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The Effect of Fiscal Policies on Business Cycles in Turkey
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ABSTRACT

Fiscal policies are designed to balance cyclical fluctuations. Fiscal policies in
developed countries are mostly countercyclical. However, fiscal policies alone cannot
explain the cyclical effect of fiscal policies implemented in developing countries. This
is due to weak institutional structures, political restrictions, and populist practices.
The study examined the effect of fiscal policies on business cycles in Turkey between
1975-2020 using the ARDL model and annual data. According to the findings, public
expenditures, investment expenditures, tax revenues, direct tax revenues, and budget
balance increase the output gap. On the other hand, trade openness, government
transfer payments, and indirect tax revenues reduce the output gap. Based on
the empirical findings, the following comments can be made: (a) fiscal policy can
be considered cyclical in this period; (b) cyclical fluctuations are reduced in open
economies; (c) budget balance increases cyclical fluctuations (non-Keynesian effect).
A possible reason for this is that the budget revenues mainly consist of indirect tax
revenues (70% in Turkey). The significance of the results obtained in the study are
as follows: (1) analyzes the impact of fiscal policies implemented by a developing
economy on stability using a current and long time series; (2) provides an insight into
the institutional quality and response of implemented fiscal policies through short-
and long-term analysis; (3) analyzes the effect of Turkey’s ability to implement fiscal
policies, which prefers the global markets integration model, and the tax technique it
creates, on the economy.

KEYWORDS
fiscal policy, fiscal stabilization, output volatility, tax revenues, business cycles,
ARDL model, Turkey
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AHHOTAIIMSI

@duckasibHas IIOJIATYIKA, ITPW3BaHHAs COQIaHCUPOBATh LIMKIMYECKMe KoseOaHws
B Pa3sBUTBIX CTpaHaX, B OCHOBHOM HOCUT KOHTPLIMKJIMYHBIV XapakTep. OgHaKo cama
1o cebe HaJIOrOBO-OIOIKETHAS IIOJINTHUKA He MOXeT OOBSCHWUTD LIMKIMIeCKIUiT -
deKT HarI0roBo-OIOKETHOVI IIOIUTVIKYM, IIPOBOAVMOY B Pa3sBMBAIOIINXCS CTpaHax.
DTO CBA3aHO CO CJIAOBIMM VMHCTUTYLVMOHAJIBHBIMU CTPYKTYpaMy, MHOJIUTIYECKU-
MW OrpaHMYeHVSIMY W HOIYJIMCTCKMMU IIpaKTUKaMu. B mccienoBanmm M3y4aioch
BJIVISIHVIE HAJIOTOBO-OIO/IKETHOV IOJIMTVIKY Ha JIeJIOBble IMKIIBI B TypLvm B IIepuof,
¢ 1975 o 2020 r. ¢ uctonb3oBanueMm Momeat ARDL m rogoseix gaHHbix. CoracHoO
MOJIyYeHHbIM JIaHHBIM, TOCYZapCTBEHHBIE PacXOfIbl, VHBECTMIIVIOHHBIE PacXOfIbl,

© Giilsen, M., 2022
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HaJIOTOBBle IIOCTYIUICHVIS, IIpsSIMble HaJIOrOBble IIOCTYIUIEHMs W OaylaHc OroimpKera
YBeIMYMBAIOT PaspbiB BbIIycKa. C IPyrovi CTOPOHBI, OTKPBITOCTH TOPIOBIIV, IOCY-
HapcTBeHHbIe TPaHCePTHBIE TUIATEeXN U IOCTYIUIEHVSI KOCBEHHBIX HaJIOTOB COKpa-
IIAIOT Pa3phIB BEITycKa. Ha ocHOBe sMIMpmaecKmx TaHHBIX MOXKHO C/ieJIaTh CJIeIyO-
ITVie KOMMeHTapuit: (a) pVCKaIbHYIO HOJIUTHUKY MOXKHO CUMUTATh IIMKIIMIHOV B 9TOT
niepuoz; (0) LMKiIMyecKme KojieOaHmsI CHYDKAIOTCS B CTPAaHax C OTKPBITOV SKOHOMM-
Kov1; (c) OastaHc OroipKeTa yBe/IMIMBaeT IUK/INIecKyie KojleOaHs (He KeVTHCYaHCKU
3¢ dexT). BO3MOKHOV IPUYMHOV 3TOTO SIBJISIETCS TO, YTO JIOXOZIbI OIO/KeTa COCTOAT
B OCHOBHOM 113 KOCBEHHBIX HajIoroBbIx noctyruiennit (70% B Typuym). 3HaunMocThb
Pe3y/IbTaTOB, IIOJIyYeHHBIX B MCCIENOBaHNI, 3aK/IoYaeTcs B cremyromeM: (1) aHa-
JIVI3 BIIVISHUA chICKanLHOVI TIOJINTUKYL, IIPOBOAVIMOVI Pa3BMBAIOIEVICSI SKOHOMMKOVI,
BasKeH IUTS VICCIIEMIOBAaHNS CTaOMIBHOCTY SKOHOMVKM C MICITOTIb30BaHMEM TEKYIIero
VI IUIUTEJIBHOTO BPEMEHHBIX PSIOB; (2) maeT HpecTaBieHye 00 MHCTUTYIVIOHAIb-
HOM KadecTBe 1 peaKIMM Ha IIPOBOAVIMYIO HaJIOrOBO-OIOIKETHYIO IIOJIUTHKY II0-
CpeJICTBOM KPAaTKOCPOYHOTO U IOJTOCPOYHOT0 aHaim3a; (3) aHaIM3UpyeT BIIMSHIE
Ha 9KOHOMVIKY criocooHocTi Typrymt mpoBoauTh HAJIOrOBO-OIOMIKETHYIO IIOIIUTVIKY,
PpeaM3yIoIIyIo MOIe/Ib MHTeTrpalliii B MIPOBbIe PBIHKV VI COBEPIIIEHCTBOBaHMe Ha-
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1. Introduction

Cyclical fluctuations are fluctuations
that are periodically repeated but not sys-
tematic and therefore difficult to predict.
Although the conjuncture is a concept
that concerns more than one macroecono-
mic size, in practice it is measured by the
change in real GDP. There is no consen-
sus in the literature on the reason for these
periodic fluctuations in real GDP. Accor-
ding to Keynes [1], the reason for the con-
juncture is the changes in the expectations
regarding the profitability of investments,
while according to M. Friedman [2], the
changes in the money stock. According to
the real business cycle theory pioneered
by E. Prescott [3], technology shocks cause
fluctuations [4, p. 82; 5, p. 218; 6, pp. 3-4].

According to the report [7] prepared
with the contributions of Celasun & Rod-
rik, the first measure taken against cyclical
fluctuations in Turkey is the adoption of
the balanced budget principle. After WW2,
national fiscal policies were not sufficient
for the fluctuations in the macroeconom-
ic structure and the first agreement was
made with the IMF in 1961. Then, external
shocks occurred in the economy due to the
1973 and 1978 OPEC crises. In the 1990s,
macroeconomic instability continued, and
budget deficits increased rapidly. In 1999,

219

macro instability in the public sector in-
creased and a new stabilization program
was implemented under the leadership of
the IMF. Although there was a relative im-
provement because of the establishment
of fiscal discipline, a new crisis occurred
in 2001.

During these years, the total foreign
debt interest payments in the budget in-
creased and as a solution to this, the Tran-
sition to a Strong Economy Program was
prepared with the IMF in 2002. Thus, the
contractionary fiscal policy began syste-
matically in Turkey. In this period, the
share of current and investment expendi-
tures in the budget was reduced and
a Special Consumption Tax was adopted
in terms of income policy. Therefore, dis-
cipline in public finance was targeted by
following pro-cyclical policies. As of 2022,
the foreign exchange and debt crisis in
Turkey continues with the effect of low in-
terest (neo-Fisherian) policy, even though
it is tried to be prevented with various tax
reforms.

This study aims to analyze the effect
of fiscal policies against cyclical fluctua-
tions between 1975-2020 in Turkey. The
method of the study is the ARDL-ECM
method, which shows the short- and
long-term cointegration relationship
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between the variables. The reason for
choosing this method is to reveal how
long it will take for the cyclical fluctua-
tions to come back into balance with the
long-term effect of the fiscal policies pur-
sued fluctuations in GDP.

The theoretical structure and litera-
ture will be presented in the first part of
the study. In the second part, the data set
and method to be used in the study will be
explained. The present study will be con-
cluded with the discussion and conclusion
part after the findings are stated.

In this research, three hypotheses are
tested:

H1: Fiscal policy in Turkey is pro-cy-
clical.

H2: Fiscal policy in Turkey is coun-
ter-cyclical.

H3: Fiscal policy in Turkey is neutral.

2. Theory and Literature

The business cycle theories should
help us understand the important fea-
tures of the widespread and persistent
fluctuations observed in the economy.
Early writers on the subject highlighted
the instability of the supply of credit used
to purchase real and financial assets, as
well as investment in fixed capital and
stocks. Changes in relative input and out-
put prices, interest rates, and profits are
other important areas of interest.

Keynes [1] also drew attention to the
uncertainty regarding future commer-
cial ventures” “profitability and expecta-
tions” volatility. He was among the first
discoveries of the investment accelerator,
growth, and instability theories. With
the rise of mathematical analysis in the
1930s-1940s, exogenous models were
studied, which often had similar content
to accelerator-multiplier models but were
driven by shocks. Money and prices have
received little or no consideration in the
accelerator-multiplier interaction and
other Keynesian disequilibrium models.
In contrast, shocks to the money stock
represent the major source of instability in
monetarist theory [8, pp. 2-3].

The idea of countercyclical fiscal
policy, first put forward by Juglar [9], has
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been described as a “response to welfare”.
Juglar says that the most important cause
of depression is the welfare period. He
argues that the reason for economic pros-
perity lies in the conditions of easy money,
low stocks, cheap labor, and raw materials
in times of depression and that prosper-
ity is only a result of these. W. Mitchell
[10; 11] was the one who took this subject
scientifically in the public finance litera-
ture [12, p. 143]. In addition, many opi-
nions explain business cycle fluctuations
in the fiscal literature.

According to the Keynesian approach,
there are many reasons for fluctuations.
The most important of these are marginal
productivity of capital and liquidity pre-
ference. This is affected by expectations
of future sales and profits [13, p. 157].
In Keynesian theory, the business cycle
mechanism has two components: the mul-
tiplier effect and the response of aggre-
gate supply to the change in aggregate
demand. Also, expectations are important
in cyclical fluctuations. Accordingly, if the
expectations are positive, from the recove-
ry period; if negative, it refers to the crisis
circuit [14, pp. 16-18]. As a result, it is ne-
cessary to intervene in the economy with
fiscal policies based on market failures.

According to the Monetarist ap-
proach, the cause of cyclical fluctuations is
the fluctuations in the money supply real-
ized by monetary policies [15, pp. 44-45].
Monetarists emphasize the inconsistencies
between the changes in the supply of bank
credit and the market and the equilibrium
interest rates as the cause of the fluctu-
ations. Falling interest rates due to the
Central Bank’s increase in money supply
increase aggregate demand by increasing
investments and consumption and brin-
ging the economy to the recovery stage.
On the other hand, the long-term decline
in the monetary growth rate leads the
economy into recession [16, p. 740].

According to the Rational Expecta-
tions Theory first proposed by Muth [17],
money wages are determined by ratio-
nal expectations. However, there are two
different rational expectations regarding
the economic conjuncture. First, Lucas
[18, p. 13-15], fluctuations are caused by
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unexpected shocks in aggregate demand,
which distorts the relationship between
the rate of change in nominal prices and
the level of real output. According to the
New Keynesian Business Cycle Theory,
which is another approach, the cause of
fluctuations in the economy is expected
and unexpected fluctuations in aggregate
demand. Accordingly, fluctuations are af-
fected by changes such as technology and
population. However, what all Keyne-
sians agree on is their advocacy of fiscal
policies in stabilizing economic activity
[19, p. 23]. Cyclical fluctuations cannot
be explained independently of monetary
policies. However, to prevent cyclical fluc-
tuations, fiscal policies should guide mon-
etary policies [20, pp. 255-256].

The Real Business Cycle Theory ar-
gues that macroeconomic instability will
occur in the long run due to external
shocks. This theory argues that insta-
bilities arise not from instability caused
by the money supply, but from shocks
caused by fiscal policies. The main reason
behind fluctuations is changes in produc-
tivity. Accordingly, macroeconomic sta-
bility is ensured due to innovation and the
productivity increase it creates [21, p. 251].

According to the theory, fiscal policy
should be countercyclical throughout the
cycle. Contrary to this approach, many
countries follow cyclical policies in prac-
tice [22, pp. 14-15]. These studies in the
literature show that economic crises are
not only related to monetary and fiscal
policies, but also the political structures of
countries.

Cicek & Elgin [22] used annual panel
data for 78 countries between 1960-2007.
Empirical analyzes were made with sec-
tion, OLS, and IV techniques. Fiscal poli-
cy is more cyclical in countries with large
informal economies. They also found that
policies that reduce the size of the infor-
mal economy cause less fiscal responsive-
ness to shocks. Due to the high demand
for the public sector, the counter-cyclical
policy is expected to increase production
overall, as it creates more jobs and increa-
ses disposable income [23, p. 76].

Temsurit [23] used annual panels for
63 developing countries between 1980-2013.
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Empirical analyzes were performed using
the GMM method. According to the fin-
dings, the improvement in the quality of
institutions plays a vital role in limiting
cyclical policy and these effects are more
pronounced in democratic countries than
in non-democratic ones.

Gavin & Perotti [24] used annual pa-
nel data for 13 Latin American countries
from 1968-1995. Empirical analyzes were
performed using the OLS. They found
that fiscal policy is cyclical, especially
during growth periods. In addition, in
times of crisis, countries cannot borrow
from abroad due to credit restrictions and
therefore cannot use borrowing as a ba-
lancing fiscal policy tool. As a result, states
must apply cyclical policies because they
have to pay their debts [25, p. 4].

Calderén & Schmidt-Hebbel [25]
tested with the OLS model using annual
panel data for 136 between 1970-2005. In-
stitutional factors explain most of the dif-
ferences in the cyclical behavior of budget
balances between industrial and deve-
loping countries, while financial openness
and financial depth account for a smaller
share of projected differences.

Fatas & Mihov [26] tested OLS and
IV techniques for 93 developing countries
using annual panel data from 1960-2007.
They found that fluctuations are an im-
portant determinant of economic growth.
They also found that public expenditures
and revenues are not cyclical, and the pri-
mary deficit is not cyclical.

Rodrik [27], who also associates cy-
clical fluctuations with trade openness,
states that as the number of external
shocks increases, their negative effects
on GDP increase, and there is a positive
relationship between trade openness and
public expenditures.

Alesina et al. [28] tested 87 OECD and
non-OECD countries between 1960-1999
using the fixed effects technique. Accor-
ding to the findings, public revenues and
budget surplus variables are statistically
insignificant and only public expenditures
are significant. In addition, it was empha-
sized that developed countries implement
counter-cyclical policies while developing
countries implement cyclical policies.
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Kaminsky et al. [29] tested 104 emer-
ging markets (EMs) between 1960-2003
with the OLS using panel data. Moreover,
fiscal policies in developing countries are
cyclical compared to OECD countries.

llzetzki & Végh [30] conducted tests
with OLS and GMM using quarterly
1960-2006 panel data for 49 developing
countries. In the study, there is a positive
relationship between public consumption
expenditures and output volatility in de-
veloping countries.

Badinger [31] tested 88 developing
countries using annual panel data from
1960-2004, LS, and One Step Regression
techniques. According to the findings,
output volatility resulting from changes
in cyclical and discretionary fiscal policy
is negatively related to economic growth.
The study advocates fiscal rules that
limit the use of cyclical policy to improve
growth performance.

Manasse [32], who relates the fiscal
policies followed for fluctuations with
political behavior, tested 50 developing
countries between 1970-2004 with the
MARS technique. The study argues that
the policy response depends on the state
of the economy and is cyclical during
a growth period, but counter-cyclical fis-
cal policies are implemented during a re-
cession. He argued that in countries where
populist policies are common, fiscal sta-
bility can be prevented by fiscal rules and
that counter-cyclical fiscal policies will
have a stronger effect.

Studies in the literature have con-
cluded that developing countries imple-
ment cyclical fiscal policies. Research on
why governments follow a cyclical policy
in developing countries claims that politi-
cal factors are an important reason for the
cyclical fiscal policy in these countries.
These studies show that factors such as
the type of political regime, the quality of
institutions, and the level of political po-
larization determine cyclical fiscal policy
[23, p. 75].

Vegh & Talvi [33] present a model
that optimizes behavior for 56 countries
that reveal political distortions during
periods of growth. The study primarily
explains the cyclical fiscal policies in de-
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veloping countries where there are politi-
cal distortions. According to the research,
implementation of cyclical fiscal policies is
preferred because it is low cost.

Lane [34] tested with the OLS using
1960-1998 panel data for 22 OECD coun-
tries. According to the findings, cyclical
fiscal policy is more effective in countries
with a separation of political powers.

On the other hand, Abbott & Jones
[35] carried out a test with the GMM
using the 1990-2003 panel data for
20 OECD countries. The study revealed
that the cyclicality of social security ex-
penditures varies according to the level
of political polarization. Accordingly, if
political polarization increases, cyclicali-
ty also increases.

Caballero & Krishnamurthy [36] tes-
ted 18 developed countries and 13 EMs
separately with OLS and IV for the years
1960-2002. According to the findings,
they concluded that the fiscal policy of
developing countries is more cyclical than
that of developed countries, and the use
of fiscal policy as a counter-cyclical policy
tool is also related to the development of
countries.

Wyplosz [37] made separate time
series analyses for the USA, Germany,
France, and Sweden countries between
1971-2001 using the OLS. According
to the findings, the budget balance acts
against the conjuncture and the public
debt creates a balancing effect on the size
of the output gap.

Akanni & Osinowo [38] tested Ni-
geria for the period 1970-2010 with the
OLS. In the study, it is seen that both
growth and public expenditures have
high volatility. He also states that fiscal
discipline is necessary to prevent fluctua-
tions in Nigeria.

De Mello [39] tested Brazil for the
period 1995-2004 with the OLS. The
study revealed that governments re-
spond strongly to changes in borrowing
by adapting their primary surplus targets
and institutions are important for fiscal
sustainability.

Khemani [40] examined the effects of
elections on fluctuations in India between
the years 1960-1992 using the OLS. He
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concluded that before election periods,
governments made expenditures on inte-
rest groups with populist expenditures.

Jad [41] studied Lebanon using the
Bry-Boschan routine technique with data
covering the years 1993-2015. According
to the findings, fluctuations are seen in
four-year cycles in Lebanon. Thus, the
findings for Lebanon are like the cycles
attributed to small and developing coun-
tries with open market economies.

Mora [42] investigated the sources of
macroeconomic fluctuations for Venezue-
la between 1998-2014 using the structural
VAR model. The study cited US produc-
tion and oil prices as sources of external
shocks. As a result, he determined that
the most important source of volatility, in
the long run, is not domestic shocks, but
external shocks from developments in US
output and oil prices. In addition, the ef-
fects of local shocks are temporary. The
effects of oil price shocks on real exchange
rates and production are greater than their
effects on US production.

Considering the effect of fiscal policies
on cyclical fluctuations, the statistical sig-
nificance of fiscal policy variables is quite
low. In this respect, it is not always possi-
ble to explain the effect of fiscal policy on
cyclical fluctuations due to various uncer-
tainties [26, p. 364].

The common aspects of the studies in
the literature are as follows: (i) pro-cycli-
cal policies are generally followed in de-
veloping countries; (ii) fiscal policies are
cyclical in economies with the informal
economy, corruption, and populist poli-
cies; (iii) fiscal rules that limit the use of
cyclical policy need to be introduced to
improve growth performance.

Undoubtedly, these partnerships
in the literature differ according to the
model applied, period, and country. The
current study, unlike the studies in the
literature, examines the effect of fiscal
policies implemented in Turkey on cy-
clical fluctuations, considering a current
and long time series. This indicates the
effectiveness of the fiscal policies dis-
cussed in the literature of Turkey, which
has passed from a closed economic sys-
tem to an open market economy.
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3. Data Set and Method

3.1. Variables Used in the Model

The variables and methodology used
in the study were prepared using Tem-
sumrit [23].

