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Enforcing Wealth Taxes in the Developing World:
Quasi-Experimental Evidence from Colombia

By JuL1ANA LONDONO-VELEZ AND JAVIER AVILA-MAHECHA¥

This paper investigates the feasibility of wealth taxation in develop-
ing countries. It uses rich administrative data from Colombia and
leverages a government-designed program for voluntary disclosures
of hidden wealth as well as the threat of detection triggered by the
Panama Papers leak. There are two key findings. First, there is sub-
stantial (primarily offshore) evasion: two-fifths of the wealthiest
0.01 percent evade taxes, with these evaders concealing one-third of
their wealth offshore. Second, strengthening enforcement can have a
significant impact on wealth tax compliance, tax revenue, and pro-
gressivity. These results highlight both challenges and opportunities
for wealth taxation in the developing world. (JEL D31, G51, H24,
H26, K34, O15)

Concerns about rising wealth inequality have spurred a renewed interest in pro-
gressive wealth taxation. While experts have debated the extent to which wealth
taxes could be enforced in rich countries like the United States (Saez and Zucman
2019a, b), the discussion regarding developing countries has been muted. On the one
hand, developing countries are often afflicted by acute income and wealth inequality
(Alvaredo et al. 2018) and could thus benefit from levying more progressive taxes.
On the other hand, the weak tax enforcement capacity that characterizes these set-
tings (Pomeranz 2015, Slemrod 2019)—compounded by a particular vulnerability
toward tax havens (Alstadsater, Johannesen, and Zucman 2018b)—could lead some
to conclude that taxing wealth is simply not feasible in the developing world.
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This paper aims to fill this gap by providing quasi-experimental evidence from
Colombia. We use administrative tax microdata on income and wealth merged with
the leaked Panama Papers, which shed light on offshoring to Colombia’s most rel-
evant tax havens. The paper makes two main contributions. First, we quantify and
characterize wealth tax evasion and show how it varies across the wealth distribu-
tion, leveraging a government-designed program for voluntary disclosures of hidden
wealth that took place between 2015 and 2017. Second, we explore how wealth
tax evasion responds to policies aiming to strengthen enforcement. The canonical
Allingham and Sandmo (1972) framework for tax evasion models the decision of
whether and how much to evade as a function of (i) the tax incentives, (ii) the per-
ceived threat of detection, and (iii) the penalty for misreporting. Guided by this
framework, we exploit a series of exogenously timed events to isolate effects along
each of these components on tax compliance.

In the first part of the paper, we estimate the prevalence, distribution, and nature
of wealth tax evasion. Colombia’s disclosure program revealed hidden wealth worth
1.73 percent of GDP, which is an order of magnitude larger than what a similar US
scheme recovered (Johannesen et al. 2020). There is substantial evasion: two-fifths
of the wealthiest 0.01 percent of Colombians admit to hiding wealth—threefold the
equivalent share of Scandinavians acknowledging noncompliance in Alstadsater,
Johannesen, and Zucman (2019). Wealth tax evasion is remarkably skewed: the
wealthiest 0.01 percent of the distribution is 55 times more likely to evade than the
top 5 percent as a whole. This result is not driven by self-selection into disclosing;
reassuringly, the wealth gradient of acknowledging noncompliance parallels that
of the (exogenous) likelihood of being caught offshoring using random leak data.
Offshore tax evasion accounts for over four-fifths of exposed wealth tax evasion,
with a third of the wealthiest evaders’ fortune being concealed offshore.

In the second part of the paper, we examine how tax evasion responds to sequen-
tial changes in the enforcement environment—namely, in the tax incentives, per-
ceived detection probability, and sanctions for misreporting. First, we estimate the
effects of generous tax breaks for disclosing hidden wealth on both wealth and
income tax compliance over time. We use a difference-in-difference approach that
compares wealthy individuals—that is, wealth tax filers—who disclosed versus
never disclosed under the scheme. We find that tax compliance is persistent: three
years after their revelation, disclosers report 49.2 percent more wealth and, by virtue
of disclosing the return of those assets, also pay 39 percent more income taxes—a
magnitude similar to what Alstadsater, Johannesen, and Zucman (2018a) find in
Norway. Given that exposed wealth tax evasion is highly concentrated at the top,
the policy raised revenue collected from the wealthiest 1 percent, raising effective
progressivity.

Second, we find that evasion responds to the credible threat of detection. Halfway
through the disclosure scheme, the Panama Papers news story broke, exposing tax
evaders named in the leak to government scrutiny. Exploiting the exogenous timing
of this leak, we compare wealth tax filers who appear named (treated) or not (con-
trol) in the leak before and after it occurred. The difference-in-difference estimator
shows that the threat of detection caused by the leak induced a 27 percentage point
increase in the likelihood of disclosing, that is, a sixfold increase relative to the
pre-leak treated mean. Consistent with a drop in offshore tax evasion, disclosures of
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foreign assets increased by 29.6 percentage points. Consequently, taxes paid by those
named in the leak more than doubled. However, since the overwhelming majority of
disclosers were not named in the leak, the Panama Papers account for only a small
fraction of all disclosures made by delinquent taxpayers under Colombia’s scheme.

Lastly, we present suggestive evidence that evasion responds to tougher sanc-
tions. We observe a large spike in disclosures made six months after Colombia crim-
inalized tax evasion for the first time in its history, just before the disclosure window
expired. Unfortunately, however, we cannot attribute this willingness to come for-
ward solely to tougher sanctions, as other factors (like procrastination) might have
played a role as well.

