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Summary. — This paper draws on survey data and qualitative evidence from Brazilian manufactur-
ing firms to examine the scale and consequences of tax evasion at the enterprise level. It discusses
the costs and benefits of under-reporting from the entrepreneur’s perspective and provides evidence
that evasion of sales tax is only weakly correlated with firm size. The paper then shows that med-
ium-sized and large manufacturing firms that evade taxes are less likely to undergo an external
audit and more likely to be asked for informal payments by tax officials. It also argues that they
may be less likely to participate in markets for equity finance.
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1. INTRODUCTION

This paper addresses the scale and conse-
quences of tax evasion in Brazil at the firm
level. It is concerned with what has been called
the ‘‘unreported’’ economy—activity con-
ducted by firms that are known to and regis-
tered with the authorities, but nonetheless
keep a fraction of their activities undeclared
for tax purposes (Feige, 1990). While most
firms engaged in such unreported activity tend
to be small, in some countries the sub-sector
can also include medium-sized and even large
companies, as this paper shows. Drawing on
data from the World Bank’s Investment Cli-
mate Survey (ICS) of Brazilian manufacturing
firms, the paper analyzes the costs and benefits
of tax evasion from the firm’s perspective and
makes two empirical points. The first is that lar-
ger Brazilian manufacturing firms declare a
greater proportion of their activities to the tax
and labor authorities, but that the difference
is small: a doubling of firm size is associated
with an increase of just 4 percentage points in
the fraction of sales reported. The second is
that firms that are evading taxes are less likely
to undergo an independent audit and also more
likely to be asked for informal payments by the
tax authorities. As a consequence of the former,
they may also be less likely to participate in
modern capital markets.

Tax evasion matters for several reasons. It has
consequences for resource allocation, enabling
non-compliant firms to draw labor away from
those that do pay taxes, and potentially shifting
resources into sectors more amenable to eva-
sion, such as trade, services and construction.
To the extent that evading firms are constrained
in their access to sources of finance, as this
paper argues, they may also operate more
labor-intensively than would be optimal (Eilat
& Zinnes, 2002). They may also choose to oper-
ate at below optimal size, in order to avoid the
attention of the authorities (McKinsey, 2004,
p. 6). 1 More generally, tax evasion erodes the
state’s capacity to raise revenues and provide
necessary public services, placing an unfair bur-
den on those individuals and businesses that do
pay their taxes. These consequences are of par-
ticular concern when evading firms compete
with compliant ones, or when tax and other
forms of regulatory evasion, such as smuggling,

* I would like to acknowledge the helpful comments

of Katrina Burgess, Daniel Geffen, Maddalena Hon-

orati, Robert Kaufman, Richard Locke, Helen Milner,

John Nasir, Pablo Pinto, Graeme Robertson and two

anonymous reviewers for World Development. Part of

the work on which this paper is based was financed by

the Investment Climate Unit of the World Bank. Final
revision accepted: November 13, 2007.

World Development Vol. 36, No. 11, pp. 2512–2525, 2008
� 2008 Elsevier Ltd. All rights reserved

0305-750X/$ - see front matter

www.elsevier.com/locate/worlddev
doi:10.1016/j.worlddev.2007.11.010

2512



become a source of competitive advantage. 2

Under these circumstances, the presence of a
large shadow economy can undermine the social
contract that exists between the state and com-
pliant economic actors, potentially leading to
the disintegration of norms that encourage
compliance (Gerxhani, 2004).

The distorting influence of tax evasion on
factor markets indicates the need for a more
holistic approach to microeconomic reform in
developing countries. As an influential study
has put it, ‘‘Another set of big think questions
centers on the proposition. . . that the benefits
from any one set of reforms are significantly en-
hanced when other markets are well function-
ing. . . Comparative analysis of policy changes
in countries where polices toward other sectors
vary may yield valuable insights’’ (Krueger,
2000). This is of particular interest to a country
like Brazil, where access to finance is one of the
most severe firm-level constraints on economic
growth (World Bank, 2005). It should also be
of interest to policy-makers trying to stimulate
equity market development. The practical
implication is that reforms to capital market
regulation are unlikely to yield significant
growth in financial intermediation unless pol-
icy-makers also address the causes of tax eva-
sion. This in turn requires a careful approach
that induces firms to comply with their tax
and regulatory obligations while avoiding driv-
ing them out of business altogether.

2. STATES, MARKETS, AND TAXATION

In the last few years, policy-makers, and
scholars have turned their attention to the mi-
cro-institutions of capitalism outside the
developed world. Following a wave of macro-
economic reforms in the 1990s, many develop-
ment practitioners came to recognize the
importance of institutions and incentive struc-
tures in sustaining economic activity. Attention
therefore focused on what has come to be called
the ‘‘investment climate’’—the ‘‘opportunities
and incentives for firms to invest productively,
create jobs, and expand’’ (World Bank, 2005,
p. 19). Among the most important determi-
nants of the investment climate is the scope
and quality of government regulation. There
is a long and distinguished literature on the
ways in which state institutions support market
activity: by channeling information about mar-
ket conditions and participants, by defining and
enforcing property rights and contracts, and by

ensuring an appropriate level of competition
(World Bank, 2002, pp. 5–6). Unfortunately,
efficient states are a rarity in the developing
world. Most governments in these countries
dispose of the ability to issue regulations and
commands—what Mann called ‘‘despotic
power’’—but have little if any capacity to en-
force them (Mann, 1984). The most extreme
manifestation of this failure is organized pri-
vate thuggery of the sort that prevailed in
Somalia in the early 1990s. But a more com-
mon outcome is the growth of the unrecorded
or ‘‘gray’’ economy which characterizes a num-
ber of middle-income countries. In these coun-
tries much economic activity is unregulated and
or untaxed. As a recent analysis put it, ‘‘The
relationship between the informal economy
and the state is, by definition, one of inevitable
conflict. The whole point of the state is to assert
the monopoly of its authority within a territory,
but the whole point of informal entrepreneurs
is to avoid or subvert that authority. . . an infor-
mal economy will develop when and where it
can’’ (Centeno and Portes, 2003, p. 7).

The obvious question is what allows this sit-
uation to persist. One explanation is a simple
lack of capacity. To be effective, a tax adminis-
tration must both make contact with potential
taxpayers and obtain information about the
scale of their activities. Doing so requires a high
degree of coordination and information-shar-
ing among government departments, particu-
larly the tax authorities and police. Even
advanced industrial countries have difficulty
in ensuring full compliance (OECD, 2004).
Achieving anything comparable is beyond a
developing country like Brazil, which spends a
much smaller proportion of national income
on tax collection and which lacks lawyers and
judges with tax expertise (McKinsey, 2004, p.
30). The identification problem is particularly
acute for smaller businesses. Survey data from
transition and from some African economies
show that smaller firms generally report a lower
fraction of their revenues to the authorities,
presumably because their size makes it easier
for them to deal in cash (Gauthier and Gerso-
vitz, 1997; Gauthier and Reinikka, 2001; Gehl-
bach, 2004, 22). It is also more problematic for
labor-intensive businesses because they have
fewer visible fixed assets than capital-intensive
ones. Much unrecorded activity in developed
countries consists of labor-intensive services
such as construction, road haulage, contract
cleaning and catering (OECD, 2004, p. 262).
When enforcement capacity is limited, the tax
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