Macroeconomic variables consist of the
output gap, trade openness, and capital ac-
count openness. output gap represents the
difference between current and potential
GDP. GDP output volatility data was ob-
tained by using the filtering method pro-
posed by Hodrick & Prescott [44] to the real
GDP variable, and it was aimed to measure
the response of fiscal policies to aggregate
supply and aggregate demand volatili-
ty. Theoretically, the deviation of actual
output from potential output is an output
gap that must be eliminated through fiscal
policy mechanisms. To calculate this vola-
tility, the use of Hodrick & Prescott’s [44]
filtering technique, which is widely used in
the literature, is suggested by Ganev [45].

The trade openness variable is the
ratio of total foreign trade volume to
GDP. Economies with a high trade open-
ness have a higher risk of facing external
shocks. For this reason, it is necessary
to use fiscal policies actively to ensure
macroeconomic stability. In economies
exposed to external shocks, when public
expenditures are increased to reduce the
impact of the shock, a counter-cyclical
policy is followed [27, p. 1011].

The capital account openness variable
is an index that shows the changes in the
capital flows of the countries. Due to the
influx of foreign capital in the expansion
period of the economy, the financing cost
of counter-cyclical policies increases. In
addition, the fiscal policies pursued by
the instability caused by capital mobility
remain insufficient in the post-instability
period [46, p. 206], [47, p. 252].

Fiscal variables (as a ratio to GDP), tax
revenues, primary public expenditure, pub-
lic expenditure including interest, current
public expenditure, public investment ex-
penditure, public transfer expenditure, tax
revenues on goods and services, tax reve-
nues on income, and budget consists of ba-
lance variables. In the study, GDP was ta-
ken as a ratio to indicate the elasticity of



Journal of Tax Reform. 2022;8(3):218-235

ISSN 2412-8872

these variables. If there is an increase in fi-
nancial variables while the economy is gro-
wing, pro-cyclical; otherwise, it means that
a counter-cyclical fiscal policy is followed.

The political variables are institu-
tionalized democracy and political con-
straint-POLCON. Institutionalized de-
mocracy measures the institutionalization
of democratic rights in the relevant coun-
try. The fact that institutions are open and
independent to stakeholders increases
their tendency to act democratically. In
this respect, counter-cyclical policies are
unsuccessful in countries that do not have
democratic institutions [23, p. 76].

The political constraint, on the other
hand, considers the number of vetoes
faced by government officials in parlia-
ment and the party differences to which
the members of the government belong.
Restriction of governments also affects
the quality of fiscal policies. In this con-
text, institutions are an intermediary
institution that affects macroeconomic
growth [26, p. 368]. Governments that are
less constrained in implementing policies
can respond more flexibly to the business
cycle. However, although this effect of
POLCON is uncertain, it continues to be
proven empirically [31, p. 9].

Population data was used as the con-
trol variable in the study. Change in pop-

ulation affects fiscal policy choices. Howe-
ver, Barro [48, p. 165] says that making
any inferences on the population variable
will usually be the result of coincidence.
For this reason, the population variable
was used as a control variable in the study
and was excluded from interpretation.

By using the variables explained
above, cyclical policies in Turkey be-
tween 1975-2020 were examined using
ARDL-ECM estimators with annual data.
Information on related variables is shown
in Table 1.

The models included in the study are
as follows:

Model 1: GHP=a,+a,TI+a,GEE[+a,TO+
+a,CAO+a;,POLCON +p,, 1)

Model 2: GHP= ay+a,TI+a,GEIl+a,TO+
+a,CAO+a;POLCON +p,, 2)

Model 3: GHP=a,+a,CTE+a,lE+a,TE+

+a,TI+a;TO+a,CAO+
+a,POLCON + p,, (3)
Model 4: GHP=a,+a,ITI+a,DTI+
+a,CAO+a,POP +p,, 4)
Model 5: GHP=a,+a,FB+a,CAO+a,TO+
+a,IND +a,POLCON + p, (5)

The constant term a, in Model 1-5,
a,...a, is the parameter that shows the effect
of the relevant independent variable on the
dependent variable; ,,...epresentsrepresents
the error term of the relevant model.

Table 1
Variables Used in the Model
Variable ‘ Abbreviation Source
GDP output volatility (HP Filter) GHP World Bank, World Development
Trade openness TO Indicators
Capital account openness CAO The Chinn-Ito index (KAOPEN)
Tax Revenues/GDP TI
Tax revenues from goods and services ITI
Tax revenues on the income DTI
Non-interest public expenditure / GDP GEEI
Public expenditure/GDP (including interest) GEII Isrtlrcﬁz‘n’agtgrasr;igLé?i?;t?czpartmem’
Current expenditure CTE
Investment expenditure IE
Transfer expenditure TE
Budget balance/ GDP FB

Political Constraint
Institutionalized Democracy

Population

POLCON  Political Constraint Dataset

IND World Bank, World Development
POP Indicators
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Model 1 [28], one of the regression
equations above, the effects of TI, GEEI,
TO, CAO, and POLCON on GHP; in the
Model 2, unlike Model 1, the effect of GEII
is estimated. Model 3, public expenditures
specified the Model 1 are divided into com-
ponents and discussed in terms of IE, TE,
and CTE [26; 35]. In Model 4, the effect of
ITI and DTI on GHP is examined, and
in the Model 5 the effect of FB, IND, and
POLCON variables is examined [24].

3.2. ARDL Model

The ARDL model was first introduced
by Charemza & Deadman [49] and deve-
loped by Pesaran [50], Pesaran & Shin [51],
and Pesaran et al. [52]. This approach
is a cointegration method used to test
whether there is a long-term equilibri-
um in the economic system. In the ARDL
model, after specification tests are per-
formed, boundary tests are applied and
then the short-run relationship is examined.

This model has many advantages over
other cointegration methods such as Engle
& Granger [53], Johansen & Juselius [54]:

® This method gives ARDL consis-
tent results for small observations, unlike
the Johansen cointegration method, which
requires a large observation to ensure the
reliability of the results.

® The ARDL test can be used regard-
less of whether the variables are I1(0)-(I)
or (I)-(I).

® To estimate the long-term equilib-
rium relationship in the model, it is suffi-
cient to compare the F statistic calculated
with the ARDL error correction model
(ECM) with the given lower and upper
values.

In this respect, it is more advanta-
geous to use a single-stage ARDL-ECM
model instead of using a two-stage re-
gression such as Engle & Granger coin-
tegration [53] and Johansen cointegra-
tion [54]. In this framework, (p,q) ARDL
regression model can be expressed as
follows:

S, +PBys,,+...+ Bpst_p =

=8+0x, +aa, , +...4.x,  +E;

©)

B(L)y, =d+a(L)x, +¢,.
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In the equation (6), L is the distributed
delay component and ¢, is a random error
term. In addition, the model is autoregres-
sive because the y, expression is explained
with its lagged values.

3.3. Methodology

In the present study, firstly, two-unit
root tests, Dickey-Fuller (ADF) test [55]
and Phillips & Perron (PP) test [56], were
performed. The null hypothesis of ADF
and PP tests is that the variable is non-sta-
tionary or contains a unit root. The key
point in unit root tests for variables is that
the variables are stationary at the I(0) or
I(I) level. According to Ouattara [57], if the
variables are stationary at I(2) or higher,
the calculated F-statistic is invalid.

Secondly, the model is determined
for the ECM. Before the estimation of the
model, the VAR model determines the lag
lengths of the model. The ARDL model
used in the study is given below:

Model 1:
AGHP, =ay + 3. BATI, ; +
+3 1 By AGEEL  +3," B,
+37" B,ACAO, , +
+3> " B,APOLCON, +

+6,,TI, , +6,GEEI, , +3,TO, , +
+6,CAO, ; +8,POLCON, , +¢,,

ATO, ; +

i

)

Model 2:
AGHP, =ay, + " BLATI, +

+ ZZUB%AGEH i +2Z)BsiATOH +
3
+3. " B4ACAO,  +8,,TI, , +
+8,GEIl, , +98,,TO, ; +8,,CAO, , +¢,,

®)

Model 3:

AGHP, = ay,+." B,ACTE, , +

+ Z?:lo BZiAIEt—i + Zj:zg BSiATEt—i +
+ 27:30 B‘liATIl—i + 2?:40 ﬁSiATOt—i +

5 6
+Y." BACAO, ,+Y.," B,APOLCON,  +

+ 8, CTE, | +04IE, , +3,TE, , +8,,TI, , +
+ 8,70, , +6,,CAO, ; +3,POLCON, , +¢,,

©)
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Model 4:
r
AGHP, = ay, + E Z,:O[ill.AITIH. +

2

1
+3 7 ByADTI  +Y" By
+ 3" B APOP_, +8,,ITI, , +
+ 8,,DTI, , +6,,CAO,_, + 8,,POP,_, +¢,,

AcCAO, , +
(10)

Model 5:
r
AGHP, = a,, + ZX_ZOB“AFBH +
ATO, . +

1 2
+ zj:[) BZiACAOt—i + 27:0 B3l t—i (11)
+3 " B,AIND, ,+¥ " B.APOLCON,_, +
+06,,FB, ; +6,,CAO, , +6,TO, , +
+06.,IND, , +3,,POLCON, , +¢,,

AGHP, in the above models is the out-
put gap variable in the literature review.
This variable is included in the model as
a dependent variable. B terms are long-
term coefficients and & are short-term
coefficients. In addition, p and g give the
optimal lag lengths in the ARDL model.
A denotes the first difference and ¢ de-
notes the error terms.

Third, after testing the models, the
bound test was performed. Here, with
the F statistical value, Pesaran et al. [52].
The table developed by is compared with
the critical value. Then, the null hypothe-
sis of the F test that the null hypothesis
variables were not in a cointegration re-
lationship was rejected, and it was con-
cluded that there was a cointegration
relationship.

Fourth, since the above Models 1-5
are cointegrated, their long-term rela-
tionships are estimated. This estimation
refers to the equation with the B terms
above but without the § term, which
represents the short term. In this case,
the variable expressed by the term § is
expressed as A, (ECM,_, for each model.
The expression ECM,_; in question in-
dicates the error correction term, which
should be negative and statistically sig-
nificant [58, pp. 7-11; 59, pp. 141-142;
60, pp. 393-394].

Fifth, specification tests for the
ARDL model were performed. Accor-
ding to Pesaran [50], stability testing for
the predicted parameters of the ARDL
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model is necessary to avoid the mis de-
termination of the functional form due to
fluctuations in the time variable. To test
the parameter stability in the model, cu-
mulative sum (CUSUM) and cumulative
sum of squares (CUSUMSQ) values were
examined. In these tests, when the sta-
tistical value is between the confidence
intervals (5%), it is understood that the
estimated coefficients are stable. How-
ever, the Ramsey Reset test, autocorre-
lation test (Breusch-Godfrey Serial Cor-
relation LM Test), heteroscedasticity test
(Breusch-Pagan-Godfrey), and normality
test (Jarque-Bera) were used to test the
presence of technical error in the model.

4. Research Results

Table 2 shows the results of the de-
scriptive summary statistical analysis
of the variables in the study. The result
shows that the GDP output volatility for
Turkey in the 1975-2020 period varies be-
tween 4.780 and 9.577, with an average
value of 5.349 and a standard deviation of
3.119. Summary statistics of other varia-
bles are shown in Table 2.

Whether the stability condition of
the parameter estimation in the analysis
is met or not is shown in Figure 1 with
the CUSUM and CUSUMQ tests. Table 2
and Figure 1 are considered together, the
selected model is statistically stable and
the parameters corresponding to all vari-
ables in the model are reliable.

The time series of the variables in
the study were examined using the ADF
and PP unit root tests, which are fre-
quently used in the literature. According
to the stationarity test results shown in
Table 3, the GHP, TO and POP varia-
bles are stationary at the level, while the
other variables are stationary at the first
difference.

The existence of a cointegration re-
lationship between the variables in the
models established within the scope of
the study is determined by the F-bounds
test. The fact that the F-statistics values
specified in Table 4 are greater than the
critical values of 5% and 10% indicates
that there is a cointegration relationship
between the variables.
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Table 2
Descriptive Statistics
Mean M€ |Max.| Min. Std. |Skew- Kurto-Jarque- Prob.| Sum |>9™ S%|op,
dian Dev. | ness | sis Bera Dev.
GHP 478 534 957 010 311 -0.06 149 439 0.11 219.88 437.78
TO 39.86 4329 62.61 9.09 14.08 -051 241 271 0.25 1833.95 8925.59
CAO -0.87 -1.22 -0.02 -192 065 016 166 3.61 016 -4035 19.35
TI 1317 1239 18.01 7.83 3.68 -0.04 129 556 0.06 606.25 610.69
GEII 911 11.04 21.70 232 613 028 160 434 011 41947 1694.86
GEEI 20.24 1497 3555 9.01 922 026 141 535 0.06 931.11 3828.30
CTE 768 752 1774 433 273 223 868 10028 0.00 353.31 33592
TE 10.54 1093 22.80 346 533 046 219 286 0.23 485.14 128140 46
1IE 1.99 209 376 08 065 052 301 211 034 9166 19.29
DTI 5.02 477 6.85 3.66 0.762 0558 2336 3.233 0.198 231.15 26.12
ITI 587 5.00 1045 202 302 012 124 6.00 0.04 27013 412.09
FB -2.84 -222 6.05 -1215 330 -0.60 474 865 0.01 -131.09 492.38
IND 6.78 800 9.00 000 3.03 -139 340 1524 0.00 312.00 413.82
POLCON 037 039 053 0.00 013 -1.70 5.86 38.06 0.00 17.12 0.79
POP 777 778 793 759 0.09 -023 197 244 029 357.65 042
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Figure 1. CUSUM and CUSUMQ Graphs
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In Table 4, the long-term coefficients
of the variables are shown in Table 5 af-
ter the cointegration relationship between
the series was determined. The table also
includes the specification tests of ARDL
models.

According to the result of Model 1,
a 1% increase in GEEI increases GHP
by 0.256%. However, if the TO varia-
ble increases by 1%, GHP is affected by
-0.163%. In Model 2, a 1% increase in the
GDP (TI) ratio of total tax revenues affects
GHP by 0.891% and a 1% increase in TO

affects by 0.146%. On the other hand, in
Model 3, a 1% increase in the TI variable
affects the GHP by 0.858%, a 1% increase
in IE affects the GHP by 1.240%, and TE
by -0.421%. In Model 4, however, a 1% in-
crease in FB affects the GHP by 0.639%.
Finally, in Model 5, TO affects the output
gap by -0.577%, while ITI affects -5.645%
and DTI by 3.068%.

As a result of the analysis, the var-
iables of CAO, GEII, CTE, IND, and
POLCON were statistically insignificant.
Although these variables influence cyclical

Table 3
Unit Root Tests
Variables Level First difference
ADF PP ADF PP
GHP 0.000* 0.257 0.000* 0.159
TO 0.049** 0.181 0.000* 0.000*
CAO 0.619 0.522 0.000* 0.000*
TI 0.835 0.755 0.000* 0.000*
GEII 0.259 0.252 0.000* 0.000*
GEEI 0.594 0.631 0.000* 0.000*
CTE 0.968 0.968 0.000* 0.000*
IE 0.566 0.681 0.000* 0.000*
DTI 0.380 0.233 0.000* 0.000*
ITI 0.550 0.492 0.082%** 0.000*
TE 0.806 0.619 0.000* 0.000*
FB 0.922 0.917 0.000* 0.000*
INA 0.194 0.265 0.000* 0.000*
POLCON 0.266 0.207 0.000* 0.000*
POP 0.025** 0.988 0.022%* 0.558

Akaike Information Criteria is used as a basis for the choice of lag values of the variables in the
table. Statistically, 1%, 5% and 10% significance levels are shown as *, **, ***, respectively. The values
reported in the table are probability values.

Table 4

F-Limit Tests

%05 critical value

%10 critical value

Model | k| Fstat | TQURT IO | Mbound | bound
1 5 6.886 2.62 3.79 2.26 3.35
2 4 5.450 2.86 4.01 245 3.52
3 7 7.395 2.32 3.50 2.03 3.13
4 5 3.436* 2.62 3.79 2.26 BI85
5 4 4376 2.86 4.01 2.45 3.52

Statistically significant at 10% critical value.
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fluctuations, it is likely to be insignificant
due to model specification error.

The value of the error correction co-
efficient indicated by CointEq(-1)* in
Table 5 should be between 0 and -1 and
be statistically significant. The ECM
model indicates the time for the deviation
to occur in the long-term equilibrium to
reach equilibrium [61, p. 342].

Accordingly, within the scope of
Model 1 and Model 2, the balance is 1.3. It
has been found that the equilibrium will
be reached again in 1 year in the Model
3, 1.9 in the Model 4, and finally 2.9 years
in the Model 5. According to the results
of the diagnostic tests in Table 5, it was
concluded that there was no specification
problem in the models.

Table 5
Long- and Short-Term Coefficient Findings
Model ) am | (1) )
Dependent variable: GHP (2,2,0,1,2,0) (2,2,0,1,0) (1,1,0,0,0,1,0,1) (1,0,0,1,0,0) (3,0,3,1,3)
0 -0163  -0.146 -0.039 0032 -0577
(0.002*  (0.006)* (0.392) (0.647)  (0.009)*
CAO 0437  0.289 0.151 0490  -1.864
(0.504)  (0.678) (0.835) (0.738)  (0.393)
- 0.251 0.891 0.858
(0462)  (0.000)*  (0.000)*
0.256
izt (0.061)*
0.124
GEll (0.300)
0.210
= (0.231)
1.240
IE (0.091)***
-0.421
TE (0.008)*
3.068
I (0.004)*
-5.645
22 (0.059)*
0.639
FB (0.034)*
0.047
LY (0.888)
8.165 1.170 7.299
POLCON (0.128) (0.719) (0.313)
Observation 44 44 45 45 42
Panel g Ad)- R? 0.73 0.67 0.77 043 0.74
. R -0.75 -0.74 -0.95 052  -034
CointEq(-1) 0.00)  (0.00) (0.00) 0.00)  (0.00)
Breusch-Godfrey LM Test 0.53 031 0.55 0.26 0.14
Breusch-Pagan-Godfrey 0.72 0.39 0.21 0.77 0.90
Panel C
Ramsey Reset Test 0.46 0.92 0.53 0.79 0.71
Jarque-Bera 0.32 0.51 0.79 0.08 0.48

Statistically, 1%, 5% and 10% significance levels are shown as *, **, ***, respectively. In Panel A,
coefficients outside the parenthesis; The contents of the parenthesis are the probabilities. In Panel B, in
the expression ConitEq(-1)*, except the parentheses are the coefficients; The ones in parentheses are the
probabilities. Values reported in Panel C are probability values.
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5. Discussion

The results of the research on the fiscal
policy in Turkey from 1975 to 2020 and the
analyzed sample of 13 variables affecting
it show that the H1 and H2 hypotheses are
confirmed. In other words, while volun-
tary fiscal policies are pro-cyclical, the au-
tomatic stabilizer creates a counter-cyclical
effect. In Model 1, the GEEI variable proved
to have a positive effect on GHP (p < 0.10),
while in Model 2, TI proved to have a statis-
tically significant effect on GHP (p < 0.01).
In Model 3, investment (p < 0.10) and trans-
fer (p < 0.01) expenditures from voluntary
fiscal policies, budget balance (p < 0.05)
in Model 4, indirect (p < 0.10) and direct
(» <0.01) in Model 5 (p < 0.01) tax revenues
proved to be significant. Therefore, among
the three hypotheses tested in this study,
it has been determined that H1 is valid for
indirect tax revenues, public expenditures,
and balanced budget, and H2 is confirmed
for transfer and investment expenditures
and direct tax revenues.

Testing the hypotheses in the study
includes: (i) Unit root tests test for statio-
narity within a time series. A time series is
stationary if a shift in time does not cause
a change in the shape of the distribution.
A unit root is a stochastic trend in a time
series. The presence of unit roots can cause
serious problems in your analysis, such as
spurious regression. (ii) F-Test is any test
that uses the F-distribution. The F-value is
a value in the F distribution. Various sta-
tistical tests generate an F-value. The value
can be used to determine whether the test is
statistically significant. (iii) ARDL bounds
test is a linear approach to examine the
long- and short-term effects between varia-
bles and, more importantly, to test whether
there is cointegration between variables.

