [4]). It is well known that a
broad tax base not only reduces tax
administration costs but also allows higher
revenue to be raised at lower rates. Therefore, in
developing countries like Sri Lanka, the tax base
should be expanded to increase the tax revenue
at a low rate and make the tax administration
more efficient. Broadening the tax base is
considered a very necessary process for the
efficiency of tax revenue. The growth in tax
collection should be based on widening the tax
base and bringing new taxpayers into the tax net
more than the expected growth from the
organized sector (Overseas Investors Chamber
of Commerce and Industry, [46]).

In conclusion, the efficient collection of taxpayer
information plays a pivotal role in enhancing tax
administration and achieving overall efficiency in
a country's tax system. Research by Moore &
Prichard [39] and Moran & Diaz de Sarralde [40]
highlights the importance of multi-channel
taxpayer assistance systems, with online
channels witnessing increased usage,
particularly in high-income countries. Moreover,
the integration of modern technology, such as
blockchain and Artificial Intelligence (Al), offers
promising avenues for improving tax control and
detecting fraudulent behavior, as suggested by
Alm et al. [41] and De Mello & Ter-Minassian
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[42]. Furthermore, the establishment of unique
Taxpayer Identification Numbers (TINs), as
emphasized by Martinez-Vazquez et al. [43], is
essential for enhancing compliance and ensuring
effective tax system performance. The recent
mandate in Sri Lanka, effective January 1st,
2024, requiring individuals aged 18 and above to
register with the Inland Revenue Department and
obtain a TIN underscores the significance of
taxpayer registration and identification in
fostering tax compliance and administration.

These initiatives collectively contribute to
strengthening tax systems, promoting
transparency, and fostering economic

development.
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