Our empirical findings help reconcile the views of the wealth tax skeptics
(Summers and Sarin 2019a, b) and enthusiasts (Saez and Zucman 2019a) regarding
the feasibility of taxing wealth in a globalized world. On the one hand, we show that
offshore evasion is an important threat to progressive wealth taxation, especially
when the enforcement environment—as in most of the developing world—is weak.
On the other hand, strengthening the enforcement regime has significant impacts on
wealth tax compliance and raises revenue collected from the wealthiest individu-
als. Improving enforcement may, therefore, safeguard the feasibility of progressive
wealth taxation, even in settings characterized by high levels of inequality and low
baseline tax compliance.

We contribute to three strands of literature. First, we complement the growing
literature on tax evasion and enforcement in the developing world (e.g., Naritomi
2019; Pomeranz 2015; Carrillo, Pomeranz, and Singhal 2017; Bachas and Soto
forthcoming) by focusing on high net worth individuals. Second, we complement
empirical studies on wealth taxation in Europe (Jakobsen et al. 2020; Briilhart et
al. 2019; Seim 2017; Duran-Cabé, Esteller-Moré, and Mas-Montserrat 2019; Ring
2020), which do not take into account the threat of offshore evasion, partly due to
measurement barriers. Lastly, we contribute to the literature evaluating the effec-
tiveness of the recent global wave of crackdowns on tax havens, including enhanced
cross-border tax information exchange agreements (TIEAs) and voluntary disclosure
schemes (Johannesen et al. 2020; Bayer, Oberhofer, and Winner 2015; Langenmayr
2017; Alstadseter, Johannesen, and Zucman 2018a; Johannesen and Zucman 2014).
In particular, we extend Alstadseter, Johannesen, and Zucman (2019) by showing
how compliance responds to the detection threat triggered by whistle-blowing on
offshoring to the most relevant tax havens. In addition, we shed light on the dis-
tributional impact of enforcement in a developing country, where tax evasion by
the elite can have devastating effects on vital public goods provision and inhibit
development.

I. Context

Colombia has a wealth tax. As a result, the country maintains administrative
data on wealth, enabling us to study evasion at the top of the distribution. To crack
down on wealth tax evasion, Colombia undertook a series of enforcement initiatives
between 2015 and 2017 that shifted taxpayers’ incentives to become tax compli-
ant. First, it required individuals to report foreign assets in a separate information
return. Second, Colombia implemented a voluntary disclosure program that, like in



134 AER: INSIGHTS JUNE 2021

least 47 other countries (OECD 2015), awarded tax breaks for delinquent taxpayers
choosing to come forward. Third, the government contacted taxpayers identified in
the Panama Papers leak to request documentation of their offshore activities and
signed a TIEA with Panama. Lastly, wealth tax evasion was criminalized so that,
if convicted, evaders faced up to nine years in prison. In what follows we briefly
describe the Colombian wealth tax and these changes in enforcement.

Colombia taxes capital income, realized capital gains, and wealth transfers (e.g.,
inter vivos gifts, inheritances). It also levies a personal wealth tax on worldwide
wealth. Eligibility for the wealth tax is determined by the end-of-year wealth (total
assets minus liabilities) that taxpayers report in their income tax statements. For
instance, taxpayers who reported to own one billion pesos or more in 2014 (PPP
US$838,419 or the top 0.2 percent of adults) paid the wealth tax between 2015 and
2018, with annual tax rates ranging from 0.125 percent to 1.5 percent. To avoid the
wealth tax, Colombian taxpayers can, inter alia, underreport less verifiable assets,
artificially inflate debts, and hide wealth in tax havens. Compounding Colombians’
incentives to conceal fortunes abroad are the violence and insecurity of the 1980s to
early 2000s, which prompted elites to offshore to avert targeting and expropriation
by illegal armed groups.

In December 2014, Colombia established a series of wealth tax enforcement
measures (Law 1739/2014). As depicted in online Appendix Figure A.1, these new
measures were introduced at a time when significant advances were being made
in terms of cross-border TIEAs (OECD 2015). First, all individuals who own any
foreign asset by January 1 were required to annually report the value of the foreign
assets, and their location, in a separate information return. Those who own foreign
assets worth more than 2015 COL$101 million (PPP US$84,000) report disaggre-
gated information for each foreign asset.

Second, Colombia implemented a voluntary wealth disclosure program, the coun-
try’s first comprehensive effort to encourage evaders to regularize their tax affairs
by disclosing hidden wealth./| Delinquent taxpayers could voluntarily disclose an
unreported (or underreported) asset or an inexistent debt in separate boxes in the
wealth tax return, filed in May 2015, May 2016, and May 2017. A key feature of
Colombia’s program was that, in exchange for paying a penalty of 10 percent of the
value of the disclosed wealth, disclosers waived all evaded income and wealth taxes
from past years. To encourage early participation, the penalty was set to increase
from 10 percent to 11.5 percent and 13 percent for disclosures made in 2016 and
2017, respectively. Disclosers also paid wealth taxes upon disclosure and could face
higher income taxes in the following years. If caught misreporting after the disclo-
sure window expired, evaders would face higher sanctions (initially 200 percent of
owed taxes but later also prison sanctions, as we detail below).