The models are constructed according
to different fiscal policy instruments in the
open economy (TO and CAO). In Model 1,
tax revenues and non-interest public ex-
penditure, and in Model 2, public expen-
diture including interest are analyzed. In
Model 3, while tax revenues are given, the
components of public expenditures are
tested. The budget balance in Model 4 and
tax revenue components (indirect/ direct)
in Model 5 is examined. Thus, it was aimed
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to see the effect of the variables clearly and
clearly on the GHP.

Hypothesis testing should contribute
to a better understanding of policy struc-
ture and provide a basis for institutional
reform of fiscal policy. However, assump-
tions in theory (ceteris paribus) do not
exist and therefore it is not easy to estab-
lish a deterministic relationship. The fiscal
policies of another country create unex-
pected effects not only at the national level
but also at the global level.

After 1980, Turkey completely
switched to an open market economy
(24 January Decisions). The cyclical fluc-
tuations that emerged after these years
mostly emerged due to integration into
global markets and were replaced by cri-
ses in the following years. The measures
taken against the crises often led to pop-
ulist fiscal policies. With the Transition to
a Strong Economy Program implemented
under the leadership of the IMF in 2001,
comprehensive measures were taken, and
many structural problems were solved.

However, the institutional structure
in Turkey could not reach the targeted
quality and it was directly affected by the
global crises due to political constraints.
After the reform movements in 2001, pub-
lic finance (Law No. 5018) became quite
strong and became an active policy tool
in the fight against crises. For this reason,
most fiscal policy tools are used against
cyclical fluctuations. This time, however,
the problem of inflation arose.

Fiscal policies implemented between
2001-2015 did not have an inflationary ef-
fect. The most important reason for this is
the financial investments coming to Tur-
key from sovereign wealth funds. This,
in turn, led to a decrease in the exchange
rate, which is one of the most important
determinants of inflation, and to signifi-
cant economic growth.

However, due to the decrease in short-
term speculative capital movements from
wealth funds and the interest policies ap-
plied (neo-fisher), inflation (about 90%) has
increased today. Monetary and fiscal policies
followed in such a conjuncture are mostly
pro-cyclical. In the Medium-Term Plan pub-
lished in September 2022, it is estimated that
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the budget deficit will triple in 2023-2025.
Considering the COVID-19 and immigra-
tion problems, Turkey’s fiscal policy-orien-
ted policy should be an expected result.
There are subjective and objective
reasons for this. For subjective reasons,
institutional problems can be expressed
as the increase in unemployment dur-
ing the pandemic period, the closure of
companies, the increase in social security
expenditures of immigrants, and the ina-
bility to abandon the inflationary growth
policy. For objective reasons, the decrease
in exports, especially during the pandemic
period, followed by the increase in interest
rates by the USA, the decrease in foreign
exchange reserves, and global instability
necessitate fiscal policies. Therefore, the
fiscal policy variables used in the study
did not show a homogeneous feature.
This situation can be explained by the
insufficient capital accumulation in Turkey
and the fact that the private sector is still in
the development stage. On the other hand,
while the effect of investment expenditures
on the components of public expenditures
supported the crowding-out finding, the
transfer expenditures coefficient was ne-
gative. Accordingly, unrequited transfer of
the public sector, such as health expendi-
tures in Turkey, increases the total demand
by increasing public expenditures and ulti-
mately has a reducing effect on fluctuation
(auto-stabilizer). When the effect of public
revenues on cyclical fluctuations is exa-
mined, it has been determined that direct
tax revenues have a reducing effect. Ac-
cordingly, while taxes on income reduce
fluctuations, taxes on consumption increase
fluctuations. On the other hand, the increase
in the budget balance in the GDP ratio has
an increasing effect on the fluctuations. It
can be said that the fluctuations will move
away from the balance because the fiscal
policies followed by the balanced budget
principle are financed by indirect taxes.

6. Conclusion

The main purpose of this article was
to make some comments on the fiscal
policy in Turkey.

The empirical results obtained from
this study show that transfer and invest-
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ment expenditures and direct tax reve-
nues act as automatic stabilizers against
economic fluctuations in Turkey. It reveals
that indirect tax revenues, public expendi-
tures, and budget balance move together
with the conjuncture.

Turkey has been trying to rapidly
integrate into global markets since the
1980s. For this reason, panel data analy-
zes are also included in the study besides
time series analysis. The results of the ana-
lyzes made for OECD, developing and
EMs countries also include Turkey. The
findings of the study are in parallel with
many studies. These studies emphasize
that especially government expenditures
in developing economies move with the
conjuncture. In addition, studies sugges-
ting that public revenues and expendi-
tures will create a crowding-in effect
instead of a crowding-out effect in the
economy have suggested that this is hap-
pening in underdeveloped countries.

Policymakers in Turkey cannot fight
cyclical fluctuations using only fiscal
policies. Especially in an economy where
inflation is high, tax reforms should be
designed to ensure vertical and horizontal
justice of the tax. In this case, the effect of
inflation on the real tax burden will also
decrease, but there has not been an infla-
tion adjustment for the tax tariff in Turkey
yet. The increase in the tax burden with
inflation will cause a contraction in the
economy as it reduces disposable income,
and thus, while the injustice in income
distribution increases, the cyclical fluctua-
tion will become more severe.

Therefore, to improve growth perfor-
mance by reducing volatility, it is neces-
sary to introduce fiscal rules that limit the
use of the cyclical policy. Studies in the
literature advocate the introduction of fis-
cal rules against fluctuations in economies
with high populist tendencies and fluctua-
tions and argue that fiscal rules are an
important factor in reducing fluctuations.

Of the three hypotheses tested in this
study, it has been determined that H1 is
valid for indirect tax revenues, public ex-
penditures, and balanced budget, and H2
is confirmed for transfer and investment
expenditures and direct tax revenues.
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ABSTRACT

This article is devoted to the analysis of the impact of corporate income tax on
compulsory reserves created by commercial banks for possible loan loss provision.
In the majority of countries banks are required to create compulsory reserves for
potential loan loss provisions, and the corporate tax regime applies tax deductions
to these compulsory reserves. The corporate tax system facilitates timely coverage
of potential loan loss provision. In addition, corporate taxation is an essential factor
in the transparency of banks’ financial statements. The research has revealed that
reserves for potential loan loss provision are used primarily for profit regulator
purposes, not to regulate capital. This implies that when deducting the amount of
total reserves for tax purposes of banks the loan loss provision is positively related
to the corporate income tax rate. The analysis of the selected commercial banks has
confirmed that the impact of corporate income tax is more significant for the timely
admitting potential loan loss provision when deducting general reserves from the
tax base, mainly for the purpose of taxing banks” profits. According to the results, an
increase in the tax rate by an average of 1% could lead to an increase in the amount of
required loan loss provision by 3.9%. This means that when total reserves are deducted
for tax purposes, the underlying hypotheses that compulsory reserves for loan loss
provisions are positively correlated with the corporate income tax rate and that the
amount of loss reserves is increased at the income tax rate have been confirmed. In
general, the following aspects are crucially important in the taxation of profits of
commercial banks: which method is more convenient for loan loss provision (write-
offs or formation of reserves); entire or partial compliance between the taxation and
regulation of reserves for loan loss provision; imposing restrictions on the application
of tax deductions to reserves for possible loan loss provisions.
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bank, loan, tax, loan loss provisioning, tax rate, corporate income tax, tax deduction
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AHHOTAIVI

JlaHHast cTaThs ITOCBSAIIIEHa aHAJIM3Y BIIVSHNS Hajlora Ha IIpUOBUTh OpraHm3arvii Ha
o0s13aTesIbHBIE pe3epPBbl, CO3/IaBaeMble KOMMePYeCcKIMYI OaHKaMy Ha BOSMOXKHbIE [I0Te-
pm 1o ccygaMm. B GortbimHCTBe cTpaH GaHKM 00sI3aHbI cO3/1aBaTh 00si3aTe/IbHbIE pe3ep-
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BBI Ha BO3MOYKHBIE IIOTEPY 110 CCYIaM, a PeXMM KOPIIOPATMBHOIO HaJIOrOOOI0KeH S
HpeycMaTpyBaeT HaJIOTOBbIe BBIYETHI 113 3TUX 00si3aTeIbHBIX pe3epBoB. Kpome TorO,
KOPIIOpaTMBHOE HAJIOrOOOJIOKEHNE SBJISeTCS BaXKHBIM (PaKTOPOM IIPO3pavHOCTI (-
HAHCOBOVI OTYeTHOCTN OaHKOB. VccilemoBaHe IT0Ka3alo, 4TO pe3epBbl Ha BO3MOYKHEIE
IIOTEePY IO CCYAAM VCTIOIB3YIOTCS B OCHOBHOM B LIEJISIX PETyIIMPOBaHIs IPUObUIN, a He
KaIlTaJla. DTO O3Ha4YaeT, YTO IIPV BbIYeTe CyMMBI COBOKYITHBIX Pe3epBOB I IieJIert
HaI0roo0s10keHMs OaHKOB pe3epB Ha BO3MOYKHBIE IIOTEP II0 CCyIaM ITOJIOXKUTEILHO
CBSI3aH CO CTABKOV HaJIora Ha IPMObUIb OpraHm3almi. AHam3 BEIOpaHHBIX KOMMEP-
JecKrx OaHKOB IIOATBEp/ANI, UTO BJIVSAHMe Hajlora Ha IpuObUTL Oojlee CyIecTBeHHO
IUIS CBOEBPEMEHHOTO IIPU3HAHN pe3epBa Ha BO3MOXKHBIE IIOTEPU 110 CCyAaM IIPU BbI-
4eTe OOIIMX pe3epBOB 13 HAJIOTOBOVI 0a3bl, B OCHOBHOM [IJISI I1e€JIeVT HaJIOTOOOJIOKEH VIS
nprbbUTN 6aHKoB. COIIacHO pe3ysIbTaTaM, YBeIdeHye HaJIOTOBOVI CTaBKM B CpefTHeM
Ha 1 % MOXeT IIPUBECTH K YBEIVUEHNIO CYMMBI HEOOXOIVMOIO pe3epBa Ha BO3MOXK-
HBIe IIOTepW TI0 ccyaaM Ha 3,9 %. DTo 03HadaeT, 4To, KOIrfa o0Iasi CyMMa pe3epBoB
BBIUMTAETCS [IJTS 11eJIeVi HaJIOrOO0JIOXKEeHSI, OCHOBHbBIE TMITOTe3bI O TOM, UTO 00s3aTelTh-
HbIe pe3epBbl Ha IIOKPBITHE BO3MOXKHBIX IIOTEPb II0 CCyaM IIOJIOXKUTEIIBHO KOPPeI-
PYIOT CO CTaBKOVI HaJIora Ha IPUOBUTE, 1 UTO CyMMa Pe3epBOB Ha BO3MOXKHEIE ITOTEPU
yBeJIMUMBaeTCs 110 CTaBKe Hajlora Ha IPMObUTb, ObUIM IOJITBePXKIeHEL.

KJIFOUEBBIE CJIOBA

6aHK, KpeauT, pe3epBbl Ha BO3MOXXHbBIE IIOTEPU II0 CCydaM, HaJIOroBasd cCTaBKa, HaJIoT
Ha HPVIGBUIL OpI"aHT/ISaI_[T/IVI, HaJIOTOBBIN BbIUeT

1. Introduction

In the period of post-global financial
crisis of the world, the main attention of
economists [1-3] is focused on evaluating
the impact and negative consequences of
the current corporate profit tax system on
the stability of the financial sector.

In the conducted studies, most econ-
omists [3-6] focused on the negative im-
pact of corporate taxation on the activity
of commercial banks. In particular, in
a number of studies, the preferential sta-
tus of debt financing in the corporate tax
system, the incentive of commercial banks
to excessive debt financing, and the im-
pact of them as a result the occurrence of
the financial crisis have been studied.

When determining the taxable tax
base in commercial banks, the amount
of loan loss provisioning is included in
the deductible expenses. According to
economists, the loan loss provisioning is
based on the damage model and increases
during crises, but this type of taxation
in favor of banks it has been found that
the approach leads to non-transparent
management of the formed reserve for
losses and income smoothing.

In particular, Laeven & Majnoni [7]
noted, banks appear to have increased the
amount of provisions during periods of
positive profits but at the same time they
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have been less prudent during periods of
rapid credit growth. Reserves increase du-
ring periods when earnings are higher,
suggesting earnings smoothing [8]. Bank
income smoothing with loan loss provi-
sions varies across countries depending
on institutions, regulation, supervision,
financial structure, and financial deve-
lopment [9]. Banks exploited provisioning
discretion to boost earnings [10]. If banks
provision more in times when earnings are
higher, then we would expect a positive re-
lation between earnings before provisions
and taxes (EBPT) and loan-loss provisions.
The banks accumulate additional provi-
sions when their earnings are higher [11].

In this research paper, we investigate
whether changes in the corporate profit tax
rate affect the amount of reserves formed
for possible loan losses. In particular, the
impact of the tax rate on the formation
of provisions for loan losses is evaluated.
Banking regulators and policymakers say
that the deduction of provisions for possi-
ble loan losses from the tax base, in turn,
ensures timely recognition of loan losses.

On the other hand, Basel’s regulatory
capital requirements under Pillar I are de-
signed to cover unexpected losses because
expected losses have been recognized by
loan loss provisioning and hence deduc-
ted from bank capital [12].
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The value of the tax credit depends on
the profit tax rate, after the total deduction
of general reserves formed for possible
losses on loans in the taxation of banks’
profits. As a result of deducting general
reserves formed for possible losses on
loans, higher provisions can be costly to
bank managers if regulatory scrutiny in-
creases as a result of lower capital ratios,
or if compensation decreases as a result of
lower earnings [13].

Thus, it is an empirical matter to deter-
mine whether the corporate profit tax rate
has an economic effect on the formation
of these reserves when the general provi-
sions formed for possible loan losses in the
corporate profit tax system are deducted.
There are also mechanisms by which the
corporate profit tax system may affect the
formation of provisions for possible loan
losses. First, the system could encourage
banks to recognize loan portfolio deterio-
rations in the provision in a timelier man-
ner. This is often referred to as timely loan
loss recognition. Alternatively, the corpo-
rate tax system could encourage greater
loan risk-taking if banks anticipate the
tax deduction benefits generated by pro-
visions when deciding on the riskiness of
their loan portfolio.

These mechanisms have very different
regulatory implications: prior research [14]
associates the former with greater trans-
parency because it provides timely signals
of bank health and risk-taking to regulators
and creditors,whereas the latter suggests
that taxation could have a potentially des-
tabilizing effect on the banking sector [15].

The purpose of our research is to show
that in the current system of taxation of
profits of commercial banks, the volume
of reserves for possible losses on loans de-
pends on the tax rate and that banks use
reserves mainly as a regulator of taxable
profits. In the conducted research, it is as-
sumed that loan loss provisions are more
sensitive to the corporate income tax rate.

The main hypothesis that loan loss pro-
visions are positively related to the corpo-
rate income tax rate when the total amount
of provisions is deducted for tax purposes.

Article structure. Section 2 of the arti-
cle provides an overview of theoretical
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and empirical literature within the scope
of the research topic, section 3 describes
the research methodology and methods
used, section 4 assesses the impact of the
corporate income tax rate on the forma-
tion of reserves for possible loan losses
and discusses the results of the analysis,
appropriate conclusions and suggestions
are made in the section 5.

2. Literature review

The first part of this section provides
areview of the scientific literature sources
on the promotion of timely admitting of
losses on loans in the corporate tax system,
which contributes to the transparency of
banks and creation of reserves. The next
part of this section provides an overview
of the empirical literature on assessing the
impact of corporate taxation on loan loss
provisions.

2.1. Theoretical literature review

Provision for bad debt or loan loss
provision, is a deduction from bank net
interest income to cover expected credit
losses on bank loan portfolio. Bank regu-
lators continue to stress that loan loss pro-
vision should be sufficient to minimize
loan loss on bank loan portfolio. Howe-
ver, emerging empirical studies suggests
that bank managers may have other in-
centive(s) to influence or manipulate re-
ported loan loss provision estimates other
than mitigating expected credit loss [16].

The primary financial accounting ex-
pense for a bank is the loan loss provi-
sion [17]. Loan loss provisions account for
more than half of banks’ total accruals and
explain a very large fraction of the varia-
tion in total accruals [18]. When banks
create loans, there is an expectation that
some portion of them will go bad, resul-
ting in losses for the bank.

Therefore, banks recognize a provi-
sion at loan initiation equal to the expec-
ted loss on the loans. For certain types of
loans, such as mortgage and consumer,
banks will recognize a general loan loss
provision. The assumption underlying
the general provision is that some loans in
the portfolio may already have incurred
losses, although they have yet to be spe-
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cifically identified. For other loan types,
such as corporate loans, the provision is
based on the economics of that particular
loan and is referred to as a specific loan
loss provision [13].

A bank weighs the benefits and costs
when determining the current period’s
loan loss provision. The benefits of in-
creasing the current period provision for
expected losses come primarily from ha-
ving a higher loan loss reserve and thus
being better able to absorb expected future
losses. Regulators prefer banks to have
higher loan loss provisions and loan loss
reserves for this very reason [19].

The drawbacks of increasing the loan
loss provision in anticipation of future
losses include lower current earnings,
which could affect the stock price and exe-
cutive compensation [20], and lower capi-
tal ratios, which could attract the scrutiny
of bank regulators, especially for banks
that are already poorly capitalized [21].

In particular, they noted that the appli-
cation of large-scale tax incentives to debt
financing would lead to significantly hig-
her bank lending and that this was more
likely to be related to the likelihood of
a crisis. In addition, the reduction of tax
discrimination between debt financing
and capital financing will cause an increase
in the level of capitalization of financial in-
stitutions. In the opinion of Schepens [6],
the ratio of debt to private capital is rela-
ted to the growth of bank capital ratios
and the growth of total capital.

In recent years, legislative bodies and
regulatory authorities have considered
the possibility of enhancing tax deduc-
tions on reserves for loan loss provisions.
This is since tax deductions ensure that
losses are reflected in the relevant repor-
ting period. However, insufficient number
of empirical studies have been conducted
to assess the impact of the corporate in-
come tax system on loss reserves. It is vi-
tally important that tax incentives affect
the formation of reserves for loan loss re-
serves because loss reserves are the most
significant in the discretionary choice of fi-
nancial reporting for banks [17]. Research
on the banks’ financial statements focuses
on the financial reporting and risk assess-
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ment of banks, their relationship to regu-
latory capital and profit management, and
the study of economic decisions of banks
under different accounting regimes [18].

De Vincenzo & Ricotti [22] argue
that the corporate tax system encourages
timely admitting losses on loans, which
contributes to the transparency of banks’
balance sheets. As mentioned above, the
amount of reserves for possible losses on
loans is relatively high as a share of the
bank’s total expenses, and changes in the
amount of reserves can lead to significant
changes in the structure of bank expenses.

It is obvious that the reserves created
to cover losses on bank loans perform
as a cushion. Herewith, loan loss provi-
sions are included in deductible expenses
which causes a reduction in net profit and
regulatory capital (due to a decrease in
retained earnings).

In general, the corporate tax system
encourages loan losses to be reflected in
due time. Moreover, corporate taxation is
an essential factor in the transparency of
banks’ financial statements. In most coun-
tries, banks are required to create loan loss
provisions for financial reporting purpo-
ses, and the tax regime applies tax deduc-
tions to these reserves [20].

It is important to note that it is not
obvious that tax incentives will have an
economically important impact on loan
loss provisioning. As mentioned earli-
er, higher loan loss provisions are costly
to bank managers in several ways. First,
lower capital ratios can attract regulatory
scrutiny, which in turn can lead to nega-
tive outcomes for bank managers such as
restrictions on lending behavior or bank
closure [21].

2.2. Empiric literature review

Several previous studies have con-
firmed the use of loan loss reserves as an
income regulator [23-26]. Also, because of
further studies, it was determined that the
provisions for possible losses on loans are
used for income smoothing.

Anandarajan et al. [27] found that
publicly traded banks in Australia engage
in this practice of earnings management,
while Perez et al. [28] analysis of bank
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data from 1982-2002 confirmed the use of
loan loss reserves as an earnings regulator
by 142 banks in Spain [27; 28].

