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1. The timing of tax collection as a barrier to firm growth 

Almost half a billion individuals in developing countries are entrepreneurs or owners of small and 

medium size firms. Their success will be crucial to driving the growth of emerging markets and to 

reducing poverty. A well-known difference to the environment of entrepreneurs in highly developed 

economies is firms are even more liquidity constrained, as financial markets are not very developed, 

leaving firms with very restricted access to credit.  

One implication of this situation that to our knowledge has not been studied in any rigorous way so far 

is how this situation interacts with the timing of taxation. Models and analysis on the impact of taxation 

on firms in developed countries have often focused exclusively on how taxation affects firms’ 

profitability, rather than their cash flow. However, for start-ups in general and those in developing 

countries in particular, cash flow constraints can be severely binding. In this context, bad timing of the 

tax obligation schedule can make things substantially worse.  

In particular, the Value Added Tax (VAT) is usually levied on a monthly basis, and is due at the time 

the sales transaction is conducted. This time can be quite different from the time the selling firm 

actually receives payment. This is particularly true when firms sell to the government or other large 

firms, who are known to regularly pay their suppliers 3 or even 6 month later. Having to pay VAT 

upfront before receiving payment can significantly exacerbates firms’ cash flow problems  

For this reason, some countries including the UK, Sweden, Portugal and Romania have introduced a 

cash flow based VAT system for smaller firms, in which taxes come due only at the time payment is 

received. Given the importance of cash flow constraints for growth and investment in entrepreneurship, 

this change has the potential to significantly impact firms' development.  

However, little is known about how such a reform actually affects firm behavior and growth. One 

reason for this is that it is typically very hard to find good exogenous variation that allows to measure 

such impacts. We have the extraordinary opportunity to be able to work with the Kenyan Tax Authority 

on this issue in a way that makes such causal identification possible. Within the Kenyan law, the tax 

administration has the authority to allow a selected group of firms to file and pay their VAT on a cash 

flow basis. They are interested in learning the impacts of such a change, and agreed to randomly select 

a group of firms for this treatment in the form of a randomized policy experiment. We have already 

signed an MOU with them, and are therefore confident that this collaboration is going forward.   
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The new system may be particularly beneficial to small firms that are more exposed to low cash flow 

periods and liquidity constraints. In other domains of development economics, such as agriculture, 

health, and household finance, researchers have already found that timing of payments can make a very 

large difference for policies in developing countries, as income flows in these environments tend to 

come at a much more irregular pace than in highly developed countries. Our proposed experiments are 

a first attempt at understanding the role of these forces in the context of how taxation affects 

entrepreneurs. 

 

2. Methodology and data collection 

The current proposal has been developed jointly in collaboration between the researchers and the 

Kenya Revenue Authority, in what is one of the first cooperation of this type between an African tax 

authority with academic researchers. The research aims to evaluate the impact of implementing a cash 

flow based VAT scheme in Kenya, by conducting a randomized policy experiment.  

In this context, the tax authority will allow a randomly selected group of firms to use the cash flow 

based VAT, while a control group will remain under the current VAT payment system. We plan to 

stratify randomization by tax station, sector and transaction volume, based on the administrative data 

to which we have access. 

We are currently in the process of completing exploratory work, including qualitative firm interviews 

and designing of the details of the intervention in collaboration with the tax authority. At the end of 

this summer, we expect to be ready to conduct the pilot version of the intervention, for which we are 

requesting funding in this grant application.  

The Kenyan Tax Authority will cover the costs of the intervention itself, including the use of their 

infrastructure, system for administrative data collection and dissemination of the new VAT scheme. A 

team of 10 tax authority staff are currently contributing to the planning of the pilot. This includes staff 

from the research department and the tax administration department, as well as senior management. 

While we do not know the precise amount of these costs, we estimate their commitment through the 

pilot stage could be valued at approximately US$40,000.  

We are therefore applying for data collection costs of the pilot intervention, which are not covered by 

the tax authority, i.e. qualitative and quantitative data collection with firms liable for the VAT, before 

and after the pilot intervention. This involves survey design and testing, obtaining of Kenyan permits 

to conduct survey, hiring of a survey coordinator and a team of surveyors/field assistants, as well as 

rentals of survey equipment and related materials. In addition, we are applying for funding for one of 

the PIs to travel to Kenya to help coordinate and observe the process in person.  

The content of the data collection will include the following two types of measures: 1) Firm 

performance variables, for which we are planning to measure impacts. This includes e.g. revenues, 

costs, employment, and investment. 2) Variables aimed at understanding the mechanisms. This 

includes e.g. the extent of firms’ liquidity constraints and cash flow fluctuations; savings and credit 

constraints; firms’ assessment of potential gains from addressing the mismatch between the timing of 

cash flow and tax payments; firm owners’/managers’ personal discount rates (including time 

inconsistency), which may play an important role in shaping the response to the intervention. This data 

will complement the administrative data to which we have access through the tax authority. 
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3. Budget 

  

Survey manager based in Kenya (USD 2,500 per month, for 3 months) $7,500 

Survey field officers based in Kenya (8 people one month each, USD 700 per month) $5,600 

Survey implementation costs (incl. transportation, equipment rental, meals for field staff, 
data checks, payment for respondents' time, etc.) $4,900 

Travel costs: one visit to Kenya for a principal investigator (flights & accommodation) $2,000 

Total $20,000 
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