On April 3, 2016—one month before the second wealth tax filing season—the
Panama Papers news story broke and the names of Mossack Fonseca’s clients were

'In 2003, taxpayers voluntarily disclosing hidden assets and/or fake debt were subject to harsher tax treatment
(article 6, Law 863/2003, ruled constitutional by Sentencia C-910/04). Subsequent attempts to encourage such
disclosures in 2012 and 2013 (e.g., article 163, Law 1607/2012) were ruled unconstitutional on the grounds that
evaders would receive overly generous tax benefits (Sentencia C-833/13). Instead, the penalty charged by the
2015-2017 disclosure program (article 35, Law 1739/2014) was considered sufficiently sizable; the program was
ruled constitutional on August 26, 2015 (Sentencia C-551/15).
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thrust into the public spotlight. The leak drew media coverage and public interest in
the matter, as the leak featured prominent politicians, members of congress, business-
men, lawyers, and journalists.” Critically, Panama had historically been Colombia’s
most relevant tax haven. Its geographic proximity, the convenience of Spanish as
the official language, and its political stability made Panama Colombians’ most pre-
ferred destination to park wealth offshore after the United States. Even before the
leak, Colombians were more than ten times as likely to own assets in Panama than in
other havens like the Virgin Islands or Switzerland. The Panama Papers, therefore,
capture a highly relevant part of offshoring by Colombians.

The Colombian tax authority reacted to the Panama Papers leak by scrutiniz-
ing Mossack Fonseca and its clients, contacting taxpayers named in the leak, and
requesting documentation of their offshore activities and transactions. Taxpayers
identified in the leak were allowed to participate in the disclosure program.? Three
weeks after the leak, the governments of Colombia and Panama announced a TIEA
between the two countries, a move the tax haven had resisted for years. The TIEA
involved on-demand and automatic exchanges of information starting in June 2017
and 2018, respectively.

In December 2016—six months before the final deadline to disclose under the
scheme—Colombia criminalized tax evasion for the first time. Evaders caught hid-
ing wealth would not only have to pay 20 percent of the value of the misreported
asset(s) or debt in fines but, if found underreporting assets and/or overreporting lia-
bilities worth over COL$5.66 billion (2017 PPP US$4.36 million), could also face
between 48 and 108 months in prison (Law 1819/2016).

II. Data
We use microdata from the following four main sources:

(i) Individual income tax returns from DIAN (1993-2016) covering all income
tax filers (20.5 million taxpayer-year observations). The majority of items
recorded in these tax declarations are available, including total assets and
debt owned by December 31 every year.

(ii) Individual wealth tax returns from DIAN (2015-2017b) covering all wealth
tax returns. Income tax filers owning wealth above a cutoff must submit a
wealth tax return, where they decompose taxable and nontaxable wealth
owned on January 1 to calculate their wealth tax liability. Between 2015 and
2017, evaders disclosed hidden wealth in separate boxes in this return, which
we use to identify disclosers.

(iii) Individual information returns on foreign assets from DIAN (2015-2017a).
Since 2015, income taxpayers who own foreign assets must report the asset

2 As an illustration, online Appendix Figure A.3 plots Colombia’s Google searches for the term “Panama
Papers.”

3The first charges related to the Panama Papers were filed on October 4, 2017. Later that month, some individ-
uals were placed under house arrest.



136 AER: INSIGHTS JUNE 2021

type, its location, and its value (the level of disaggregation of this information
depends on the value of foreign assets owned). The records filed between
2015 and 2017 have been made available to us.

(iv) The microdata leaked by the International Consortium of Investigative
Journalists (ICIJ) Offshore Leaks Database (2017) from ICIJ. Three massive
leaks were published by ICIJ in the spring of 2016: the Panama Papers, the
Offshore Leaks, and the Bahamas Leak. The Panama Papers is the largest
one and comes from Panamanian law firm Mossack Fonseca, the world’s
fourth-biggest provider of offshore financial services, who helped clients
incorporate shell companies for nearly four decades in over 20 jurisdictions.
The leaked microdata covers 1977 through early 2016 and links to individu-
als and companies in more than 200 countries and territories. The informa-
tion includes, inter alia, the names of the real owners of offshore entities and
the entity contact postal address.

The IC1J identified 1,751 shareholders of offshore entities with a personal or entity
contact address in Colombia. Using personal names, we find 1,208 of these individ-
uals in the personal tax records. Our match rate of 70 percent is high; it represents
over sevenfold the number of Scandinavian taxpayers linked to the Panama Papers
leak and twofold those identified in the HSBC leak by Alstadsater, Johannesen, and
Zucman (2019). This is thanks to the naming custom of Hispanic America practiced
in Colombia, which involves two given names, plus a paternal surname, followed by
a maternal surname. The main reason why 543 individuals could not be matched to
a personal tax return is incomplete name information (e.g., only one given name and
one surname) as well as common names and homonyms. A minority of unmatched
cases is explained by an individual—whether required or not—never filing taxes in
Colombia between 1993 and 2015. Some of these individuals are legally exempt
from filing. For instance, children who are beneficiaries of offshore trusts do not file
taxes; their parents file for them until they turn 15. Nonresidents appearing in the
leak may not be required to file taxes in Colombia; Panamanian intermediaries and
nominee directors—respectively, middlemen that asked Mossack Fonseca to create
an offshore firm for a Colombian client and stand-in directors supplied by Mossack
Fonseca providing cover for the real owners—will appear in the leak but not in the
tax returns. We provide more detail and offer some statistics on the matching proce-
dure in online Appendix B.