Leventis et al. [29] using a sample of
91 EU banks, found that income smoothing
is more pronounced among risky banks,
but this smoothing behavior is less aggres-
sive after implementation of IFRS.

El Sood [30] found strong evidence
for income smoothing in a study of US
bank data.

Balbao et al. [31] analysis using
data from 9442 US banks from 1999 to
2008 suggests that banks use reserves to
smooth earnings, but this relationship
may depend on non-linear models. In
general, because of most conducted em-
pirical studies, it was determined that
banks use reserves for possible losses on
loans as a regulator of income.

The results of the research presented
above can be cited as the reason for put-
ting forward the hypothesis that there is
a positive correlation between the amount
of reserves formed for possible loan loss-
es and the corporate profit tax. Of course,
when the corporate tax system has tax
deductions for general reserves formed
against possible loan losses. This suggests
that when the corporate profit tax rate is
high (low), to minimize the volatility of
earnings or to avoid regulatory inspec-
tions, commercial banks tend to increase
(decrease) the total reserves formed for
possible loan losses [19]

While in some countries banks are al-
lowed to deduct general provisions for
losses for tax purposes, in the tax system of
other countries only discounts on reserves
for certain impaired loans are allowed or
there are no tax deductions at all [13]. High
levels of reserves can create negative situ-
ations for bank managers. That is, an in-
crease in the minimum demand for capital
or alow return on income causes a decrease
in profitability. In our opinion, the analysis
of the economic impact of the corporate tax
system on the formation of loan loss provi-
sions constitutes an empirical issue.

In particular, Andries et al. [13] ana-
lyzed the impact of the corporate tax sys-
tem on the financial statements of banks,
considering losses on loans. The analysis
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used the data on average interstate in-
come tax rates for 2001-2013 and tax de-
ductions for loan loss provisions. Accor-
ding to the results of the analysis, 1 per-
cent increase in the corporate income tax
rate in countries, where tax deductions for
total reserves for loan loss provisions ap-
plied, would result in an average increase
in reserves of 4.9 percent.

Moreover, the delay in determining
the expected loss will cause an increase
in the following 3 different levels of risk
associated with banking activities: a de-
crease in the balance sheet of certain
banks, a decrease in systemic risk sen-
sitivity and an increased risk of shrin-
king the overall banking sector [14]. In
addition, the delay in determining the
amount of expected losses is associated
with a high risk of leading to a significant
reduction in the balance sheets of banks
during periods of economic downturn.
Furthermore, high probability of delay
in determining the expected loss in banks
can result to systemic risk.

Based on the study of US banks during
the financial crisis of 2007-2009 made by
Gallemore [15], there was a negative cor-
relation between delay in admitting losses
on loans and likelihood of intervention of
regulatory authorities. The results of this
study are justified by the fact that the de-
lay in admitting losses on loans may affect
the decision of the regulatory authorities.
In addition, it has been demonstrated that
the impact of the corporate taxation sys-
tem on loan loss provisions varies from
country to country.

First, it has been witnessed that in
countries where the corporate income tax
system has a great influence, regulators
have relatively low oversight powers,
and it has been noted that encouraging
reserves for losses in the corporate tax sys-
tem could replace banking regulators.

Second, it has been observed that in
countries with high compliance of tax re-
turns, the impact of the tax system on re-
serves is stronger. Finally, the impact of
the tax system on the formation of loan
loss provisions may have other conse-
quences for commercial banks. For exam-
ple, when studying the situation with the
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US banks during 2001-2013, it is obvious
that the increase in assets at most banks
was estimated at 500 million USD due to
restrictions on reserves. This justifies the
fact that the corporate tax system can defi-
nitely impact the amount of bank assets to
be within certain limits [15].

It is clear from the statements spec-
ified above, there is strong evidence that
the amount of reserves will increase at the
level of the income tax rate if the reserves
on losses in the corporate tax system are
not taxed. In addition, the study con-
cludes that the impact of the corporate tax
system, rather than the increase in risks,
will be essential for timely admitting of
losses on loans. Herewith, the corporate
tax system can replace the regulatory
rules for banks by encouraging banks to
enhance reserves for loan loss provisions
and admitting losses on loans in the cor-
porate tax system in due time can result
in the transparency of the banking system.

3. Research methodology

3.1. Representation of statistical data

In this research paper, we have used
the statistics of “Ahbor-Reyting” rating
agency on the banking sector in 2012-2018
and the financial statements of branches
of “Qishloq Qurilish Bank” JSCB during
2013-2018.

In assessing the impact of the corpo-
rate profit tax on the reserves for possi-
ble losses on loans in banks, data on the
reserves formed for possible losses on
loans in the sector of banks for the years
2013-2018 were obtained from the head
offices of “Qishloq Qurilish Bank” JSCB.
Also, information on profit tax rates for
2013-2018 was obtained from the official
website of the State Tax Committee.

In the formation of statistical data for
empirical analysis, the amount of reserves
for possible losses in 2016-2018, i.e. the to-
tal amount of reserves formed for possible
losses on loans in the regional branches
of the “Qishloq Qurilish Bank” JSCB as
a dependent variable, and the effective
rate of corporate profit tax established for
commercial banks were taken as an inde-
pendent variable.
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3.2. Methods applied in the research

Theoretical and empirical methods
were used in the study based on the pur-
pose of assessing the impact of the cor-
porate profit tax rate on the amount of
reserves formed by banks for possible
losses on loans. In commercial banks, the
amount of reserves for possible losses on
loans within the norms set by the Central
Bank is included in the deductible expen-
ses when determining the profit tax base,
which leads to incentives for recognition
of reserves by banks. Because commercial
banks have more flexibility with respect
to total reserves formed for possible loan
losses, reserves may be sensitive to the
impact of tax credits when tax deduc-
tions are applied to total reserves. On the
other hand, setting restrictions on the ap-
plication of tax deductions for possible
loan loss reserves means that banks have
to wait until it is clear that the loans will
be impaired.

Based on this, it is worth noting that
in the corporate profit tax system, the
profit tax rate may not be the main de-
terminant in the formation of reserves
when there is a limit on the application
of tax deductions to reserves for possi-
ble losses or a write-off method for losses
on loans.

However, it has been determined that
the amount of tax deductions for the total
reserves for probable losses (if allowed)
may increase due to the different corpo-
rate income tax rates in different coun-
tries. In particular, as a result of a number
of empirical studies, when tax deductions
are applied to the general reserves formed
for possible credit losses, it was deter-
mined that the increase in the amount of
the reserve is not related to the level of
risks, but to the increase in the corporate
profit tax rate [13].

Based on this, it was concluded that
the amount of reserves for loan losses is
directly related to the corporate profit tax
rate when the total amount of reserves is
deducted in the taxation of commercial
banks” profits.

Theoretical methods were used to
study whether the amount of reserves for
loan losses in the corporate profit tax sys-
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tem depends on the tax rate. Including,
such methods as comparative analysis,
monographic observations, and descrip-
tive statistical methods have been widely
used in the research.

To test our hypothesis, we panel data
using a regression model, a regression
analysis has been made to assess the im-
pact of corporate income tax on reserves
for possible loan loss provisions. The OLS
method was used to estimate the impact
of corporate income tax on loan loss re-
serves in banks, based on the variant of
the loan loss reserves model proposed by
Bushman & Williams [14]. Specifically, we
use a panel data regression model with
the following overview:

Y, =B+ X+ 1)

The unit of observation is the bank-
year, with i indexing firms, ¢ indexing
countries, and ¢ indexing years. The
dependent variable LLP is the loan loss
provision scaled by lagged total loans.
The primary independent variable is the
interaction between tax rate. Tax rate is
the top statutory corporate income tax
rate (demeaned when used in the regres-
sions).

4. Analysis and results

4.1. Reserves and on loan losses
and taxation

The share of interest-bearing income
in the total revenue of commercial banks
was relatively high (72.49%), and the
main income derived from the interest on
loans. The share of interest-free expenses
of commercial banks was high (34.44%),
which main part constituted of the share
of salaries and other operating expenses
(including taxes and compulsory pay-
ments) (Table 1). Meanwhile it is obvious
that the share of reserves for loan losses
in the structure of expenditures has in-
creased significantly.

Although admitting reserves for loan
loss provisions is required to ensure the
transparency of banks’ financial state-
ments, the procedure for the formation
of these reserves in the tax regime makes
a great impact. According to the Tax
Code!, allocations to reserves for losses
within the norms established by the Cen-
tral Bank are included in the deductible
expenses of commercial banks.

! Tax Code of the Republic of Uzbekistan
2019. National database of the legislative acts,
December 31, 2019, No. 02/19/SK/4256.

Composition of income and expenses of commercial banks (%) fablet
| 2015 | 2016 | 2017 | 2018 | 2019
Income composition
Interest-bearing income 60.97 61.23 52.49 67.44 72.49
Fee-based income 27.49 27.97 22.78 16.94 12.56
Income from foreign exchange 5.20 4.24 18.58 9.15 591
Income from investments 0.71 0.82 0.78 0.54 0.53
Other income 5.63 5.73 5.38 593 8.51
Expenses composition

Interest-bearing expenses 39.49 39.97 34.18 44.85 50.57
Interest-free expenses, total 50.50 49.36 49.51 41.30 34.44
Including, salary 24.10 23.60 19.39 19.59 15.82
Other operating expenses 20.65 17.20 13.61 13.72 8.27
Other expenses 10.01 10.67 16.31 13.85 14.98
Including, reserves on loan loss provisions 5.33 543 11.45 8.95 11.78
Income tax 3.74 4.13 2.80 3.75 3.21

Note. Compiled according to: Rating Agency «Ahbor-Reyting 2019». Analytical review of the bank-

ing sector of Uzbekistan 2014-2019.
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Moreover, according to the court de-
cision, unpaid debts due to termination
of obligations, bankruptcy, liquidation or
death of the debtor or expiration of the
claim period are considered bad debts,
and the amount to be written off from the
provision for doubtful debts should be
deducted from the bad debts. Taxpayers
may deduct the amount of expenses on
bad debts written off from taxable profit,
but in periods after the current reporting
period, they are deductible for a period
determined by the taxpayer’s accounting
policy, but which does not exceed ten
years.

In addition, the taxpayer has the
right to redistribute the losses within
five years after the tax period in which
the loss occurred, and the total amount
of losses distributed should not exceed
50% of the taxable profit calculated in
the current tax period. Banks create
a certain amount of reserves to cover the
expected losses on the loan portfolio to
reduce credit risk.

Of course, assessment of reserves for
losses, which is used to mitigate losses
on the loan portfolio of banks, constitutes
a tool for credit risk management. Re-
serves for losses on bank loans have al-
ways been on the focus of the regulatory
authorities and developers of accounting
standards because reserves have become
an integral part of bank capital regula-
tion. The results of the analysis illustrate
that the delay in the formation of reserves
for non-performing loans in most banks
throughout the world until the period of
cyclical economic downturn leads to an
increase in the impact of the economic cy-
cle on bank income and capital.

Herewith, given the differences in the
formation of reserves for loan losses in dif-
ferent countries, the problems associated
with the use of different methods of cov-
ering loan losses cannot be achieved with-
out a full solution, thus it is quite impos-
sible to achieve the goal of the new Basel
agreements [7].

Basel-I requires banks to have at least
8 percent of regulatory capital in relation
to risky assets and to cover the following
three types of market, credit and opera-
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tional risks. According to Basel-I?, the
loan loss provision constitutes 1.25% of
the risk assets of tier II capital, and each
country can raise this limit to meet the re-
quirements for regulation of the banking
sector. If the expected losses are greater
than the reserves, banks should deduct
the difference from equity (50% from tier
I and tier II capital). When the expected
losses are less than the reserves, banks
must admit the amount of the difference
up to a maximum of 0.6% of the risk as-
sets of tier II capital®.

The standardized approach requires
banks to identify risk categories based
on external credit ratings. The main aim
of the introduction of Basel-II standards
is to introduce a risk-sensitive metho-
dology to determine the minimum capital
required to cover losses, especially losses
on loans, which is based on three compo-
nents: minimum requirements for capital
structure, control and market discipline.
The main objection to the system of cre-
ating reserves for losses on loans under
the requirements of Basel-II has been the
fact that creation of compulsory reserves
for losses is implemented once a year
(at the beginning of the year or quarterly
or semi-annually).

This implies that the level of provi-
sions for loan losses in relation to a par-
ticular loan is determined from the outset
based on a set of criteria specific to certain
borrowers and banks. In Basel III, the sys-
tem of reserves for loan loss provisions re-
quires banks and financial institutions to
create reserves for subsequent loans based
on the individual characteristics of the
borrower, which determines the efficiency
of loans.

In particular, the formation of com-
pulsory reserves for losses on loans by
commercial banks in the country is imple-
mented in reliance upon the Regulation
on the classification of asset quality and

2 BCBS 2001. Basel committee on banking
supervision. The New Basel Capital Accord,
consultative document. http:/ /www.bis.org

* BCBS 2004. Basel II: International
convergence of capital measurement and
capital standards: A revised framework. Basel
Committee Publications. No. 107, June. http://

www.bis.org
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the formation of reserves to cover losses
on assets, developed by the Central Bank®.
This Regulation implies creation of com-
pulsory reserves for losses on loans in
commercial banks, classified as “stan-
dard”, “substandard”, “unsatisfactory”,
“doubtful” and “bad” (non-performing).

In particular, for standard loans ex-
tended by commercial banks this figure
constitutes one percent of the amount of
their outstanding principal debt (residu-
al); for substandard loans this figure ac-
counts for 10% of their outstanding prin-
cipal debt (residual); for unsatisfactory
loans this figure constitutes 25% of their
outstanding principal debt (residual); for
doubtful loans this figure accounts for 50%
of their outstanding principal debt (resid-
ual); and for bad (non-performing) loans
this figure constitutes 100% and the banks
are obliged to create special reserves in
the amounts specified above. In addition,
assets placed with banks overseas are clas-
sified as standard and substandard based
on downgraded ratings by “Standard &
Poor’s”, “Fitch Ratings” and “Moody’s In-
vestors Service”, and if the principal and
(or) interest on these assets are overdue,
they are non-performing.

* Regulation 2015. “On the classification of
asset quality in commercial banks and the order
of formation and use of reserves to cover possible
loan loss provisions”, state registration No. 2696.

The amount of the principal in the bad
debts is covered by the reserves created
by commercial banks for possible losses
on loans. Covered bad debts and interest
thereto must be reflected in the balance
sheet of “Unforeseen circumstances” ac-
counts within five-year period upon the
date of transfer to the accounts in off-
balance sheet items. Both principal and
interest that have not been repaid within
five years after transfer to these accounts
may be written off in compliance with the
decision of the Board of Directors approved
by the General Meeting of Shareholders.
According to the tax legislation, in deter-
mining the taxable profit of credit agen-
cies, compulsory reserves on substandard,
unsatisfactory, doubtful and bad loans are
included in deductible expenses.

The data illustrate that the difference
between problem loans (“unsatisfacto-
ry”, “doubtful” and “bad”) and required
reserves for loan losses was rather high
(Figure 1).

In reliance upon the statements spe-
cified above it can be assumed, that banks
will increase their expenditures at the
expense of required reserves and reduce
taxable profits. This is because the amount
of required reserves for potential losses
on loans to commercial banks is classified
basically on the basis of factors such as
doubt about financial position or collateral

12
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B The share of bad loans in the overall loans (%)
B The share of reserves on loan loss provisions (%)
The share of the bank’s expenses on the reserves on loan loss provisions (%)

Figure 1. Compulsory reserves on loan loss provisions (in %)

Note. Compiled according to: Rating Agency “Ahbor-Reyting 2019”.
Analytical review of the banking sector of Uzbekistan 2014-2019
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oversight, insufficient information or col-
lateral documents in the loan documents
and delays in debt and interest payments.
Furthermore, appropriate methods are
not used in measuring the number of po-
tential losses on assets (e.g., Value-at-Risk,
VaR methodology).

In previous periods, the average
amount of required reserves created for
potential losses on risky operations of
banks in the risky operations 4.6 times has
exceeded the average amount of bad debts
written-off (Figure 2).

For tax purposes, there is no sin-
gle standard international practice for
reserves for loan losses. In some coun-
tries, the write-off method is applied for
loan losses, while in other countries the
method of creating the reserves required
for the regulatory accounting is used.

Taxation regimes of reserves on loan
loss provisions vary greatly from coun-
try to country. For example, in Australia,
Korea, Malaysia, and the Philippines, the
write-off method is used, and only losses
on bad loans are admitted in the corporate
tax system. For tax purposes in the Philip-
pines, bad debts are written off from the
bank’s accounting records and approved
by the Central Bank. In several countries
(Japan, Thailand) there are limits set for
tax deductions for losses on loans. In
particular, in Thailand, the amount of

0.010

reserves for losses on bank loans can be
deducted from the tax base depending on
which amount is less - either 25% of the
amount of net profit or 0.25% of the total
outstanding loans.

Herewith, the tax legislation stipulates
those losses on loans can be written off only
in cases where a civil case has been filed
against the debtor or he has been declared
bankrupt or died. Taxation of commercial
banks in the United States is based on the
general rules of corporate taxation, consid-
ering the exceptions provided for in the
Internal Revenue Code adopted in 1986.
A taxable base should be reduced by the
amount of expenses on bad debts that were
partially or completely depreciated during
the reporting period. However, banks are
imposed a limit for reserves to cover los-
ses on bad loans. If assets of these banks
constitute the amount of up to 500 million
USD, then tax deductions on reserves for
loan losses are allowed. The total amount
of these reserves is determined by multi-
plying the amount of all loans of the bank
by the amount of empirically determined
losses (average for the past 6 years). The
number of reserves for loan losses in Rus-
sian banks is set as follows: from 1 percent
up to 20% for non-standard loans; from
21% up to 50% for doubtful loans; from
51% up to percent for problem loans; 100%
for bad loans.
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e==The share of the reserves on the risky operations in the overall assets (%)
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Figure 2. The share of the reserves on the risky operations and written-off bad assets
in the overall assets, the period between 2013 and 2018

Note. Compiled according to: Report 2018. Statistical data of “Agrobank” JSCB
and “Qishloq Qurilish Bank” JSCB for 2013-2018
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However, there are opinions in the tax
authorities that the banks are increasing
the amount of reserves and that a certain
part of the expenses is not economically
justified. This means that the determina-
tion of the income tax base by the bank
can make a significant impact on the out-
come of the classification of loans into one
or another category. This is because these
expenses are subject to deduction from
the income tax base in compliance with
Article 315, paragraph 2 of the Tax Code.
It should be noted, that tier II capital struc-
ture of banks includes reserves created on
standard loans (assets) in the amount of
not more than 1.25 percent of the amount
of net assets, taking into account the risk
for the current year, mixed liabilities (equi-
ty and debt capital), including preference
shares, subordinate debt not exceeding
one-third of tier I capital and the amount
exceeding 45 percent of the appraised
value of the initial value of assets.

In general, providing the banks with
the opportunity to deduct tax on reserves
for risky operations within the established
norms, encouraging the recognition of re-
serves enable bank managers to operate
more freely than total reserves for loan
losses. Application of tax deductions to
total reserves, in turn, can make reserves
more sensitive to the effects of tax incen-
tives. On the other hand, application of
tax deductions only to certain reserves for
loan losses implies that banks must wait
until the depreciation of loans is precisely
determined.

It should be noted that tax incen-
tives for the formation of loss reserves
demonstrate the following economical-
ly significant effects. First, it can have

negative consequences, such as having
a minimum capital adequacy ratio, attrac-
ting particular attention of regulators,
suspending banking activities for mana-
gers, or restricting lending activities.
Second, reserves for loan losses can neg-
atively affect the amount of dividends
payable by reducing the balance sheet
profit, causing a fall in stock prices.

4.2. Impact of corporate income tax
on loan loss provisions

For tax purposes, when deducting
compulsory reserves for potential losses
on loans, to verify the basic hypothesis
that reserves are positively related to the
corporate income tax rate, we evaluate
the following regression using the OLS
method in reliance upon the reserve mo-
del for loan losses proposed by Bushman
and Williams [14]:

LLP, =B, +B,TAX RATE_, +¢,,. (2)

In our analysis of 42 branches of
“Qishloq Qurilish Bank” in the period
of 2016-2018 (i) (Y) is dependent varia-
ble which illustrates the amount of com-
pulsory reserves on loan loss provisions
(LLP) within the period of time (t) and the
average income tax rate (TAX RATE) (X)
determined as a free variable based on the
share of interest income on loans in rela-
tion to the total income of the bank.

