Proceeding of the International Conference on Economics, Accounting, and Taxation
Vol. 1 No. 2 December 2024
e-ISSN : XXXX-XXXX, p-ISSN : XXXX-XXXX, Hal 18-22

DOI: XX.XXXXX
Available Online at: https://prosiding.areai.or.id/index.php/ICEAT

The Role Of Tax Compliance and Enforcement in Reducing The
Informal Economy

Siti Nurhaliza'®, Agus Setiawan?, Budi Santoso®
I3 Universitas Airlangga, Indonesia

Abstract. This study analyzes the effectiveness of tax compliance and enforcement measures in reducing the size
of the informal economy. By examining case studies from various countries, the research identifies key factors
that drive informal business activity and evaluates how tax compliance programs, audits, and penalties impact
informal sector reduction. The findings reveal that robust tax enforcement, combined with incentives for
compliance, can significantly decrease informal economic activity and increase government revenue.
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1. INTRODUCTION

The informal economy, which includes unregistered businesses, underreported income,
and tax evasion, is a pervasive issue in many developing and emerging economies. Despite its
contribution to employment and economic growth, the informal economy also undermines
government revenue, inhibits public service provision, and exacerbates economic inequality
(OECD, 2017). One critical strategy for addressing the challenges posed by the informal
economy is through improved tax compliance and enforcement measures.

Tax compliance involves the willingness of individuals and businesses to meet their tax
obligations, while tax enforcement refers to the actions taken by tax authorities to ensure
compliance, such as audits and penalties (Alm, 2019). This study examines how effective these
measures are in reducing informal economic activity, focusing on case studies from countries
that have implemented tax compliance programs and strengthened enforcement mechanisms.

The article aims to evaluate the key drivers of informal economic activity and the role
of tax enforcement in mitigating it. By identifying successful strategies for reducing informal
business practices, this paper offers insights into how governments can enhance tax

compliance, reduce the informal economy, and increase public revenue.

2. LITERATURE REVIEW
The Informal Economy and Its Impact

The informal economy, also known as the shadow or underground economy, is
characterized by economic activities that are not regulated by the state. In many developing
countries, the informal economy constitutes a significant share of total economic activity

(Schneider et al., 2010). Informal businesses often do not register with tax authorities, resulting
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in lost tax revenues and undermining the formal economy's stability. Several studies have
shown that the informal economy is typically larger in countries with weak governance and

limited access to services (Friedman et al., 2000).

The Role of Tax Compliance in Reducing the Informal Economy

Tax compliance plays a central role in reducing the informal economy. When businesses
comply with tax regulations, they contribute to the formal economy and the government's
ability to fund public services (Slemrod, 2019). However, factors such as tax rates, complexity
of the tax system, and the perceived fairness of the tax system influence individuals' willingness
to comply. According to the "tax morale" theory, individuals are more likely to pay taxes when

they believe that their contributions are being used effectively (Torgler, 2003).

The Impact of Tax Enforcement and Audits

Tax enforcement mechanisms, including audits, penalties, and the presence of tax
authorities, are crucial for ensuring that businesses comply with tax regulations. Research has
shown that strong enforcement, particularly through audits, increases compliance rates and
reduces tax evasion (Alm & McKee, 2006). The fear of penalties for non-compliance can deter
businesses from operating informally.

However, enforcement efforts must be balanced with incentives for compliance.
Positive reinforcement, such as tax deductions or credits for good behavior, can encourage
businesses to stay within the formal sector (Andreoni et al., 1998). A comprehensive approach

that combines strict enforcement with incentives can be particularly effective.

3. METHODOLOGY
Research Design

This study employs a qualitative research design, using case study analysis to evaluate
the effectiveness of tax compliance and enforcement measures in reducing informal economic
activity. The case studies were selected from countries with varying levels of informal sector

activity and tax compliance enforcement, including Indonesia, India, Mexico, and Brazil.
Data Collection

The data were collected through a combination of government reports, academic

papers, and interviews with tax experts, tax authority officials, and small business owners. The
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case studies examine countries that have implemented significant tax compliance programs or

enforcement initiatives, and how these efforts have impacted the informal economy.

Data Analysis

The data were analyzed thematically, focusing on key factors that influence informal
sector activity, including tax compliance rates, enforcement mechanisms, and economic
indicators. The success of tax compliance programs was evaluated based on changes in the size

of the informal economy and the increase in government revenue.

4. RESULTS
Effectiveness of Tax Enforcement in Reducing the Informal Economy

The results indicate that strong tax enforcement measures, such as regular audits,
penalties for non-compliance, and a visible presence of tax authorities, can significantly reduce
informal economic activity. In Indonesia, for example, the introduction of electronic tax filing
systems and a more aggressive audit program led to a 15% reduction in the size of the informal
sector over five years (OECD, 2017).

In contrast, countries with weak enforcement mechanisms, such as India, showed
limited reductions in the informal economy despite the implementation of compliance
programs. This suggests that tax enforcement must be consistent and transparent to be effective

(Alm, 2019).

Tax Compliance Incentives and Their Impact

In addition to enforcement, the study found that tax compliance programs that offer
incentives for registration, such as tax credits, deductions, and simplified reporting, help attract
informal businesses into the formal sector. Mexico's "small business tax amnesty program,"
which offered tax forgiveness in exchange for voluntary registration, led to a 20% increase in
registered businesses within two years (Schneider, 2010).

The findings suggest that incentives, when paired with strong enforcement, create a

more conducive environment for businesses to formalize their activities.

5. DISCUSSION
The Role of Governance and Institutional Quality
The success of tax compliance and enforcement measures in reducing the informal

economy is closely tied to the quality of governance and institutional capacity. In countries
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with stronger institutions, such as Brazil and Mexico, tax compliance efforts are more effective
because of higher levels of trust in government and the rule of law (Torgler, 2003). In contrast,
in countries with weaker institutions or widespread corruption, such as India, businesses may
view tax compliance as a burden rather than a civic responsibility, resulting in lower levels of

compliance (Friedman et al., 2000).

Challenges of Implementing Tax Compliance Measures

One of the primary challenges faced by developing countries is the lack of resources
for effective tax enforcement. In many cases, the capacity of tax authorities is limited, and
businesses may take advantage of loopholes in the system. Furthermore, the informal economy
thrives in sectors where business owners and employees are unaware of the benefits of

formalization or are unable to comply due to financial constraints (Schneider et al., 2010).

The Importance of Public Awareness and Education

A critical factor in reducing the informal economy is public awareness. Tax authorities
must engage in education campaigns that highlight the benefits of formalization, such as access
to public services, legal protection, and potential tax deductions. Education programs can foster
a culture of tax compliance and improve the perception of the tax system's fairness (Slemrod,

2019).

6. CONCLUSION

This study demonstrates that both tax compliance and enforcement measures play a
crucial role in reducing the size of the informal economy. While tax enforcement strategies
such as audits and penalties are essential for ensuring compliance, the introduction of
incentives and education programs for businesses can further encourage the formalization of
the economy. Governments in developing countries should adopt a comprehensive approach
that combines strong enforcement with positive incentives to reduce informal sector activity
and increase tax revenue. Additionally, improving governance and institutional quality, as well
as raising public awareness, will help create an environment conducive to greater tax
compliance and the formalization of businesses.

Governments must invest in enhancing the capacity of tax authorities, implement
targeted tax compliance programs, and offer incentives for businesses to enter the formal sector.
By doing so, they can not only increase government revenue but also foster a more equitable

and sustainable economy.
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