III. Wealth Tax Evasion
In this section, we quantify and characterize wealth tax evasion and show how
it varies across the wealth distribution. We leverage information from Colombia’s

voluntary disclosure scheme and cross-validate the signal value of disclosures using
random leak data on Colombians offshoring.’

“4Results reported in the text are, if not directly linked to an exhibit in the paper, presented in the online Appendix.
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Almost 12,000 individuals participated in Colombia’s voluntary disclosure
scheme, revealing COL$15.76 trillion (PPP US$12.15 billion), or 1.73 percent
of GDP.”> More than 11,000 Colombians disclosed assets worth COL$14.76 tril-
lion (PPP US$11.38 billion), while almost 1,400 individuals revealed inexistent
debt worth COL$999.86 billion (PPP US$770.84 million). The scheme collected
COL$1.93 trillion (PPP US$1.45 billion) in penalties, equivalent to 0.21 percent of
Colombia’s GDP.

To shed light on the distribution of exposed wealth tax evasion, we rank taxpayers
from less to more affluent using the wealth they report in their tax statements from
2013—the last fiscal year before the voluntary disclosure program—and adding any
wealth they disclosed under the scheme. Panel A of Figure 1| plots the likelihood
of disclosing hidden wealth among the wealthiest 5 percent of adults (ages 20 and
above) separately by bins of increasing fortune: P95-P99, P99-P99.5, P99.5-P99.9,
P99.9-P99.95, P99.95-P99.99, and P99.99. Admission of evasion rises sharply
with reported wealth: the fraction of Colombians who revealed hidden wealth is
negligible up to the top 0.5 percent of individuals, then rises to 3.22 percent for
P99.5-P99.9, 13.24 percent for P99.9-P99.95, 23.68 percent for P99.95-P99.99,
and 40.9 percent for P99.99.% That is, two-fifths of Colombians in the wealthiest
0.01 percent—an exclusive group of around 3,000 individuals—admitted noncom-
pliance and disclosed under the scheme. In all, the top 0.01 percent of individuals
are 55 times more likely to disclose than the top 5 percent overall.

To explore the potential for self-selection of taxpayers into the voluntary dis-
closure program based on wealth, we compare Colombians’ admission of tax eva-
sion with their likelihood of appearing named in the Panama Papers, which capture
taxpayers exogenously caught offshoring to tax havens. Reassuringly, the wealth
gradients in the probability of appearing in the Panama Papers and reporting hidden
wealth are remarkably similar: for the wealthiest 0.01 percent, these probabilities
are roughly twice as large as for the second wealthiest group (P99.95-P99.99), 3
times as large as for the third wealthiest group (P99.9-P99.95), and 13 times as
large as for the fourth wealthiest group (P99.5-P99.9). Participation in Colombia’s
voluntary disclosure scheme is thus relevant and useful to study wealth tax evasion
and its distribution.

On average, Colombian evaders confessed to hiding one-third of their wealth, as
did evaders in Scandinavia (Alstadsater, Johannesen, and Zucman 2019). Panels B
and C of Figure 1 show that the magnitude of disclosures is rising in wealth: evad-
ers in the wealthiest 0.01 percent confessed to hiding 37.5 percent of their declared
fortune, equivalent to 15.3 percent of all the wealth reported by Colombia’s top
0.01 percent. Indeed, the top 0.01 percent alone accounts for 55.1 percent of all
wealth revealed under the Colombian scheme.

Regarding the nature of wealth tax evasion, it was revealed that 87 percent of dis-
closed assets had been concealed offshore. The pervasiveness of offshore tax evasion

SParticipation in the program was high: in just three years, Colombia had over eightfold the number of dis-
closers in Norway and twofold in Sweden, respectively (Alstadsater, Johannesen, and Zucman 2019). Further,
Colombia’s disclosures as a fraction of GDP are an order of magnitude larger than the United States’s, who recov-
ered US$100 billion (Johannesen et al. 2020).

SIncluding disclosed wealth does not drive this gradient; the patterns are similar when ranking individuals based
only on their 2013 wealth.
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Panel A. Probability of disclosing hidden wealth under scheme
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FIGURE 1. PARTICIPATION IN THE VOLUNTARY DISCLOSURE PROGRAM AND MAGNITUDE OF DISCLOSED WEALTH

Notes: Panel A plots the probability of disclosing any hidden wealth under Colombia’s voluntary disclosure scheme
between 2015 and 2017 by wealth bins, where tax filers are ranked by pre-program wealth (FY 2013) plus dis-
closures. The probabilities differ from each other at the 1 percent level. Two-fifths of individuals in the wealthiest
0.01 percent of the distribution disclosed under the scheme. Panel B plots the amount of wealth disclosed under
the scheme as a share of total reported wealth for each group. Among the wealthiest 0.01 percent, 15.3 percent of
wealth had been hidden from the tax authority. Offshore evasion represents the lion’s share of wealth tax evasion.
Panel C plots the share of disclosers’ wealth revealed under the scheme. Evaders in the wealthiest 0.01 percent had
hidden 32 percent of their wealth offshore and concealed 37.5 percent of their wealth from the tax authority.