As a result of the regression analysis,
the statistical significance of the effect of
the income tax rate on the compulsory
reserves for loan loss provisions has been
found to be high (Table 2).

According to the results, an increase in
the tax rate by an average of 1% could lead
to an increase in the amount of required

Table 2
Results of the regression analysis
Lnllp Random effects Lnllp Fixed ffects
Lntaxrate 3.873%** 3.932%*+
(0.574) (0.582)
_cons -5.337%** -5.476***
(1.546) (1.557)
N 109 109
R? 0.41 0.41

Note. Standard errors in parentheses; ***p < 0.01, **p < 0.05, *p < 0.1
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reserves for loan loss provisions by 3.9%
(which is about 9.4 million UZS). This im-
plies that when deducting total reserves
for tax purposes, the main hypotheses
about the positive correlation of the com-
pulsory reserves on loan loss provisions
with the corporate income tax rate and the
increase in the amount reserves on loss at
the income tax rate have been confirmed.

In addition, loan loss provisions can
lead to a loss of attractiveness of bank
shares as a result of a reduction in the
balance sheet profit of banks through
compulsory reserves.

5. Discussion

According to Sunley [32], the tax treat-
ment of bank loan losses is a controversial
issue in a number of developing countries
and countries with economies in transi-
tion. In order to ensure that banks do not
reduce their provisions for probable loan
losses and are incentivized by the current
tax relief on loan loss provisions, banks
and banking regulators generally want
the recognition of loan losses to be closely
linked to the accounting of tax regulations.

Tax authorities are often cautious
about the regulations, and its adoption for
taxation purposes leads to a significant re-
duction in the profit tax paid by banks [33].
According to Bassett & Zakrajsek [34],
considering the importance of loans in
bank assets and the value of bad debts, ac-
counting for loan losses is a key issue of
tax policy related to the taxation of ban-
king activities. For example, in 2000, in the
US, loans and leases accounted for 60%
of bank assets, and loan loss reserves ac-
counted for 21% of pre-tax profits.

Loan losses are unavoidable costs
for banks to make a profit [35], and these
losses must be recognized as expenses
for financial and tax purposes [36]. More
generally, banks can smooth their ear-
nings by drawing from loan loss reserves
if actual losses exceed expected losses and
by contributing additional loan loss provi-
sions to loan loss reserves if actual losses
are lower than expected losses [7].

High tax rate countries that allow
general provision deductibility, current
provisions map strongly into future net
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charge-offs. In contrast, this association
is weaker within low tax rate countries
that allow general deductibility. One ex-
planation for this finding is that when
the tax rate is low, the incentives are not
sufficient to result in timely loan loss pro-
visioning even though deductibility is
permitted [13].

As a result of the above-mentioned
empirical studies, when the amount of to-
tal reserves is deducted for the purposes
of taxation of banks’ profits, it is found
that there is a positive relationship be-
tween loan loss reserves and the corporate
profit tax rate. It follows that the impact of
the corporate tax system is not the most
important factor in the formation of re-
serves for possible loan losses, but the im-
pact of the corporate tax system. The re-
sults of our empirical analysis confirm the
main hypotheses of the previous research,
namely, the positive relationship between
the mandatory reserves for loan losses
and the corporate income tax rate. found
his confirmation.

6. Conclusion

In most countries, banks are required
to make mandatory provisions for pos-
sible loan losses for financial accounting
purposes, and tax deductions are applied
to these mandatory reserves in the corpo-
rate tax regime. The corporate tax system
encourages the timely recognition of po-
tential loan losses. In many studies, it has
been found that banks use loan loss provi-
sions mainly for the purposes of profit re-
duction rather than for capital regulation.
This is especially true in the periods after
the Basel agreements, when the use of
reserves in income management became
more evident.

Banks have been found to use loan loss
provisions to keep the level and volatility
of high returns low in situations where
earnings are very high and expected divi-
dends are lower than current earnings. In
addition, the formation of provisions for
loan losses based on international finan-
cial reporting standards and US general
accounting principles (GAAP), may lead
to a reduction of Tier 1 capital and may be
an additional burden on banks.
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This study presents the results of the
research on the impact of the corporate in-
come tax system on the formation of pro-
visions for possible loan losses. In turn, the
results of this study are another scientific
evidence of the use of reserves for possi-
ble losses on loans by commercial banks
as a regulator of income. The effect of the
corporate profit tax rate on the formation
of reserves for possible losses on loans
was studied in the study and was carried
out based on the data of Agrobank and
Rural Construction Banks in Uzbekistan.
The results of empirical analysis revealed
that loan loss reserves are positively rela-
ted to the corporate income tax rate when
the amount of total reserves is deducted
in the taxation of banks’ profits. Based
on the obtained results, on average, a 1%
increase in the profit tax rate can lead to
a 3.9% increase in the amount of mandato-
ry reserves for losses in Uzbekistan.

When taxing profits of commercial
banks in Uzbekistan, if there are no re-
strictions on the deduction of reserves for
loan loss provisions, the amount of re-
serves will increase at the level of income
tax rate. This means that the impact of the

corporate tax system, rather than the in-
crease in risks, is more essential for time-
ly admitting loan loss provisions. For tax
purposes, when total reserves are deduc-
ted, reserves for loan loss provisions are
positively related to the corporate income
tax rate, and tax incentives make a signifi-
cant economic impact on creating reserves
on possible losses.

Herewith, admitting loan loss provi-
sions in the corporate tax system in due
time can lead to the transparency of the
banking system. Estimating the reserves
for losses used to mitigate losses on banks’
loan portfolios is considered a credit risk
management tool.

The following aspects are crucially im-
portant in determining the procedure for
taxation of compulsory reserves for loan
loss provisions: (1) in determining taxable
profit of the bank, which method is most
convenient for loan loss provisions (write-
offs or creating of reserves); (2) entire or
partial compliance of reserves with taxa-
tion and regulation for possible loan loss
provisions; (3) setting restrictions on the
application of tax deductions to reserves
for possible loan loss provisions.
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ABSTRACT

Economic systems are increasingly exposed to external shocks of various nature,
which test their resilience. The tax system, which is directly linked to the level of
business activity, is one of the first to experience stress, so the ways it reacts to
shock are of particular research interest. The 2020-2021 coronavirus pandemic
made such studies more acute. The purpose of the paper is to develop and test
new approaches in studying the resilience of the tax system in terms of tax
revenues by analyzing the dynamics and structure of the tax system stress index
in the Russian Federation in pre-pandemic, pandemic and recovery periods. The
tax system stress index for tax revenues is calculated as the difference between
the moving standard deviation and the moving average growth rate of tax
revenues. We have developed a method for decomposing the stress index by
source with determining the contribution of each tax to the average growth rate
and to the standard deviation of the growth rate. We have also calculated the
Russian Federation tax revenue stress index from December 2015 to March 2022
and identified its sources. It was found that the stress indices for almost all taxes
(except for excises and state duties) are significantly positively correlated with
each other. The main contribution to the growth of the stress index during the
crisis and its decline within the recovery period is made by profit tax and a group
of taxes on natural rent, which significantly negatively correlate with oil prices.
Under the pandemic crisis in Russia, the stress index on revenue form special tax
regimes also increased significantly. It was found that the personal income tax
has a stabilizing effect on the tax system stress index in the crisis and post-crisis
periods. During the pandemic in Russia, the damping role of excises also came to
the fore, which is explained by institutional factors and changes in tax rates. The
research findings can be advantageous for the authorities to make an impact on
the most vulnerable components of the tax system of the Russian Federation in
order to increase its resilience to crises.
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AHHOTAIWA

DKOHOMITYeCKIe CUICTEeMBI BCe dallle IOIBEPraloTCsl BO3MEVICTBIIO BHEITHVIX IIIOKOB
pasHOV IPUPO/IbI, UCHBITHIBAIOIINX MX yCTOMYMBOCTL. Hajtorosast crcrema, Hero-
CPe/ICTBeHHO CB3aHHAasi C yPOBHEM J1eJI0BOVI aKTMBHOCTY, OJIHa 13 IIePBBIX MCITBIThI-
BaeT CTpecc, II09TOMY ee peaKIMi Ha IIOK IIPeICTaBIIgIOT OCOOBIVI MCCIIeqoBaTeIb-
ckum nHTepec. Ilangemns xopoHasupyca 2020-2021 akTyaymsuposasia IOg00HBIE
viccrrertoBaHys. LlesTbIo cTaThy sIBJIsIeTCA pa3paboTka v arrpoOMpoBaHVie HOBBIX TTOJT-
XOIIOB K VCCIIEIOBAHMIO YCTOVYMBOCTY HAaJIOTOBOVI CYICTEMBI TI0 HAJIOTOBBIM OXOIaM
IIOCPeICTBOM aHaJIM3a AVHAMUKM U CTPYKTYPBI MHJIeKCa CTpecca HaJIorOBOVI CHCTe-
Mel B PO B goraHgeMyueckoM, MaHIeMIIecKoOM ¥ BOCCTAaHOBUTEIbHOM Ieprojiax.
VIHIeKC cTpecca HaJIOTOBOVI CHCTEMBI IO HaJIOTOBBIM TOXOAAM PacCUMTHIBAETCS KaK
pasHMIIa CKOJIB34IIETO CTaHAAPTHOTO OTKJIOHEHM 1 CPeTHero TeMIla pupocTa Ha-
JIOTOBBIX TOCTyTUTeHN. PaspaboTaHa MeTorMKa MeKOMITO3UIINM MHJIEKCa CTpecca
II0 MCTOYHVIKAM C BbIfIeJIeHVeM BKIafla KaKIOro Hajlora B CpeIHMV TeMII IIPVUpPOCTa
U B CTaHJIapTHOE OTKJIOHeHMe TeMIIa IIpupocTa. OlleHeHa IMHaMMKa MHeKca CTpec-
Ca HaJIOTOBBIX JTIOXOJI0B P® 11 BBIABIIEHBI €T0 MCTOUYHMKM B ITepo]], ¢ mekabps 2015 T.
1o Mapt 2022 r. YcraHOBIIEHO, YTO MH/IEKCHI CTpecca ITpaKTIYecKy 10 BceM HajloraM
(kxpoMe aKIM30B 1 rocyJapCTBeHHOV IOIUINMHBI) 3HAaUMMO II0JI0KUTEIIEHO KOPpen-
pytoT apyr ¢ gpyrom. OCHOBHOV BKJIaJl B POCT MHJIEKCa CTpecca BO BpeMs Kpusiuca
VI €rO CHVDKeHVIe B BOCCTaHOBUTEJIBHBIV IIePVIOJT BHOCAT HaJIOT Ha IIPUOBUIB 1 IpyIIa
HaJIOTOB Ha IIPUPOHYIO PEHTY, KOTOPbIe CyIIleCTBeHHO KOPPeIMPYIOT C IleHaMV Ha
HedTh. Bo Bpemsi kpusuca nangemun B Poccum Takke CHIBHO YBeIMUMIICS MHIIEKC
CTpecca MOCTYIUIEHUVI IO CIelaIbHBIM HaJIOTOBBIM pexxymMaM. OOHapyKeHO, 9TO
HaJIOT Ha JIOXO/IbI (PU3MUECKIIX JINI] OKa3blBaeT CTaOmIM3Mpylollee BIsHIe Ha YPO-
BeHb MHJIeKCa CTpecca B KPU3MCHBIN U IIOCTKPU3VICHBIV Ilepuoppl. B meprion nane-
My B Poccnmt TakKe IIposBMIIach OeMIIUpPYIOIIas poilb aKIIVI30B, 9TO OOBICHSIETCS
VIHCTUTYIIMOHAJIBHEIMI (DaKTOpaMy M M3MeHeHMeM CTaBoK Hasiora. IloryueHHBIE
Ppe3yJIbTaThl MOTYT OBITH ITOJIE3HBIMYM OpraHaM YIIPaBJIeHWS IUTS BO3IEVICTBUS Ha
HanOoslee ysI3BUMBIe COCTaBIISIONINE HAJIOTOBO CHcTeMbl PP ¢ I1eJIbI0 TIOBBIIIEHVIS
€€ YCTOMYMBOCTY B TIePUOJIbI KPU3MCOB.

KJIFOUEBBIE CJIOBA
HaJiorosasd cuctema Pd, Hasory, HajIOroBble JTOXO/bI, TEMIIbI IIPUPOCTa, CTaHAAPT-
HOe OTKJIOHeHVIe, YCTOMYMBOCTD, MHIEKC CTpecca, JeKOMITO3MITVS

1. Introduction

The tax system is an important part
of the country’s economic system, and its
state is directly related to the processes in
both the real and financial sectors of the
economy. It sensitively and most prompt-
ly responds to economic crises and shocks
of various nature (pandemic, environ-
mental, sanctions, and others). State tax
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revenues fit into modern business cycles
and have some degree of procyclicality,
which destabilizes the tax system overall.
The procyclicality of tax revenues can be
prevented by the rules of the tax system,
the ones that concern rates, exemptions,
base calculation, tax benefits, deferrals,
credits, etc., which are either designed as
automatic stabilizers or discretely adjust
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in a cycle. On such occasions, tax revenues
are less responsive to business cycles and
shocks in the economy, making the tax
system more resilient.

In turn, the resilience of the tax sys-
tem to global crises and external shocks is
also important for the resilience of the eco-
nomic system as a whole. It contributes to
the smooth financing of the public sector,
which affects the stability of the provision
of public goods to the population (Shon &
Kwak [1]) and mitigation of fluctuations
in business activity in the country (Fricke
& Stissmuth [2]). The stability of tax reve-
nues has an impact on aggregate demand
and aggregate supply in the country. It
is particularly important to study the re-
action of the tax system to the economic
crises and external shocks and to identify
the sources of its resilience with the aim of
managing state tax revenues in conditions
of increased turbulence.

The correct measurement of the de-
gree or level of tax revenues resilience
plays an important role in their managing.
One approach to such measurement, often
used to analyse financial systems, is to de-
termine their stress level.

The stress of the tax system is a state
of its increased reaction to various adverse
external and internal influence factors that
destabilize the system and hamper its
stable functioning. The tax system stress
depends not only on macroeconomic pro-
cesses in the country, but also on chang-
es in the tax behaviour and tax culture of
economic agents, as well as in the institu-
tional environment, etc.

However, in most cases, the stress is
ultimately expressed either in a change in
the system revenue, or in an increase in its
uncertainty or risk.

In our study, we adhere to the point
of view that the lower the growth rate of
tax revenues (the greater the loss in tax
revenues) and the higher its volatility (un-
certainty of tax revenues), the higher the
stress of the tax system is. To do this, we
use the methodology for determining the
level of system stress previously proposed
by Malkina & Ovcharov for other sys-
tems [3] and adapt it to the tax system. As-
sessment of the Russian tax system stress
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in dynamics makes it possible to establish
its connection with pre-crisis, crisis and re-
covery processes in the Russian economy.

To understand the nature of stress in
the tax system, it is important to identi-
fy both its external factors, for example,
changes in oil prices, economic growth
or inflation, and internal sources. In this
study, we do not touch upon the former
issue, leaving it for a separate study. We
are interested in internal sources of stress,
its decomposition into individual taxes,
tax groups and duties. Based on our un-
derstanding of the tax system stress in
terms of tax revenues, it is important to
separate contribution of each source to
tax revenue growth rate and its volatility.
According to the portfolio approach (de-
veloped by Markowitz [4], Sharpe [5], and
applied to the tax system by Seegert [6]),
the risk of a “tax portfolio” depends on its
structure, the risk of each tax, and correla-
tions of various taxes revenues with each
other. The suggested additive decomposi-
tion of the tax revenue growth rate and its
standard deviation by source (individual
taxes and tax groups) captures the com-
bined influence of these factors.

The purpose of the paper is to develop
and test new approaches to the study of the
resilience of the tax system in terms of tax
revenues by analysing the dynamics and
structure of the tax system stress index in
the Russian Federation in the pre-pande-
mic, pandemic and recovery periods.

The hypothesis of the study is to con-
firm the existence of the drivers and
dampeners of tax system stress in terms
of tax revenues, which makes it possible
to manage the resilience of tax revenues
in the cycle and during unpredictable
external shocks. This enables regulators
to find the most vulnerable spots in the
tax system, create more flexible tax and
budgetary rules that allow to form state
reserves and redistribute stress in time,
space or between the levels of the budget
system.

Further research follows way. The Li-
terature Review section examines the va-
rious authors” approaches to the analysis
of economic and tax systems resilience,
particularly in the context of the current
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pandemic crisis, to measuring the stress
of the financial system, and discusses
the results of their use. The Data and Re-
search Methodology section expands on
the sources of information, describes in
detail the author’s methodology for as-
sessing and decomposing the tax system
stress index by tax revenues. The Results
section reports the calculated and decom-
posed tax system stress indices by tax
revenues in the Russian Federation for
the period from 2015 to March 2022, and
explains their dynamics in the pre-pan-
demic, pandemic and recovery periods.
In the Discussion section, the research
findings are analysed and compared with
the results previously obtained by vari-
ous authors, including us, and the limi-
tations of the study and the prospects for
its further development are revealed. The
Conclusion section summarizes the re-
sults and main implications of the study.

2. Literature review

An analysis of the resilience of eco-
nomic systems to external and internal
shocks is of particular relevance during
periods of crisis. Thus, such studies be-
came increasingly widespread after the
financial crisis of 2008—2010 (e.g. Martin et
al. [7] and Xiao et al. [8]). The economic
crisis caused by the spread of coronavirus
infection in 2020-2021 was no exception.
Researchers studying the stress resistance
of economic systems are interested in gen-
eral and specific manifestations of crisis
phenomena in the economy under the in-
fluence of shocks of various nature (finan-
cial, epidemiological, sanctions, etc.).

Goswami et al. [9] and Devereux et al.
[10] study the factors affecting the degree
of response of various economies to the
crisis and the speed of their subsequent
recovery.

Pietro et al. [11] examine the resi-
lience of the European Union countries
and regions (the so-called NUTS) to three
recessionary shocks, each of which acti-
vated different economic adjustments
and mechanisms. Using a spatial general
equilibrium model, this paper measures
the vulnerability, resistance and resi-
lience of European economies and identi-
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fies key features that affect their ability to
withstand and recover from unexpected
external shocks. As a result, it was estab-
lished that the reactions of different eco-
nomies vary depending on the nature of
the external shock, their pre-crisis cha-
racteristics, as well as the mobility of pro-
duction factors.

Brada et al. [12] assess economic re-
silience as the system ability to absorb
and recover from economic shocks. The
authors examine 199 regions of Central
and Eastern Europe after the 2008 glo-
bal financial crisis. They find evidence
of strong positive spatial effects leading
to the formation of high-efficiency and
low-efficiency clusters. Analysing the
experience of regional recovery after the
2008 financial crisis, the authors modelled
the impact of the COVID-19 pandemic on
the regions” ability to return to pre-crisis
employment levels.

Lagravinese et al. [13] study the im-
pact of business cycles on the so-called
buoyancy of tax revenues and how to
manage it.

Based on a panel sample of 146 coun-
tries for 1981-2016, Gnangnon [14] shows
that the instability of tax revenues nega-
tively affects the share of non-resource
taxes, but this influence decreases as GDP
per capita grows.

The works devoted to the resilience
of financial systems during the 2020-2021
pandemic are of particular interest. They
examine the impact of the coronavirus
crisis on macroeconomic, financial per-
formance and tax revenues in various
countries: Indonesia (Zamzam et al. [15]);
Nigeria (Adesola & Owoniya [16]), Czech
Republic (Koziet [17]), Azerbaijan (Suley-
manzade [18]).

Shipalana & O'Riordan [19] explore
the impact of the 2020 pandemic on finan-
cial stability in Africa. Experts estimate
that the pandemic could have caused
Africa to lose up to 20-30% of its fiscal
revenues, which would have resulted
in a number of African countries being
unable to service their debt or even de-
faulting, which, combined with the de-
cline in local currencies, could have caused
a deep depression on the continent.
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Based on a mixed-frequency data
and using several machine learning tech-
niques, Lahiri & Yang [20] predicted New
York State tax revenues. Their estimates
showed a sharp, over 16%, year-over-year
decline in actual tax revenues in May 2020,
followed by several upward revisions to
the forecast. The projected recovery in tax
revenue to -1% in March 2021 came close
to the actual annual value of -1.6%.