Source: Online Appendix Table A.1

is rising in wealth; for the top 0.01 percent, panel C of Figure 1 shows these evaders
hid 32 percent of their declared fortune offshore. Compared to wealthy nondisclosers
who also declare foreign assets, confessed evaders are significantly more likely to
own foreign financial assets like portfolio securities and trusts and less likely to own
foreign nonfinancial assets like real estate and vehicles. They are also more likely
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to have these assets located in Barbados, Bermuda, the Cayman Islands, Monaco,
Panama, Switzerland, and the Virgin Islands, reflecting the predominant role tax
havens play in offshore evasion. Consistent with the wealth management industry in
tax havens catering to the elite (Harrington 2016), Colombian taxpayers who own
assets in tax havens belong to the very top of the country’s wealth distribution.

IV. Wealth Tax Enforcement
A. How Evasion Responds to Tax Incentives

We have shown that taxpayers participating in the scheme disclosed a substantial
amount of foreign and domestic assets. Of direct tax policy interest is the effect
these wealth disclosures have over time on the wealth and income reported and sub-
jected to tax. In this section, we show how tax compliance—specifically, reported
wealth, capital income, and income taxes—responds to tax incentives and evolves
in the years after taxpayers disclose under the scheme.

We focus on individuals who respond to the tax incentives awarded by the scheme
and first disclose in 2015, enabling us to observe individuals’ reporting behavior up
to three years after the policy announcement. We use a balanced sample of 44,958
individuals who file income taxes every year between 2011 and 2017 and file the
wealth tax in either 2015, 2016, or 2017. A total of 1,777 of these 44,958 individu-
als disclose in 2015, while 43,181 never disclose under the scheme.’ We compare
outcomes over time using the following event study specification:

3
(1) asinh(yit) = o;++ kak : th + Vs,

where asinh(yit) is the inverse hyperbolic sine transformation of outcome y reported
by individual i in year ¢, o, is an individual fixed effect, 7, is a year fixed effect, D¥ is
an interaction term between year ¢ and the discloser dummy, and v, is the error term.®
The (3 coefficients are our main parameters of interest and identify the percentage
change in reported outcomes of disclosers relative to nondisclosers in year k relative
to 2014—the year immediately preceding the disclosure scheme. Positive (5 values
beyond 2015 would indicate that evaders who disclose continue declaring larger
amounts of wealth and/or income in the following years, that is, that improved

7Relative to nondisclosers (who may or may not evade), taxpayers who disclose in 2015 are ex ante more
likely to be rentiers and thus receive more capital income (e.g., dividends, interest income, realized capital gains).
Disclosers also have more wealth than nondisclosers on average, although the difference between the two groups
is sensitive to the inclusion of outliers. Note that by studying 2015 disclosers we focus on taxpayers who choose to
disclose before the Panama Papers leak and subsequent events; online Appendix Figure A.7 and Table A.5 present
results for 2016 disclosers.

8To accommodate zeros in the dependent variable, we follow Johannesen et al. (2020) and use the inverse
hyperbolic sine transformation. For positive ranges of y;, the (3, coefficients in specification (1) can be interpreted
exactly as if we were using a log specification. However, some of the effects may also be due to changes in reporting
from zero to a positive amount, that is, an extensive margin response. We address this potential extensive margin
response and report results for alternative functional form specifications in the online Appendix. In particular, panel
B of Table A.4 and Figure A.8 show that the probability of reporting any positive foreign income, reporting any
positive capital income, and realizing any capital gains increased significantly; as a result, the likelihood of owing
any income taxes and any irregular income taxes increased too.
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FIGURE 2. THE IMPACT OF A VOLUNTARY DISCLOSURE PROGRAM ON REPORTED WEALTH AND INCOME

Notes: These figures present the effect of the tax incentives provided by Colombia’s voluntary wealth disclosure
scheme on tax compliance. The outcome variables are reported assets and wealth in panel A and reported income
categories in panel B. The markers plot the event study coefficients from specification (1), in which the inverse
hyperbolic sine transformation of the outcome is regressed on individual fixed effects, time fixed effects, and a vol-
untary discloser dummy interacted with year fixed effects (2014 is the omitted category). The vertical lines rep-
resent the associated 95 percent confidence intervals. Standard errors are clustered at the taxpayer level. The red
dashed vertical line marks the period individuals disclosed hidden wealth. The scheme raised wealth reported to the
tax authority three years after initial disclosure as well as reported capital income derived from asset ownership.
As a result, income tax liability increased. Table 1 presents the corresponding difference-in-difference coefficients.
The sample is a balanced panel of 44,958 individuals that (i) filed income taxes annually between 2011 and 2017
and (ii) filed the wealth tax in 2015, 2016, or 2017. Among these 44,958 individuals, 1,777 voluntarily disclosed in
2015, while 43,181 never disclosed under the scheme; those who first disclosed after 2015 are excluded from the
estimation sample.

Source: Authors’ calculations using administrative tax microdata from DIAN

tax compliance is persistent over time. Moreover, note that while taxpayers choose
whether or not to disclose, the inclusion of individual fixed effects in specification
(1) controls for time-invariant taxpayer characteristics that may be correlated with
the decision to comply. Further, we can examine selection into disclosure by testing
for pre-event parallel trends.

Panel A of Fiéure 2|plots the event study coefficients from specification (1) using
reported assets and wealth (assets minus debt) as the outcome variables. In both
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TABLE 1—THE IMPACT OF TAX INCENTIVES UNDER A DISCLOSURE SCHEME
ON WEALTH AND INCOME REPORTED TO THE TAX AUTHORITY

Capital gains

Wealth Income and other irregular income
Total
Gross  Net Foreign Dividend Interest gross Taxable Tax Gross ~ Net Taxable Tax
1 2 3 4) ) (6) ™) (®) © a0 an (12
0 0.288  0.400 1.010  0.061 0416 0.132  0.132  0.329 0.069 0322 0339 0339

(0.015) (0.030) (0.105) (0.170) (0.117) (0.030) (0.034) (0.090) (0.157) (0.130) (0.125) (0.100)

Observations 314,706 314,706 138,004 138,004 314,706 314,706 314,706 314,706 314,706 314,706 314,706 314,706
R? 0.66  0.572 0.614 0.753  0.629 0.686 0.547 0.641 0264 0.246 0.246  0.242

Notes: This table presents the effects of the tax breaks on income and wealth reported to the Colombian tax author-
ity. The dependent variables in columns 1 and 2 are taken from the wealth tax form 440, while those in columns
3-12 are taken from the individual income tax forms 110 and 210. ¢ represents the difference-in-difference coef-
ficient from specification (2), in which the inverse hyperbolic sine transformation of the outcome is regressed on
individual fixed effects, year fixed effects, and an interaction of the voluntary discloser dummy and post-reform
years (2014 is the omitted category). The standard errors in parentheses are clustered at the taxpayer level. The sam-
ple is a balanced panel of 44,958 individuals that (i) filed income taxes annually between 2011 and 2017 and (ii)
filed the wealth tax in 2015, 2016, or 2017. Among these 44,958 individuals, 1,777 voluntarily disclosed in 2015,
while 43,181 never disclosed under the scheme; those who first disclosed after 2015 are excluded from the estima-
tion sample. The number of observations with foreign income and dividend income is smaller than the rest because
taxpayers report these two variables as separate variables starting 2014. Wealth tax liability is not reported as an
outcome because there is no wealth tax during most of the pre-program period. Online Appendix Table A.4 reports
how ¢ varies when changing the functional form of the outcome variable.

Source: Authors’ calculations using administrative tax microdata from DIAN

series, the difference between disclosers and nondisclosers is close to zero and not sta-
tistically significant before the disclosure, supporting the parallel trend assumption.
The tax incentives encouraged evaders to report 25.1 percent (= ¢%22* — 1) more
assets and, by virtue of also confessing to inflating debts, 39 percent (= e03% — 1)
more wealth than nondisclosers in 2015 relative to the preceding year. Importantly,
there is no sign that either outcome decreases after the initial surge, as both series
remain significantly higher three years after the policy rollout.

Table 1|presents the difference-in-difference coefficients, collapsing the event
time in specification (1) to a simple post-reform dummy:

(2) asinh(y;,) = o; + v, + 6 - 1(Post x Discloser) + v;,.

Columns 1 and 2 present the estimates for gross wealth (i.e., total assets) and net
wealth (i.e., total assets minus debts), respectively. Indeed, disclosers report around
33.38 percent (= ¢%?* — 1) more assets and 49.2 percent (= ¢®* — 1) more
wealth relative to nondisclosers after the scheme is introduced.

To measure the effect on income tax compliance, we turn to the data from the
income tax returns. We expect the event study coefficients (3, to be positive and
statistically significant if foreign and domestic assets that generate taxable income
and had not previously been reported are now being reported. Panel B of Figure 2
plots 3 for domestic interest income, foreign income, total gross income, and
income tax owed. Again, the figures show there is no difference in the trend of
income categories prior to the disclosure, followed by a large increase in reported
capital income starting in 2016—when disclosers were required to report income



142 AER: INSIGHTS JUNE 2021

accurately. Table 1 shows that three years after the disclosure scheme is intro-
duced, disclosers report 174.6 percent (= ¢! — 1) more foreign income and
51.6 percent (= ¢%*1% — 1) more domestic interest income than nondisclosers (the
latter result could be consistent with repatriations of offshore financial assets). In
all, reported total gross income increases by 14.1 percent (= e%!3* — 1), raising
taxable income by the same amount. As a result, regular income taxes increase by
39 percent (= ¢%3° — 1). Net irregular income—which includes long-term real-
ized capital gains, inheritances, inter vivos gifts, and lotteries—also increases by
38 percent (= ¢%¥2 — 1). In sum, disclosers are paying more taxes on regular and
irregular income received than nondisclosers three years after the policy rollout.

These results show that the policy encouraged substantial disclosures of hidden
wealth. Moreover, these wealth disclosures trigger large increases in capital income
reporting and income taxes too, as noncompliant taxpayers had been underreport-
ing capital income and failing to report returns of hidden assets. Instead, the tax
incentives encouraged delinquent taxpayers to become compliant by reporting more
of their income and wealth and pay more taxes relative to individuals who did not
participate in the disclosure program, with no evidence of a decline three years after
their revelation.

The higher tax compliance, coupled with the penalties associated with disclos-
ing under the scheme, raised the effective tax rate, that is, the total income and
wealth taxes expressed as a share of reported wealth. Given disclosures are rising
in declared fortune, the policy raised overall tax progressivity. At the top of the
distribution, the effective tax rate almost doubled from 1.4 percent to 2.6 percent.
Thus, the changes in the enforcement environment, by virtue of reducing evasion
and generating more revenue from the wealthiest tax filers, enhanced the overall
progressivity of the tax system.