A number of authors note that tax
revenues during the pandemic were in-
fluenced not only by the crises per se,
but also by policies to counteract them,
including a package of tax breaks and
exemptions.

Cheng [21], using the Malaysian
economy as an example, proposes an
expanded two-phase package of fiscal
measures to support people and busi-
nesses during the pandemic and to over-
come its consequences.

Corrick et al. [22] provide an overview
of the consequences of the 2020 pandemic
for the mining industry and evaluate the
efficiency of various tax incentives. They
have developed short-term tax policy op-
tions (including the ones for small and
medium-sized enterprises in the industry)
and described measures to be avoided.

Klimanov et al. [23] analyse how
the COVID-19 pandemic affected re-
gional budgets and the fiscal resilience
of the regions of the Russian Federa-
tion. First, the authors analyse the state
of Russian regional budgets before and
under COVID-19 conditions. Second,
they examine the growth in the regio-
nal debt dependence attributable to their
increased spending commitments amid
the pandemic. Third, the authors discuss
anti-crisis fiscal measures that have been
taken to combat the negative impact of
COVID-19. They show that the economic
crisis of 2020 is ambivalent for Russia be-
cause the pandemic in its acute phase was
accompanied by a collapse in oil prices.
The authors also estimated the volume of
shortfalls in regional budget revenues in
the first year of the pandemic.

Malkina [24; 25] investigated the im-
pact of the 2020 pandemic on the budget
revenues of Russian regions from different
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taxes. The researcher based on the fore-
casting of non-pandemic trends concludes
that the pandemic led to the loss of 13.9%
of total tax revenues in the Russian Fede-
ration and 6.2% of tax revenues of regional
budgets. Extractive regions were the har-
dest hit by the pandemic, because the lar-
gest contribution to the decline in tax reve-
nues of the consolidated and federal bud-
gets was made by the mineral extraction
tax, the revenues on which fell sharply due
to the decline in oil and gas revenues. The
author also substantiates that the equali-
zing function of the Russian tax distribu-
tion system manifested itself in the forma-
tion of regional budgets revenues.

Kakaulina [26] forecasts the reduc-
tion in personal income tax revenues to
the consolidated budgets of the consti-
tuent entities of the Russian Federation
in 2020-2023 due to the COVID-19 pan-
demic. The author identifies three factors
for forecasting the reduction in tax rev-
enues: the amount of damage caused by
the COVID-19 pandemic to the economic
system as a whole; the sensitivity of the
revenue base to the crisis; the sensitivity
of regional tax revenues to changes in the
revenue base.

Lykova [27] emphasizes the growth of
excise tax revenues in Russian Federation
under the conditions of the pandemic and
the economic crisis caused by it. The au-
thor notes that the increase in the tax rates
for some categories of excisable goods
combined with the increase in the share
of tax deductions to the regional bud-
gets led to the growth of excise revenues
in the regional budgets in 2020 by 6.5%,
or 35.9 billion roubles. The author comes
to the conclusion that the regions, which
are generally considered to be quite pros-
perous and stable, show relatively less
tax stability during the current economic
crisis. In addition, the most economically
active regions, which are highly depen-
dent on their own tax revenues and the
global economic situation, experience sig-
nificantly greater difficulties than passive
regions that rely on federal transfers.

Pinskaya et al. [28] note that the sus-
tainability of the Russian tax system du-
ring the pandemic is also influenced by
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the system of support measures for the
population and businesses and the change
in fiscal rules during the coronavirus crisis.

Pogorletskiy & Sollner [29] argue that
pandemic crises per se cause significant
changes in the rules of tax policy. These
changes have long-term implications for
the tax system.

A number of studies are devoted to
the development and analysis of stress in-
dicators for the economy in general or tax
revenues in particular.

Shon & Kwak [1] conducted a com-
prehensive analysis of methods and mo-
dels for quantitative assessment of finan-
cial instability of economic systems based
on financial stress indices applied in the
modern literature. The authors summa-
rize the indicators of financial instability,
show their relationship to stress tests, and
analyse the vulnerability of economic sys-
tems to shocks of different nature.

Szendrei & Varga [30] propose a new
stress indicator, the Factor-based Index of
Systemic Stress, FISS. This index is based
on the determination of the main compo-
nents of the indicators characterizing the
financial system. As a result, the authors
conclude that the FISS should be a key
element of the macroprudential toolkit for
the Hungarian economy.

Stress indices are also used at the mi-
cro level to assess the financial resilience
of business entities.

Atkeson et al. [31] examine the dis-
tribution of financial soundness among
a wide range of companies over most of
the last century (from 1926 to 2012).

Malkina & Balakin [32; 33] assess the
risks of the Russian tax system. The au-
thors understand the instability of the
tax system as the degree of its reaction to
changing macroeconomic factors within
the economic cycle. They conclude that
minimizing the negative impact of exter-
nal shocks on the tax system is possible by
changing its rules, managing the sectorial
structure of the economy and increasing
the degree of its diversification.

It is important to note that the macroe-
conomic stress indices used in the literature
mostly concern the analysis of financial
markets or the state of the banking system
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and are almost never used for the analysis
of tax revenues. In the present study, ap-
plying and adapting the methodology [1],
we propose for the first time the stress in-
dex of the tax system in terms of tax reve-
nues (tax system stress index). Using it, we
analyse the dynamics of the stress of total
tax revenues and revenues from indivi-
dual taxes to the consolidated budgets of
the constituent entities of the Russian Fe-
deration (regional budgets) in the context
of changes in the macroeconomic situation,
development of crisis and economic reco-
very during the coronavirus pandemic. We
also carry out the decomposition of stress
index by source, which allows us to identi-
fy taxes and tax groups that are amplifiers
and dampeners of the tax system stress in
the pandemic conditions.

3. Data and research methodology

This study is based on the data re-
trieved from the statistical reporting form
1-NM of the Federal Tax Service of the
Russian Federation (FTS RF)'. We used in-
formation on tax revenues in general and
on individual taxes (tax groups) in month-
ly terms for the period from January 2013
to March 2022. The data is presented in
terms of five taxes and duties adminis-
tered by the FTS RF:

1) corporate income (profit) tax;

2) personal income tax;

3) value added tax;

4) excise taxes;

5) state duty;
as well as two consolidated groups of taxes:

6) natural taxes (mineral extraction
tax, regular payments for the extraction of
minerals (royalties) when implementing
production sharing agreements; water tax;
fees for the use of fauna objects and for the
use of objects of aquatic biological resour-
ces). The main contribution in this group
belongs to the mineral extraction tax;

7) property taxes (personal proper-
ty tax, corporate property tax, transport

N — —

! Report on the accrual and receipt of tax
revenues, fees, insurance premiums and other
obligatory payments to the budget system of the
Russian Federation. URL: https://www.nalog.
gov.ru/rn77/related_activities/statistics and

analytics/forms/
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tax, gambling tax, land tax and property
tax levied on real estate property located
within the boundaries of the cities of Ve-
liky Novgorod and Tver).

In order to exclude the influence of
seasonality and different frequency of
tax payments, we calculated the moving
annual values of tax revenues with a one-
month shift. First, we computed the an-
nual revenues from January 2013 to De-
cember 2013 on an accrual basis, then the
annual revenues from February 2013 to
January 2014, and so on: each new value
was determined with a shift of one month
and covered 12 adjacent months. Thus, we
obtained a smoothed series of annual tax
revenues. Accordingly, the growth rate of
annual tax revenues was determined with
a lag of 12 months and a step of 1 month.
The first value was calculated for Decem-
ber 2014 and represented the relative in-
crease in tax revenues in 2014 compared to
2013; the last growth rate was determined
for March 2022.

Below is the methodology for calcu-
lating the tax system stress index:

1. The moving growth rate of annual
tax revenue from the k-tax (t,) or from all
taxes () referring to the j-month, calcu-
lated with a one-month shift:

Tk] TI

ty =

-1 or t= -1,

@)

KJ-12 J-12

where

) )
Ty=2 T, and T= } T, -
j=I-1 A1
the amount of revenues, respectively,
from the k-tax and all taxes for 12 consecu-
tive months, ending with J-month;
J-12 J-12
Typ=2 Ty and T= 3 T, -
j=I-23 j=J-23
the amount of revenues, respectively,
from the k-tax and all taxes for 12 consecu-
tive months, ending with J-12-month;
2. Moving average growth rate for
12 consecutive months, ending with
J- month:
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3. The moving standard deviation of
the tax revenue growth rate for 12 conse-
cutive months ending with J-month:

®)

4. Stress index of tax system in terms
of tax revenues:

SI;=06,-1, or SI,=0,-1,.

)

Lower growth rates of tax revenue
reduce the budget system provision and
limit the available resources for financing
public goods and national projects. Hig-
her volatility of these rates increases the
uncertainty of budget revenues and cha-
racterizes a quantitative measure of their
risk. According to our approach, both fac-
tors increase the stress of tax system in
terms of tax revenues. In other words, the
proposed stress index shows the risk of
tax revenues adjusted for the measure of
their growth. This index can be measured
in fractions (points) or as a percentage. In
our work we use the first approach.

5. Decomposition of tax system stress
index by k-sources (taxes and tax groups).

5.1. Decomposition of the growth rate
of total tax revenues by source:

no 2l
! T, T,
_ i Tk] ) Tk]—lz 1= (5)
k=1 Tk]—12 T]—lZ
K K
= z (tkj +1) Oy 1 —1 z by Oyg_1ns
k=1 k=1
where

o _ Tk/-u

K-12 = -
= T,

share of k-tax (tax group) in total tax reve-
nues a year ago, with

K
Yoy, =1
k=1
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Thus, the contribution of each tax to
the growth rate of total tax revenues is de-
fined as the product of its own growth rate
and its share in tax revenues in the base
period:

tj(k) = Oy gy (6)

For the average growth rate, the same
rule is followed as for the growth rate in
a particular period (formula 5):

K

t -

i Oy

K
k=1

12 - Z{ Ty Oyae ()

Accordingly, the contribution of each
tax to the average growth rate of tax reve-
nues is determined by the formula:

T,

](k> =Ty Oy1a- (8)
5.2. Decomposition of the standard
deviation of the growth rate of total tax

revenues by source:

2
G,

O

K

z b Olyy_1n

k=1

i
_ j-11
T, =

Var(t;)

O

j

j 4

CoVar (t

|

©)

]

K
> CoVar(t;; b0y )

— k=1

Q

7

9
where Var(t) = CoVar(t; t)) — variance, aka
the covariance of the moving growth rates
of tax revenues. After replacing ¢; with the
equation from formula (6) and applying
the rule for sum covariance, we obtain an
additive decomposition of the standard
deviation of the growth rate by sources
(taxes).

Then the contribution of each tax to
the standard deviation of the growth rate
of tax revenues is determined by the for-
mula:

5 (k)= CoVar(t;; t;-Oy_1)

10
, (10)
In other words, it depends on the
share of this tax in tax revenues in the base
period and the relative covariance of its
growth rate with the growth rates of other

taxes.
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5.3. Decomposition of the tax system

stress index by source:
K

SI;=0,-1 = ;(Gj(k)—‘cj(k)). (11)

The application of this methodology
made it possible to obtain time series of
stress indices for tax revenues as a whole,
as well as for individual taxes for the pe-
riod from 2015 to March 2022 and to iden-
tify the impact of the crisis caused by the
pandemic on the Russian tax system stress
in terms of tax revenues. This methodolo-
gy also allowed us to estimate the contri-
bution of each tax to the change in the tax
system stress index under the influence of
external shocks and to answer the ques-
tion of which taxes act as amplifiers and
which dampeners of overall stress.

4. Results

First, we present the dynamics of the
tax system stress index calculated accor-
ding to formulas 1-4 for the total tax reve-
nues in the country (Fig. 1). Then, in order
to clarify its specific components, we sepa-
rately consider the tax system stress indices
on revenues from individual taxes (Fig. 2).

As can be seen from Figure 1, the tax
system stress index was rising during the
imposition of the 2015-2016 sanctions and
the 2020-2021 pandemic crisis. This index
begins to grow rapidly as early as June
2019, that is, long before the pandemic. Itis
noteworthy that, according to our metho-
dology, the index for June 2019 reflects
stress from July 2018 to June 2019. How-
ever, it did not exceed the zero thresh-
old throughout the larger pre-pandemic
study period (with the exception of a few
cases in early 2017, which were due to cri-
sis events in 2014-2016). In June 2020, the
stress index again reached positive values
and continued to rise until July 2021 (with
a slight decrease in March 2021), reflecting
the impact of the pandemic. During the
recovery period it began to decrease, and
by January—February 2022 the stress index
returned to the negative zone.

The data on the tax system stress in-
dex for revenues from particular taxes
(Fig. 2) allow us to draw several conclu-
sions. First of all, stress indices for almost
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all taxes (except excises and state duty)
show a strong positive correlation. The
highest correlation (with Pearson’s corre-
lation coefficient of 0.97) is demonstrated
by the profit tax and the group of taxes on
natural resource rents. For these taxes, as
well as for the tax system as a whole, the
increase in the stress index began as early
as the second half of 2019 (namely, for the
group of natural taxes in June 2019, for the
profit tax in September 2019), that is, be-
fore the pandemic hit.

From June 2019 to August 2021, the
stress index on revenues from the group
of natural resources taxes increased by
0.82 points (which is the maximum value
among all taxes), and on revenues from
the profit tax by 0.39 points. In addition,
for the group of natural taxes, there is the
largest among all taxes negative relation-
ship between the stress index and oil price
with a lag of 6 months (their linear Pear-
son correlation coefficient is R=-0.65).
This indicates a significant influence of the
world oil market conditions on the state of
the Russian tax system.

Close correlation of stress indices with
each other (with Pearson’s linear correla-
tion coefficients from 0.7 to 0.9) is noted
for profit tax, personal income tax, VAT,
group of taxes on natural resource rent
and special tax regimes. At the same level
there is a correlation of the property taxes
stress index with the profit tax stress index

0.15

and the stress index for the taxes on nat-
ural rent. All this indicates similar dyna-
mics of stress indices for major taxes.

The increase in the stress index for the
above tax revenues begins from March
2019 to March 2020, which is largely due
to the changing global oil market condi-
tions. Indeed, in November 2018, the aver-
age monthly price of Brent crude oil fell to
$54 per barrel, compared to $83 in August
2018, which affected subsequent tax rev-
enues. The stress index for property tax
revenues began to rise earlier than for oth-
er tax revenues (as early as March 2019). It
is also noteworthy that this index shows a
medium strength relationship with stress
indices for special tax regimes (0.65), per-
sonal income tax (0.50), and VAT (0.48).

For personal income tax and special
tax regimes, as in the case of the previous-
ly mentioned natural resources taxes and
profit tax, the growth of the stress index be-
gan in the second half of 2019 (for personal
income tax in July 2019, for special regimes
in October 2019). Later than others among
the designated taxes there is a growth of
the stress index for VAT revenue, which
had its manifestation with the introduction
of restrictions on mobility of the population
and business activity of enterprises, i.e.,
since March 2020. This can be explained by
the fact that due to its indirect nature, VAT
is more related to economic activity and the
formation of value added.
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Figure 1. Russian tax system stress index for total tax revenues (points)

Source: authors’ elaboration based on the data of the Federal Tax Service of the Russian Federation
(hereinafter referred to as the FTS RF)
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Special tax regimes show the second
highest (after the group of natural resour-
ces taxes) increase in the stress index by
0.60 points (continuing from October 2019
to May 2021). This is explained by the fact
that this group includes taxes from small
businesses, which were at risk during the

Profit tax

pandemic (in particular, the service sector,
where small businesses operating under
simplified taxation schemes predominate,
was affected). In addition, a package of
stimulating fiscal measures was applied to
small businesses, which also affected the
revenues of the tax system and its stability.
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Figure 2. Russian tax system stress index for the revenues
from individual taxes and duties (points)

Source: authors” elaboration

on the basis of the FTS RF data
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It should be noted that, on average,
from March 2020 to February 2021 the re-
venues from special tax regimes decreased
by 24%. Finally, a significant increase in
the stress of tax revenues under special
tax regimes can be explained by the fact
that one of the special tax regimes applies
to production sharing agreements. Speci-
fically for the Sakhalin region, where this
regime is applied, the growth of the stress
index over the period under consideration
amounted to 1.64 points, and the revenues
in this region decreased by 81%.

For the property tax group, the stress
index increase from March 2019 to De-
cember 2020 was 0.18 points. For VAT
for the year from March 2020 to March
2021, the stress index rose by 0.14 points,
which is lower than for total tax revenues
(0.33 points), but higher than for personal
income tax, property taxes, and state du-
ties for the same period.

Among all taxes and tax groups, the
personal income tax shows the smallest
increase in the stress index: in virtually
two years (from July 2019 to May 2021) the
stress increased by only 0.07 points.

An important feature of all the taxes
analyzed above is that at the end of the
study they had already passed the maxi-
mum point of the stress index, therefore,
there is certain correction in the dyna-
mics of these taxes. The group of proper-
ty taxes demonstrates the decrease in the
stress index first among all the taxes. The
decrease in the stress index for this group
began as early as December 2020, mainly
due to an increase in the growth rate of
revenues, which is explained by the low
base effect. Indeed, in the second quarter
of 2020 (from April 1 to June 30, 2020),
certain categories of taxpayers working
in pandemic-stricken sectors of the Rus-
sian economy, as well as socially oriented
non-profit and religious organizations,
were exempted from paying property
taxes and advance payments.

In accordance with the list of the Go-
vernment of the Russian Federation, such
industries include transport, activities in
the field of culture, leisure and entertain-
ment, fitness and sports, travel agencies
and other organizations providing servi-
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ces in tourism, hospitality, catering, or-
ganizations of additional education, non-
governmental educational institutions,
the organization of conferences and ex-
hibitions, the provision of household ser-
vices to the public (repairs, laundry, dry
cleaning, hairdressing and beauty salon
services), activities in health care, retail
trade in non-food products, media and
printing production.

For VAT the reduction of the stress
index began in March 2021, and for per-
sonal income tax and special tax regimes
in May 2021. The maximum decrease in
the stress index is demonstrated by spe-
cial tax regimes: from May 2021 to Feb-
ruary 2022, their stress index decreased
by 0.46 points (while during the crisis
it increased by 0.6 points). For natural
resource rent taxes, the stress index de-
creased by 0.34 points from August 2021;
for profit tax, it decreased by 0.2 points
from July 2021 to the end of the period
under review. For other taxes, the de-
crease is no more than 0.1 points. It
should be also noted that profit tax, pro-
perty tax and special tax regimes returned
to the zone of negative stress index, while
the stress index for VAT and personal in-
come tax did not reach positive values
even during the pandemic.

There is no close correlation between
the stress indices on revenues from excise
taxes and state duty and the stress indices
on revenues from other taxes. It is only
evident the average degree of correlation
of the stress index on revenues from state
duties with the stress indices on revenues
from special tax regimes (0.51) and pro-
perty taxes (0.47).

At the same time, state duties and ex-
cise taxes show a rather interesting stress
index trajectory. The stress index for ex-
cise revenues begins to rise in September
2017, and with a slight adjustment in early
2019, its growth continues until July 2020.
The stress index then goes rapidly down-
ward and by May 2021 reaches its low
point, down 0.43 points in 10 months. In
other words, the previous period’s (April
2019 July 2020) increase of 0.23 points in
the excise tax revenue stress index was al-
most halved by its subsequent decline.
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Thus, excises turned out to be the only
tax that demonstrated a decrease in the
stress index during the pandemic. This is
partly explained by a rather active policy
of the Russian Government regarding ex-
cise taxes: from 2020 fuel tax rates were
raised, tobacco rates were increased by
20% (in addition, any electronic cigarettes
and tobacco heating devices became ex-
cisable). But then the stress index began
to skyrocket: from May 2021 to February
2022, it rose by 0.85 points, and by the
time the study ended (March 2022) the
stress index on excise tax revenues was
the highest of all other taxes.

The state duty shows an increase in
the stress index since the beginning of the
study (December 2015). The stress index
reaches its maximum in July 2017, then
decreases until February 2019 and then
increases again by 0.08 points until May
2021. A further decrease in the stress in-
dex (from June 2021 to February 2022) al-
lows its previous increase to be offset by
half (-0.04 points). However, on the whole,
at the end of the period under study the
stress index on state duty revenues ap-
pears to be 0.22 points higher than the

initial level. Such dynamics of the stress
index can be explained by the impact of
institutional changes (introduction of new
tariffs of duties) and less direct linkage of
the duty with economic processes.