B. How Evasion Responds to a Credible Threat of Detection:
The Panama Papers Leak

As modeled in Allingham and Sandmo (1972), tax evasion depends not only
on the tax incentives but also on the information and enforcement environment.
For an evader who chooses not to disclose in 2015, the decision to do so before
the disclosure window expires should weigh the risks and penalties associated with
disclosing versus not. This section tests this theory by leveraging the exogenously
timed shock in the perceived threat of detection following the events triggered by
the Panama Papers leak—both the unexpected publication of Mossack Fonseca’s
client list and the Colombian government’s response to it. We hypothesize that these
events should raise disclosures for those who were named in the leak but not neces-
sarily for those who were not named (inter alia, they would not have been contacted
by the government).

To fix ideas, [Figure 3| plots the probability of first disclosing under the scheme
for taxpayers in the top 5 percent who appear or not in the Panama Papers in 2015
(before the leak) and 2016 (after the leak) by bins of increasing fortune. Three pat-
terns emerge from this figure. First, the within-group likelihood of disclosing under
the scheme is similar between both groups of taxpayers prior to the leak: the differ-
ences are not statistically significant for all but P99—P99.5 and P99.5-P99.9, where
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FIGURE 3. THE PANAMA PAPERS LEAK RAISED DISCLOSURES OF HIDDEN WEALTH

Notes: This figure presents the effect of the Panama Papers leak on disclosing wealth under Colombia’s voluntary
disclosure scheme. The markers plot raw means of the probability of first disclosing hidden wealth in 2015 (before
the leak) and 2016 (after the leak) for taxpayers in the Panama Papers (round marker) and taxpayers not in the
Panama Papers (square marker) by wealth group. The vertical lines represent the 95 percent confidence intervals.
The Panama Papers leak in 2016 raised disclosures for those named in the leak. The sample is the universe of indi-
viduals filing income or wealth tax returns in 2015, 2016, or 2017, that is, 2,421,936 individuals—of which 1,167
appear named in the Panama Papers. Wealth groups are generated every year based on reported wealth including
disclosures. The pre-leak differences in disclosures between taxpayers named versus not named in the Panama
Papers are statistically significant (but economically negligible) for groups P99-P99.5 and P99.5-P99.9; they are
not statistically significant for all other groups.

Source: Authors’ calculations using administrative tax microdata from DIAN and ICIJ

they are significant but small. Second, the leak was followed by a spectacular increase
in disclosures made by taxpayers identified in the Panama Papers across the wealth
distribution. Third, the increase in disclosures following the leak only took place
for taxpayers named in the Panama Papers. Arguably, without getting contacted by
the government (and perhaps escaping the threat of detection via the TIEA with
Panama), evaders do not appear to be more likely to acknowledge misbehavior.”

We quantify the causal effect of the leak and subsequent events on tax compliance
among very wealthy individuals, that is, taxpayers who file wealth taxes, using a
difference-in-difference approach that compares outcomes between taxpayers who
appear named (treated) and not (control) in the leak before and after it occurred. We
use the following OLS specification:

(3) yi = a+~1(In Panama Papers); + A1 (After Leak); + 3+ 1(DID);; + s,

In all, 37.5 percent (453 of 1,208) of taxpayers identified in the Panama Papers disclosed under the scheme.
There are several reasons why this share is less than 100 percent. First, being a client of Mossack Fonseca does not
imply tax evasion, and tax-compliant clients may have already been reporting their offshore entity to the Colombian
tax authority. Second, the Panama Papers included Colombians having incorporated their offshore entity as far back
as the 70s; thus, some clients could have deactivated their offshore entity by the time the disclosure scheme was
introduced. Finally, risk-loving evaders may have chosen not to participate in the disclosure scheme and continue
evading.
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TABLE 2—THE EFFECT OF THE PANAMA PAPERS LEAK ON WEALTH DISCLOSURES AND TAXES OWED

Dependent variable

1(Disclosed 1(Disclosed asinh(Wealth tax
any) foreign asset) asinh(Wealth tax) plus penalties)
(1) 2 ©) 4)
B 0.274 0.296 0.261 0.850
(0.027) (0.025) (0.043) (0.088)
Control mean 0.0328 0.0192 15.221 15.315
Observations 118,966 118,966 118,966 118,966
R? 0.015 0.023 0.001 0.004

Notes: This table presents the effect of the Panama Papers leak on wealthy taxpayers’ willingness to disclose hid-
den wealth and tax liability. 3 represents the difference-in-difference coefficient from specification (3). The stan-
dard errors in parentheses are clustered at the individual level. Column 1 presents the likelihood of disclosing any
hidden asset or fake liability for the first time. Column 2 plots the likelihood of disclosing foreign assets in partic-
ular. Columns 3 and 4 display wealth tax liability, excluding or including penalties associated with disclosing hid-
den wealth, expressed in log-approximation form using the inverse hyperbolic sine function. The table compares
outcomes using a balanced panel of 59,483 individuals that filed the wealth tax return in 2015 (before the Panama
Papers leak) and 2016 (after the Panama Papers leak), 504 of which appear in the Panama Papers and 58,979 of
which do not. Column 1 suggests that taxpayers in the Panama Papers are 27.4 percentage points more likely to first
disclose hidden assets and/or fake liabilities after the Panama Papers leak.

Source: Authors’ calculations using administrative tax microdata from DIAN and ICIJ

where y;, is the outcome of interest, § the parameter of interest, and p the error term.
Because the leak and subsequent events were unanticipated by taxpayers, we can
interpret (3 as identifying the causal response of taxpayers to these events.

Table 2 presents the results from specification (3). Column 1 shows the Panama
Papers leak raised taxpayers’ willingness to disclose hidden wealth by 27.4 percent-
age points from a pre-leak mean of 4.9 percent, that is, an almost sixfold increase
induced by the Panama Papers. Relative to the 3.3 percent of wealth tax filers not
appearing in the Panama Papers who disclosed before the leak, this would translate
into a more than 830 percent increase in wealth disclosures. Consistent with a drop
in offshore tax evasion in particular, column 2 shows that disclosures of foreign
assets increased by 29.6 percentage points, over sixfold the pre-leak treated mean
(=0.296/0.048) and fifteenfold the pre-leak control mean (=0.296/0.0192). As
a result, column 3 shows wealth taxes increased by 29.8 percent (= %! — 1),
Including disclosure penalties raises taxes owed to 134 percent (= %% — 1), as
shown in column 4.

Notwithstanding, more than 96 percent of all disclosers are not named in the
Panama Papers. Therefore, the threat of detection triggered by the leak only accounts
for a small fraction of all disclosures made under Colombia’s voluntary disclosure
scheme.'? Instead, most disclosers came forward the following year, after Colombia
toughened the sanctions for underreporting wealth by criminalizing wealth tax eva-
sion for the first time. We caveat, however, that we cannot infer causality from this

19 A back-of-the-envelope calculation suggests that the Panama Papers capture at most 8.5 percent of total
offshore tax evasion by Colombians at the top: while 3.05 percent of the wealthiest 0.01 percent appear named in
the Panama Papers, 35.7 percent of the wealthiest 0.01 percent revealed hidden foreign assets under the voluntary
disclosure scheme. This estimate is likely a conservative upper bound because only a fraction of evaders disclosed
under the scheme and not all taxpayers named in the leak were evading.
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correlation, as other factors may have contributed to the increase in disclosures that
year, including taxpayer procrastination.

V. Discussion on Measuring Wealth Inequality

The revelation of massive fortunes offshore improves researchers’ ability to cap-
ture wealth at the top. In this section, we briefly discuss the implications of our
findings for the study of top wealth inequality in Colombia.

We offer a first and conservative, albeit imperfect, attempt at measuring the frac-
tion of total wealth owned by the top groups (e.g., the top 1 percent, the top 0.1 per-
cent)."'! We estimate that, in 2017, the top 1 percent had 40.6 percent of total wealth
in Colombia—one of the world’s highest top wealth shares, perhaps after the United
States.!? Interestingly, Colombia and the United States mirror each other in income
inequality, as the richest 1 percent has roughly one-fifth of total income in both
countries (Alvaredo and Londofio-Vélez 2014, Piketty and Saez 2003). Further up
the wealth hierarchy, the top 0.1 percent had 15.85 percent of total wealth, which is
within the ranges estimated for the United States by Smith, Zidar, and Zwick (2020)
and Saez and Zucman (2016).

The effect of Colombia’s enforcement initiatives on revealed offshore wealth
is sizable but small relative to independent estimates of the amount of concealed
offshore wealth by Alstadseter, Johannesen, and Zucman (2018b). We bound the
total amount of offshore wealth that could potentially remain hidden, assuming the
distribution of offshore wealth disclosed under the scheme (see online Appendix
C). Accounting for unreported offshore wealth increases the top 1 percent share
to 43.17-46.4 percent. Given offshore wealth is highly concentrated at the top, the
increase is starker for the top 0.1 percent: from 15.85 percentto 19.06-23.17 percent.

VI. Conclusion

Our findings highlight both challenges and opportunities for wealth taxation in
the developing world. On the one hand, our results show that offshore tax evasion is
an important threat to progressive wealth taxation, lending some support to wealth
tax skeptics. As a result, any effort to tax wealth must come in tandem with cracking
down on offshore evasion. On the other hand, policies to strengthen the enforce-
ment regime can be effective even in countries that, like Colombia, suffer from a
low baseline level of tax compliance. Better enforcement encourages tax evaders
to disclose hidden wealth and also report more income, raising tax revenue in a
progressive manner. These findings provide some support to wealth tax enthusi-
asts, especially those considering progressive wealth taxes in countries with a more

"' There are significant data limitations in measuring wealth inequality in Colombia. Unlike many developed
countries, Colombia has no aggregate wealth measure to construct the total amount of wealth. Since we cannot
compute aggregate wealth by summing the wealth reported in tax records as only a fraction of adults file taxes,
we must refer to household survey data to capture wealth for nonfilers, which is a second-best alternative and has
limitations of its own. Online Appendix C describes in detail these issues and how we deal with them.

12 There remains considerable disagreement about the level, composition, and evolution of top wealth in the
United States (Kopczuk 2015). Applying the capitalization method to income tax microdata, Saez and Zucman
(2016) estimate that the top 1 percent had 41.8 percent of total wealth in 2012, while accounting for heterogeneity
within asset classes, Smith, Zidar, and Zwick (2020) obtain smaller shares neighboring 30 percent.
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sophisticated enforcement technology and an ability to use strong-arm tactics to get
tax havens to cooperate with their own tax enforcement efforts.
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