According to the portfolio approach,
the tax system stress index as a whole de-
pends on the stress indices of each tax, on
the structure of tax revenues (the share in
them of individual taxes) and the relation-
ship between the revenue growth rates for
different taxes (or rather, the correlation
of stress indices on individual taxes or tax
groups). The developed methodology of
decomposition of the tax system stress in-
dex (formulas 5-11) allows us to capture
the joint influence of all these factors.

Figures 3 and 4 present a dynamic de-
composition of the tax system stress index
separately for the two stress components:
the growth rate of tax revenues and their
standard deviation. Figure 5 combines
the results of the decomposition of the
tax system stress index on tax revenues
by source. In addition, Figure 6 shows the
average structure of the stress index
during periods of negative and positive
values of the overall stress index.

Special tax regimes
State duty
I Natural resources taxes
Bl Property taxes
I Excises
B Value added tax
B Personal income tax

I Profit tax

-0.30 1 ==Total tax revenue
-0.35
S ICEHERR e
2212 00F 2 4B 2|82 g2 2L
3 < g 2|8 g o
Z & | [
2015 2016 2017 2018 2019 2020 2021 2022

Figure 3. Source decomposition of the tax revenue growth rate
of the Russian tax system stress index (points)
Source: author’s elaboration based on the data of the FTS RF

Note. Since the growth rate of tax revenues reduces risk,
their components are taken with the opposite sign
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The figures show that during the pe-
riod of economic recovery and stress re-
duction, the profit tax, VAT and the group
of natural resources taxes grow at the
highest rate. For example, from June 2017
to June 2020, total tax revenues rose by
34 percent, with VAT revenues up 48 per-

cent, the natural resources tax group up
42 percent, and profit tax revenues up
40 percent. In other words, these three out
of the four most productive tax revenues
(that is, excluding the personal income
tax) increased at a faster rate than the total
tax revenues.

0.20
[0 Special tax regimes
015 [T State duty
I Natural resources taxes
0.10 Bl Property taxes
p I Excises
TN / |
0.05 I Value added tax
I Personal income tax
O TTT T T T SN T TTTTTTT T TTTT TTTTTTTT T T T T TTTTTTT -Proﬁttax
===Total tax revenue
2015 2016 2017 2018 2019 2020 2021 2022

Figure 4. Source decomposition of the standard deviation of the tax revenue
growth rate of the Russian tax system stress index (points)
Source: author’s elaboration based on the data of the FTS RF
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Figure 5. General decomposition of the Russian tax system stress index
in terms of tax revenues by source (points)

Source: author’s elaboration based on the data of the FTS RF

263



Journal of Tax Reform. 2022;8(3):251-269

ISSN 2412-8872

April 2017 - May 2020

June 2020 - December 2021
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I Property taxes
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I Natural resources taxes

[T Special tax regimes

Figure 6. The average structure of the Russian tax system stress index
in the periods of its negative and positive values (points)
Source: author’s elaboration based on the data of the FTS RF

The same conclusion is confirmed by
the data on the correlation coefficient for
the growth rate of total tax revenues and
specific taxes: the profit tax and the group
of natural resources taxes show a correla-
tion coefficient with total revenues at the
level of R=0.97, VAT - at the level of 0.85.
However, we should note that the other
taxes also demonstrate high correlation
coefficients: special tax regimes - at the
level of 0.82, personal income tax - 0.77,
excises - 0.71, property taxes - 0.68. The
only tax, which growth rate weakly cor-
relates with the growth rate of total tax
revenues - the state duty (R=0.14).

It should be noted that during an eco-
nomic downturn, stress also grows mainly
due to natural resources taxes and profit
tax. Revenues from them decrease, and
their volatility increases at a faster rate
(it is worth reminding that, along with
special tax regimes, profit tax and natural
resources taxes during the crisis show the
maximum growth of the stress index).

During the coronavirus crisis, the
dampening role of excises unexpectedly
manifested itself. Institutional (changes in
excise rates for various goods) and struc-
tural factors played an important role in
this. Thus, in July 2020, when the stress
index went into positive zone and excise
taxes went into negative zone, 32% of ex-
cise revenues came from tobacco products,
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22% from motor gasoline, 17 % from diesel
fuel, 10% from spirits, 9% from beer, and
8% from petroleum raw materials.

A year later, in July 2021, with to-
tal revenues from excise taxes at about
600bn rubles, almost 500bn rubles of re-
turns were on excise taxes on crude oil,
i.e. in their absence the revenues from ex-
cise taxes could have been twice as much.
In January 2022, when the stress index
returned to the positive zone, the nega-
tive revenues from excise taxes on crude
oil were already 4.73 times higher than
the total revenues from excise taxes. This
situation is explained by the fact that
an additional investment surcharge
on the excise tax on petroleum crude
was imposed for 10 years beginning in
2021, which increased the amount of the
reverse excise tax introduced in 20192

It should also be noted that the per-
sonal income tax almost always, regard-
less of the study period, plays a weak
damping role. This is due to the most
stable growth rates of revenues from this
tax. Indeed, the standard deviation of the
growth rate of personal income tax is the
lowest among all the taxes and tax groups
under consideration. And it is 3.35 times
less than the standard deviation of the
growth rate of total tax revenues.

2 https:/ /www.interfax.ru/business /793221
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5. Discussion

The study confirms the earlier hy-
pothesis that certain taxes play the role
of amplifiers or dampers of tax revenue
stress on the tax system of the Russian
Federation. We have obtained convincing
evidence that the stress enhancers in the
Russian tax system are the mineral ex-
traction tax and the profit tax, and to add
to the above, in the pandemic conditions
special tax regimes because of the greater
vulnerability to the Covid19-related crisis
of small business.

The main stress damper is the per-
sonal income tax. The changes of the in-
stitutional conditions impact significant-
ly the stress of the tax system on revenues
from specific taxes, often redistributing it
over time.

This was demonstrated by property
taxes, for which a number of exemptions
were introduced during the pandemic,
and excise taxes, which experienced rate
changes and refunds during the pandemic
and recovery periods.

Indeed, among all the taxes, the ma-
ximum values of the stress index growth
during the pandemic are demonstrated
by the group of natural resources taxes
(+0.29 p.p. in just four months from March
to June 2020), followed by special tax re-
gimes and profit tax (+0.12 p.p. over the
same period). Stress for VAT and property
taxes is comparable with the stress on total
tax revenues. Stress on personal income
tax is lower than for the whole tax system.
Besides, personal income tax is the only
tax for which the stress index at the end of
the period under consideration turned out
to be lower than at the beginning.

Decomposition of the tax system
stress by tax revenues from different
sources presented even more convincing
evidence that mineral extraction tax and
profit tax in Russia can be regarded as
amplifiers of the overall tax system stress
(their contribution to the overall tax sys-
tem stress during its growth period was
+105.7% and +29.1% respectively), and
personal income tax as a stress damper
(its contribution was -11.5%).

The conclusion about the greater
stress on tax revenues from the mineral
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extraction tax and profit tax largely corre-
lates with the conclusions obtained earlier
in our study of the risk of the Russian tax
system [34] using alternative methods.

The new study differs from the previ-
ous one in several ways.

First, it uses moving annual tax re-
venues rather than monthly data, which
eliminates the effects of seasonality and
frequency of tax payments.

Second, it deals with the growth rate
of tax revenues as a baseline, rather than
the return on individual taxes as the ratio
of tax revenues to gross domestic product
or regional gross value added.

Third, it is a dynamic rather than
a static approach applied, which allows us
to track the stress of the tax system over
time and further incorporate the stress
index into other models.

Fourth, we apply a different method
to account for the trade-off between return
and risk of tax revenues. Usually for this
purpose coefficients of variation are used
as the ratio of risk and return [1; 6; 14; 34],
while we take the difference between risk
and return, which is closer to the rep-
resentation of the Arrow-Pratt-type port-
folio utility functions.

It is noteworthy that the change in the
stress index of the tax system for different
taxes occurs at different times, although
it describes similar dynamics. Thus, for
most taxes, the increase in the stress in-
dex occurs during the 2015-2016 sanctions
shock, then the stress index decreases, and
its growth resumes in 2019-2020 (the ex-
ception is excise taxes, for which the in-
crease in stress index began later). First,
stress increases for property taxes, then
for a group of natural resources taxes and
personal income tax, and then for profit
tax and special tax regimes.

One of the significant factors of the
leading dynamics of the tax system stress
on the revenues from most taxes was the
decline in world oil prices. Therefore, it
is impossible to state unequivocally that
the pandemic was the only reason for the
growth of tax stress in the period under
consideration. However, it was definitely
an important reason for its subsequent
growth. Later than others (in March 2020)
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the VAT stress index began to grow. In
this case we can speak more confidently
about the pandemic as a cause of tax sys-
tem stress.

Our study did not seek to distinguish
between the impact of the pandemic and
other factors (e.g., oil prices or sanctions)
on fiscal stress, nor did it seek to determine
the relationship of the factors themselves
(e.g., the pandemic and the oil shock). We
leave this task for the future, which will
require other methods.

The conducted study has no direct
analogues for comparison, as there was
introduced a new methodology for asses-
sing the resilience of the tax system by tax
revenues through the construction and
decomposition of the tax system stress in-
dex, which has been tested on the exam-
ples of the pre-pandemic, pandemic and
recovery periods of the Russian economy.
Its use also allowed us to obtain new re-
sults concerning the different speed and
degree of tax response to the shock, their
interaction and the influence of institu-
tional factors (the rules) on smoothing or
intensification of the stress. At the same
time, specific conclusions about the im-
pact of the pandemic on individual tax
revenues in the Russian Federation are
generally consistent with the results of
other authors [23-27].

While the approaches and results are
undoubtedly novel, this study has a num-
ber of limitations.

First, we did not distinguish between
the effects of economic growth and infla-
tion on the increase in tax revenues. It is
possible that deflation of indicators and
exclusion of the influence of price growth
will adjust the conclusions obtained con-
cerning the strength of the stress in dif-
ferent periods.

Second, our stress index, which has
something in common with Arrow-Pratt’s
portfolio utility function, does not include
a risk attitude (or risk perception) pa-
rameter, which requires a justification for
introducing an appropriate coefficient for
the standard deviation of the tax revenue
growth rate. We also leave all of these is-
sues for future research, which may lead
to more sensitive conclusions.
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6. Conclusion

The paper proposes a methodolo-
gy for assessing the tax system stress in
terms of tax revenues and its decompo-
sition by source (individual taxes, du-
ties and tax groups). The peculiarity of
the methodology is the exclusion of the
influence of seasonality, as well as diffe-
rent periodicity of tax payments. The
tax revenues stress index is presented as
the difference between the moving stan-
dard deviation and the moving average
value of the growth rate of tax revenues
for 12 contiguous months with the step
of one month, which allows to take into
account both return and risk of tax re-
venues. The developed method has been
tested on the example of tax revenues to
the consolidated budget of the Russian
Federation in 2013 up to March 2022. Its
application made it possible to estimate
the dynamics of the tax system stress in
the pre-pandemic, pandemic and recov-
ery periods, to reveal the synchronous
changes and correlation of the stress in-
dices on individual tax revenues, their
connection not only with the pandemic,
but also with the drop in oil prices.

Decomposition of the tax system
stress by tax revenues confirmed the
acceleration role of mineral extraction
tax and profit tax, as well as the dam-
ping role of personal income tax in the
dynamics of overall stress. At the same
time, it demonstrated the peculiarity of
the pandemic crisis, which small busi-
nesses were most vulnerable to, which
significantly increased the stress on rev-
enues from special tax regimes. Finally, it
showed the important role of institution-
al rules, which was evident in the analy-
sis of the stress on excises and property
taxes revenues.

The conducted research has theore-
tical and practical significance. It clearly
demonstrates that increasing the flexibi-
lity of tax rates, the formation of insu-
rance reserve funds, the implementation
of the tax rule in the budget system sup-
port redistribution of risks and manage-
ment of the tax revenue stress over time.
A detailed study of these issues is the
subject of future research.
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ABSTRACT

The biggest impediment to the Ethiopian government’s ability to raise revenue by its
means to the required level is the lack of taxpayers’ compliance behavior with the tax
system. Therefore, this study examines the key determinants of taxpayers’ compliance
behavior with the tax system in the Afar regional state. To this end, two purposively
selected woredas (Awash and Aba’ala) and one city administration (Samara-logia)
were used. Primary data were collected from 404 randomly selected respondents. The
ordered logistic regression model was used to analyze the factors that determine tax
compliance. Results show that tax knowledge, probability of detection, perception
of government spending, organizational strength of the tax authority, fairness of the
tax system, and simplicity of the tax system have positive effects on tax compliance,
whereas tax rates have a negative effect on tax compliance in the Afar regional
state. As a result, it is suggested that the tax authorities launch effective and brief
awareness-development and tax education programs for the general public and
taxpayers in particular. The tax system, notably the tax return, tax forms, and tax
rules, should be simplified by the tax authorities so that they are readily understood by
taxpayers. Furthermore, the tax authorities should be powerful enough to effectively
and efficiently enforce the tax laws, and to ensure tax fairness, their tax liability
must be determined by their ability to pay. Lastly, the government must maintain
accountability and transparency in how tax revenue is dispensed, as well as deliver
social services to the public efficiently and intelligently so that taxpayers have faith in
and a favorable attitude toward the taxes they pay and the tax system.

KEYWORDS
tax compliance, rental income tax, ordered logit, Afar region, Ethiopia
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AeTepMUHaHTbI COOAIOAEHUA HAAOTOBOro 3aKOHOAATEAbLCTBA
NAaTeAbLUUMKAMKU Hanora Ha AOXOAbI
B peruoHe Adap, CeBepo-BocTouHaa dpuonuna
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AHHOTALIMA

HecoOsmrofieHne HajIoroIvlaTeIbIIKaMyl HaJIOTOBOIO 3aKOHOIATENIBCTBA SIBJISIETCS
CYIIIeCTBEeHHBIM ITPeIIITCTBYEM JIIs ITpaBUTeIbCTBA DPUOmmM B yBeIMUeHU CO0-
CTBEHHBIX JIOXOJIOB 10 HEOOXOIVMOTO YPOBHs. B mccieqosanmi paccMaTpmBaroTCs
KITIOYeBble JIeTePMVHAHTHI COOJIIONEHNST HaJIoTOIUIaTeIbIIIKaMyl HaJTOTOBOI'O 3aKO-
HoOJlaTeJIbCTBa B permoHe Adap. Iy 1iesievt cciteioBaHys BEIOpaHbI [Ba ITOCeIIeH s
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(Asam m Abaasta) 1 oftHa ropoyickas agMuHvicTpanyst (Camapa-morvist). [lepsirdarbre
HaHHBIe coOpaHel y 404 pecrOHIEHTOB IOCPENCTBOM CIIy4amrHOV BbIOOpKM. [l
aHaym3a (PaKTOPOB, OIPEIEIISIONIVIX COOJIIOIeHr e HaJIOTOBOTO 3aKOHOATEITbCTBA
VICTIONTB30BasIach YTIOPsIOYeHHas MOJIENTb JIOTMCTUYeCKON perpeccum. PesymbTaTs,
HIOJIyYeHHble B pernoHe Adap I0Kasajiy, 9TO HaJIOroBble 3HaHWsI, BEpOsSITHOCTb 00-
Hapy>KeHWsI, BOCITPUSATYE TOCyIapPCTBEHHBIX PAacXOfi0B, OpraHM3aIMOHHbIV IIOTEHIN-
aJT HaJIOrOBOTO OpTaHa, CIIPaBeIMBOCTE HaJIOTOBOI CHCTEMEI VI ITPOCTOTa HaJIOTOBOVI
CHCTEMBI OKa3bIBAIOT II0JIOKUTEIIBHOE BIIVsIHVIE Ha COOIIIOfIeHVIe HaJIOTOBOIO 3aKOHO-
IaTeJIbCTBa, B TO BpeMs KaK HaJIOTOBbIE CTAaBKM MMEIOT OTpuIIaTeIbHOe B3usiHue. B pe-
3ysIbTaTe IpeJyIaraeTcs, ITOOBI HaJIOTOBBIe OpTaHBI 3aITyCTIIIN 3P (DeKTMBHEIE M KpaT-
KVie IIpOrpaMMbl IIOBBIIIEHNS OCBEIOMJIEHHOCTM M HaJIOrOBOrO OOpasoBaHMs VIS
IIMPOKOVI OOIIEeCTBEHHOCT M HaJIOrOIUIaTeIIbIMKOB B yacTHOCTH. Hasorosas cricre-
Ma, B 9aCTHOCTV HaJIoroBas JIeKyIapariyis, HajloroBble (DOPMEI VI HaJIOTOBbIe TIpaBuIa,
JOJDKHBI OBITH YIIPOIIIEHBI, 4TOOBI OBITH IIOHATHBIMI HaJIOroIUIaTesbiKaM. Kpome
TOT0, HAJIOTOBBIE OPTaHbI JIOJDKHBI OBITh JJOCTATOYHO CIIJTBHBIMMY, YTOOBI 3pPeKTUBHO
VI JIEVICTBEHHO obecTreunBaTh COOTIOfIeH e HaJIOroBOTo 3aKOHO/IaTeIbcTBa. ITpm sTom
st obeclieyeHNsl HAaJIOTOBOVI CITPABEJIMBOCTY HaJIOrOBble 00si3aTeIbCcTBa IUIaTe Ib-
IIVIKOB JIOJDKHBI OIIPeesISThCS UX TUIaTeXecrrocobHocThi0. HakoHel, TpaBuTeIbcTBO
JIOJDKHO TIOJIJTePXKMBATh ITOJJOTIETHOCTD W IIPO3PavHOCTD B TOM, KaK pacIipeIeIsioTcs
HaJIOroBble IIOCTYIUIEHNS, a TaKXKe IIPeJOCTaB/IsuTh COLMaIbHBIE YCIIYTM HaceIeHWIO
3 PeKTUBHO 1 pasyMHO, YTOOBI HAJIOrOIUIATENBIIVIKY BEPYIIN 11 OJIarOCKIIOHHO OT-
HOCWINCH KaK K HaJloraM, KOTOpBIe OHVI IUTaTAT, TaK U K HaJIOTOBOVI CICTEMe B TTeJTOM.

KJTFOUEBBIE CJIOBA
CoOJIIofIeHIIe HaJIOTOBOTO 3aKOHOIATEIILCTBA, HAJIOT Ha JIOXOJ, OT apeHMIbL, JIOTMCT-
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JecKkas yropsoueHHas MoJielb, pernoH Adap, Ddnonms

1. Introduction

The development and economic
growth of any nation are typically depen-
dent on the volume of revenues that the
country can earn and invest in public in-
frastructure [1]. Taxes are crucial as the go-
vernment’s principal source of revenue and
a means of funding critical programs such
as education, welfare, public safety, health
care, infrastructure, and road development
for the public at large [2]. As a corollary,
to continue economic growth and achieve
infrastructure and social development, all
governments across the world should raise
their tax revenue in proportion to their
gross domestic product (GDP) [3].

Many developed countries, such as
the United States (US), the United King-
dom (UK), and Australia, can generate suf-
ficient tax revenue to fund their respective
governments’ activities [4]. For instance,
the tax proportion in the UK and Austral-
ia from 2008 to 2017 was 32.53 percent and
29.73 percent, respectively’. Improved tax
compliance amplifies the revenues availa-

1 Revenue Statistics OECD countries:

Comparative tables. 2020. https://stats.oecd.

org/index.aspx?DataSetCode=REV
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ble for supporting public services without
raising the present tax burden on comply-
ing taxpayers.

However, there is a tax noncompli-
ance behavior with tax obligations in de-
veloping countries, especially in sub-Sa-
haran African countries, which reduces
the ability to generate the desired amount
of money and results in budget defi-
cits Ahlerup et al. [5]. As it does in some
other developing nations, non-compliance
is a serious challenge slackening income
tax administration and tax revenue per-
formance in Ethiopia [6].

Despite the various tax reforms un-
dertaken by the Ethiopian government to
increase tax revenue over the years, prior
statistical evidence has proven that the
contribution of income taxes to the govern-
ment’s total revenue remained consistently
low and is relatively shrinking. Ethiopia
has a low tax ratio compared to average
sub-Saharan African countries and other
low-income countries (like Mozambique,
Congo Republic, Cape Verde, and Liberia).

The Ethiopian income tax and tax ad-
ministration laws approved in 2016 aimed
at improving tax collection, broadening
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the tax base, and setting up a more effi-
cient tax system overall. Some progress
has been achieved to date although much
more remains to be done. Reforms have
strengthened integrity and enforcement,
with significant improvements in tax-
payers’ assistance and service. However,
taxpayer compliance improvements are
still slow. For example, growth and trans-
formation plan II from 2016 to 2021, aim
to increase tax to gross domestic product
(GDP) from 13.3 percent in 2014/15 to
17.2 percent of GDP by 2019/20. Howe-
ver, the tax to GDP ratio has been de-
clining over time till 2020. According to,
the International monetary fund country
report, Ethiopia’s tax to GDP ratio was
declining from 13.3% of gross domestic
product (GDP) in 2015 to 11.6% of GDP in
2020 below other low-income countries?.
This is why the tax compliance attitude
topic is an important agenda in Ethiopia
and need an examination.

Tax compliance has been given a big
emphasis by researchers in many coun-
tries around the globe because of increa-
sing non-compliance especially tax eva-
sion and its consequences on the capa-
city of the government in raising public
revenue [7].

In Ethiopia, previously scant re-
search has been done on tax compliance
from the business income taxpayer’s per-
spective. Some of these are Tehulu & Din-
beru [8] examined determinants of tax
compliance behavior in Ethiopia: the case
of Bahir Dar City, perception of govern-
ment spending; perception of equity and
fairness of the tax system; penalties; and
referral group are factors that affect tax
compliance. Deyganto [9] did a study on
Factors influencing taxpayers’ voluntary
compliance attitude with the tax system:
Evidence from Gedeo zone of Southern
Ethiopia, tax knowledge, simplicity of tax
system, probability of being audited, and
perception of tax rate were found to be
key factors influencing taxpayers” volun-
tary compliance attitude.

And also, a few studies were con-
ducted on rental income taxpayers’ com-

2 https:/ /www.imf.org/en/Countries/ETH
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pliance in Ethiopia, such as Vadde &
Gundarapu [10] conducted a study on
factors that influence rental taxpayer’s
compliance with the tax system: an em-
pirical study of Mekelle city, Ethiopia, and
conclude that intentional tax avoidance
(presence of dishonest taxpayers), lack of
knowledge and awareness taxpayers were
found to be the major factors for tax com-
pliance issues. Geremew [11] studied the
factors affecting rental income taxpayer’s
compliance with the tax system: A case of
Hawassa City Administration, Ethiopia,
Financial constraints, referent group influ-
ences, awareness of taxpayers, perception
of tax fairness, understatement of income,
educational status, absence of government
incentives, trust in tax assessment and col-
lection procedure, and rental tax audit
were significant factors that determine tax
compliance.

However, those studies used descrip-
tive and multiple linear regression mod-
els as the data analysis method. While
reviewing the related literature, the con-
clusions of many researchers in differ-
ent parts of Ethiopia are inconsistent, as
are the findings of earlier studies. In one
study, some variables are significant, but
in another, they are not. This grabbed the
attention of the researchers, who decided
to look into it more. In addition, no study
had been done in the Afar regional state
of Ethiopia to examine the magnitude of
the factors that determine a rental income
taxpayer’s compliance status so far.

The main purpose of the study aimed
to examine the key determinants of rent-
al income taxpayers’ compliance behavior
with the tax system in the Afar Region
state by using an ordered logit model.

In line with the above general pur-
pose, this study has the following specific
purpose:

1) To investigate how economic fac-
tors, such as tax rate, perception of go-
vernment spending, and penalty rate,
affect tax compliance.

2) To see the effect of institutional
factors like organizational strength of tax
authority, simplicity of tax system, and
probability of detection of evasion on tax
compliance.
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3) To examine the influence of social
factors, perceptions on equity and fairness
of tax system, and peer influences on com-
pliance behavior of tax system.

4) To identify the effect of individual
factors, such as tax knowledge and aware-
ness on the compliance attitudes of tax-
payers in the region.

To address the objective, this study
pointed out the following hypothesis, the
validity of which will be confirmed or re-
futed:

H1: There is a negative significant re-
lationship between high tax rates and tax
compliance.

H2: There is a positive significant re-
lationship between taxpayers’ perceptions
of government spending and tax compli-
ance in the Afar regional state.

H3: Penalty rate has a significant and
positive relationship with tax compliance.

H4: There is a significant positive rela-
tionship between organizational strength
of tax authority and tax compliance.

H5: Simplicity of the tax system has
a positive and significant relationship
with tax compliance.

Heé: There is a positive significant rela-
tionship between the probability of detec-
tion of evasion and tax compliance.

H7: There is a positive significant re-
lationship between the perceived fairness
of the tax system and tax compliance of
rental income taxpayers.

HS8: The influence of the reference
group is a negative and significant rela-
tionship with tax compliance.

H9: There is a positive significant rela-
tionship between tax knowledge and tax
compliance.

2. Literature review
2.1. The concept of tax compliance

Tax compliance is defined as fulfilling
reporting requirements, which means that
taxpayers file all required tax returns on
time and accurately report tax liability
in line with the Internal Revenue Code,
regulations, and court decisions applica-
ble at the time the return is filed [12].

Palil & Mustaph [13] offered an alter-
native definition, and described tax com-
pliance as the willingness of taxpayers to
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register for tax purposes, file tax returns on
the due date, report accurate tax liabilities
and pay all tax liabilities within the stipu-
lated period without having to wait for
follow-up actions from the tax authority.
In general, compliance means behaving in
conformity with the law, while non-com-
pliance means breaking the law. Based on
the aforementioned definitions, tax com-
pliance can be defined as taxpayers’ inten-
tion or readiness to act in line with the tax
law, as well as their voluntary endeavor
to pay their tax liability on a timely basis.

2.2. Determinants of tax compliance

In this section, we are trying to re-
view determinants of tax compliance
with the tax system. Different factors
may influence the tax compliance beha-
vior of Ethiopian taxpayers. Even though,
such factors do have not equal influences
and advantages among different places
and taxpayers. This indicates that the im-
portance of a certain variable in one place
at a certain time may not necessarily be
a significant factor in other places even in
the same place after some time.

As Loo et al. [14] describes a com-
prehensive description of the factors that
determine tax compliance splitting as eco-
nomic factors (tax rate, level of income,
probability of being audited, and percep-
tion of government spending), institutio-
nal factors (simplicity of tax system, the
organizational strength of tax authority,
and change in government policy), social
factors (perception on equity and fairness
of tax system and peer influence), indi-
vidual factors (tax knowledge, personal
financial constraints) and demographic
factors (age, gender, level of education,
marital status and occupation).

2.2.1. Economic factors

Engagements that are tied to the cost
and benefits of doing the activities are
known as economic factors that influence
tax compliance such as tax rates, percep-
tions of government spending, and penal-
ty rates [15].

Tax rate refers to the tax amount
charged on taxable items and paid by
taxpayers as stipulated by tax law [16].
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Varied experts discovered different out-
comes when it came to the effect of the tax
rate on compliance.

Ottone et al. [17] state that higher tax
rates encourage taxpayers to evade and
avoid tax. This suggests that a tax rate
that is viewed as high, unjust, and unfair
deters taxpayers from adhering to the
tax laws and regulations. On other hand,
Adimassu & Jerene [18] depicted that tax
compliance increases with a heavy tax
rate. Contrarily, Assfaw & Sebhat [19]
concluded that taxpayers’ decision either
to comply or not regardless of tax rates.
These results show that, due to several
contradictory results, the impact of tax
rates on tax compliance is still unclear and
debatable in different parts of Ethiopia,
even in the same tax structure.

Particularly those who pay high tax
rates will be eager in how the government
spends their money, in terms of how tax-
payers perceive government expenditure.
Taxpayers are more likely to pay their fair
share of taxes if they see the government
using tax dollars wisely to fund essential
services like public transportation, health
care, and education. However, if they per-
ceive that the government is overspen-
ding onitems that they believe are unneces-
sary or unhelpful to the general populace,
they may feel betrayed and try to avoid
paying their fair share. Jayawardane &
Low [20] state that taxpayers pay their
taxes honestly if they get valuable public
services in exchange. In opposite to this,
Engida & Baisa [6] discovered that percep-
tion of government spending did not sig-
nificantly impact taxpayers” compliance.

In terms of penalty rate, a penalty
is money paid to government authority
as a punishment for a crime or other of-
fense. Scholars’ findings about the effect
of penalty rates on tax compliance are in-
consistent. For instance, Ahmed & Kedir
[21] state that the greater the penalty dis-
courages the potential of tax evasion, that
is when taxpayers perceived that there is
a high penalty rate for any non-compliance
the level of non-compliance will decrease.
On the contrary, Adimassu & Jerene [18]
originate penalty rate did not significantly
correlate with tax compliance.
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In conclusion, the outcomes of pre-
vious studies show that there is no clear
line between penalty rate and tax com-
pliance.

2.2.2. Institutional factor

Although taxpayers’ compliance be-
havior is determined by their economic
concerns, evidence reveals that insti-
tutional variables like organizational
strength of tax authority, simplicity of
tax system, and probability of detection
of evasion also have a substantial impact
on taxpayers’ compliance behavior.

Tax compliance places the govern-
ment and the tax authority as the prima-
ry parties responsible for administering
the tax system to reduce the tax gap and
improve voluntary compliance [22]. Ef-
ficiency and effectiveness of the autho-
rity in improving the tax assessment and
procedures of tax collection, the building
of awareness, and enforcement of the tax
law influence positively the voluntary tax
compliance behavior of taxpayers [23]. Be-
sides, Richardson [24] also stated that the
role of a government has a significant po-
sitive impact on determining attitudes to-
ward tax. But, the studies of Deyganto [9]
on determinants of tax compliance beha-
vior of taxpayers indicated that the roles
of the tax authority were not significantly
correlated with tax compliance.

The tax system ought to be as easy as
possible for the rationale that taxpayers
are from varied backgrounds, with total-
ly different levels of education, earning
levels, various cultures, and different tax
awareness. In serving taxpayers to com-
plete the tax returns accurately, the tax
authority needs to have a simple, but suf-
ficient, tax return [21]. Taxpayers’ levels of
understanding of tax laws are positively
correlated to a significant degree with their
tax compliance decisions [22]. Most of the
time taxpayers not only find it difficult to
file their tax returns correctly but also per-
ceive tax law complexity and ambiguity as
causes of tax non-compliance [20].

A tax audit can play a major role in
improving tax administration and overall
taxpayer compliance by impacting tax-
payer behavior. The contribution of tax
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audits to improving taxpayer compliance
is significant among other measures taken
by revenue authorities of the country [25].
Admasu & Shallo [26] conclude that the
likelihood of tax evasion discovery was the
significant determinant that affected the
level of tax compliance. This suggests that
the level of tax compliance will improve as
the likelihood of detection rises. On other
hand, Adimassu & Jerene [18] stated that
a high probability of being detected would
potentially decrease compliance creating
a negative association. This means that an
effective audit induces taxpayers to over-
claim deductions rather than encouraging
them to correctly report actual income.
Contrariwise, Tehulu & Dinberu [8] con-
clude that the probability of detection did
not significantly affect tax compliance.
These findings demonstrate that, due
to a variety of inconsistencies, the effect
of tax rates on tax compliance in various
regions of the nation within the same tax
system is still disputed and unclear.

2.2.3. Social factors

From a sociological perspective, vari-
ables impacting tax compliance have to do
with taxpayers’ inclination to uphold the
law in response to other people’s behavior
and their social setting [27].

Besides, Kirchler et al. [28] state that
social factors should be viewed in a wider
logic than a social viewpoint; this contains
the psychology of the taxpayers. These
factors include perceptions of equity and
fairness, changes to current government
policy, and referent groups.

Perceptions of equity or fairness in
the tax system are principles of the tax
system, which can be observed through
three-dimensional views; horizontal equi-
ty (people with identical income should
pay an equal amount of taxes), vertical
equity (taxes paid increase with the
amount of taxable revenue) and Exchange
Equity (expectation the same portion of
public service from the government for
paying tax Torgler [27]. The perception
of taxpayers toward the fairness of the
tax system also has an impact on tax com-
pliance status [24]. Ahmed & Kedir [21]
depicted that, if taxpayers believe their
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tax burden is more than that of other per-
sons in their income group, their tax com-
pliance probably decreases.

Decisions either to evade or not to
evade tax sometimes are influenced by
family members or friends [29]. Torgler
[30] concludes that citizens’ perception
of how compliant other citizens are has
a strong impact on their willingness to
comply. Similarly, Inasius [31] portrayed
that influence from family and friends sig-
nificantly affects taxpayers’ compliance
behavior. This means if a taxpayer pre-
fers to be compliant with tax law, then the
tendency to commit tax evasion is lower,
and vice versa. Therefore, the influence
of referent groups on decision-making is
presumably significant, especially when it
comes to monetary considerations and le-
gal compliance. On contrary, Deyganto [9]
referent group has no significant influence
on tax compliance attitude.

2.2.4. Individual factors

Several factors may influence a tax-
payer’s decision on tax compliance, but
the taxpayer ultimately has the power to
decide. The choice of whether to comply
with tax laws is mostly up to the taxpayer
[32]. factors like personal financial con-
straints, tax knowledge, and awareness
of taxpayers have a significant impact on
taxpayer compliance status.

Numerous studies have evaluated the
impact of awareness and knowledge on
compliance levels. Tax knowledge is cor-
related with a taxpayer’s capacity to com-
prehend tax law and rules and willing-
ness to abide by them. Through education,
the taxpayer learns about their rights, du-
ties, and tax-payment processes as well
as the repercussions of not obeying [33].
Mutai and Omwono [34] state that tax
compliance would increase with higher
tax knowledge. This argues that raising
taxpayers’ knowledge of tax laws and
regulations through formal and informal
education will have a favorable effect on
taxpayer awareness to pay taxes. Whereas,
Palil [35] claimed that as taxpayers get
enough tax knowledge, they will use this
knowledge to find loopholes that can help
them escape from paying their tax liability.
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3. Methods

3.1. Description of the study area

The Afar region is a regional state in
northeastern Ethiopia and the homeland
of the Afar people. Its capital is the planned
city of samara, which lies on the paved
Awash-Assab highway. Afar Regional
State has a population of 1,812,002, among
these 991,000 men and 821,002 women;
urban inhabitants number 346,000 of the
population, a further 1,466,000 were pas-
toralists [36].

3.2. Source of data and method
of collection

In this study to get complete, accu-
rate, and sufficient data both primary and
secondary sources of data were used. Pri-
mary data were collected by distributing
questionnaires to the taxpayers. Secon-
dary data were obtained from published
and unpublished sources.

3.3. Sample size and sampling procedure

In this study, a multi-stage sampling
method was used. In the first stage, out
of thirty-four districts, two towns (Awash
and Aba’ala) and one city administration
(Samara-logia) were selected purposively
because registered rental income taxpay-
ers are large in those areas. In the second
stage, the sample size for each selected
area was determined proportionally to the
number of rental income taxpayers within
each town and city.

Finally, 404 business house rental
income taxpayers were selected based
on the random sampling method. In this
study, the sample size is determined from
the total population by using Yamane [39]
formula as follows by considering a sam-
ple error of 4%.

N —
(1+N(e)*

1144

= 404.
(1+1142(0.04)?

3.4. Model

In this study ordered logistic esti-
mation was applied to measure the level
of tax compliance in the study area. Tax
compliance was measured by using hypo-
thetical questions adopted and developed
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with some modifications from previous
similar studies such as Palil [35], and Engi-
da & Baisa [6] in which respondents were
asked to rate each question by using the
Likert scale (ranges from one to five) from
strongly disagree to strongly agree.

The average score of all items was
taken as an index for tax compliance sta-
tus. Based on this score, taxpayers were
categorized into three levels of com-
pliance: low, medium, and high. Tax com-
pliance level, the observed ordinal vari-
able, takes on values 0 through m accor-
ding to the following scheme:

Yi=jeou-1<Yi*<yj,
wherej=0, ..., m.

Accordingly, the probability of each
tax compliance status (Low-yl, medi-
um-y2, and high-y3) will be computed as
follows:

v =1if ]/;3”1/
y2=1f ”1<'}/:5”2/

ys=if y: >Uy.
Therefore, the model can be specified
as follows:

TCOMPLi = B0+ B1TAXKNOW +
+B2PRODET +B3 PENRATE +
+B4SIMPL +B5ORGSTR +B6 FAIR + (1)
+B7 PERGOVS +B8TAXRATE +
+B9 PEERINF +ei.

4. Results

4.1. Study of correlation between variables

Table 2 depicts the association be-
tween the variables used in this study.
According to the spearman correlation
result, all independent variables except
for tax knowledge and penalty rate were
significantly correlated with tax com-
pliance status. The highest correlation
occurred between compliance and tax
rate (r=-0.5687) followed by fairness
of tax system (r=0.4092), perception to-
ward government spending (r=0.3846),
peer influences (r=-0.3498), probability
of detection (r=0.2664), simplicity of tax
system (r=0.1802) and organizational tax
authority (r=0.1346).
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According to Spearman correlation
result, it was suggested that probabili-
ty of detection, peer influence, tax rate,
perception of government spending, or-
ganizational strength of the tax authority,
fairness of tax system, and simplicity of
the tax system were the most significant
determinants of business house rental
income taxpayer’s compliance status in
the Afar region. According to Hair et al.
[38], a correlation coefficient of greater
than 0.7 indicates substantial collinearity
among independent variables.

Table 2 indicates that there is no prob-
lem with multicollinearity in this study.

4.2. Determinants of rental income
taxpayer’s compliance status

As depicted in Table 3, ordered logis-
tic regression was conducted for all varia-
bles and indicates tax knowledge, proba-
bility of detection of tax evasion, tax rate,
perceptions of taxpayers to government
spending, organizational strength of tax
authority, fairness of tax system, and sim-
plicity of tax system were found to be sta-
tistically significant factors that determine
tax compliance of business house rental
income taxpayers.

Specifically, the robust ordered log-
it regression results show the existence
of a statistically significant positive re-
lation between tax compliance behavior
and tax knowledge. In terms of margi-
nal effects, other aspects held constant
as one point increases the taxpayer’s
knowledge and awareness of the tax
system shows a decrease in the likeli-
hood of the behavior that compliance
status occurs low (7.6%), even though it
also shows an increase in the likelihood
of the behavior that compliance status
occurs medium (6.3%) and high (1.2%)
(see Table 3).

Regarding the probability of detec-
tion of evasion and compliance beha-
vior, the results of ordered logit regres-
sion show a positive and statistically
significant association. The marginal ef-
fect also depicts that being other factors
held constant, in a one-level increase
the probability of detection of evasion is
likely to reduce the probability of the be-
havior that compliance status occurs low
(16.4%), This is also likely to increase the
probability of the behavior that com-
pliance status occurs medium (13.7%)
and high (2.7%).

Table 1

Description of Variables

Variable Symbol ‘ Measurement ‘ Expectation sign/ hypothesis
Dependent variable
Tax compliance Status TCOMPS (1,2,3) Ordinal
Explanatory variable
Tax rate TAXRATE  (1-5 likert scale) - (high tax rate, low compliance
Probability of detection = PRODET  (1-5 likert scale) + (high probability, high compliance)
Penalty rate PENRATE  (1-5likert scale)  + (high penalty, High Compliance)
Simplicity of tax system SIMPL (1-5 likert scale) + (very simple tax system, high
compliance)
Organizational strength ~ ORGSTR  (1-5 likert scale) + (strong tax authority, High
of tax authority Compliance)
fairness of tax system FAIR (1-5 likert scale) + (good perception, high compliance)
Perception to PERGOVS  (1-5 likert scale) + (good perception, high compliance)
government spending
Peer influence PEERINF  (1-5 Likert scale) - (high influence, low compliance)

Tax knowledge

TAXKNOW  (1-5 likert scale)

+ (high tax knowledge, high
compliance)

Note: “~" negatives and “+” positive
Source: Own computation, 2022
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Regarding the tax rate and tax com-
pliance status, the results of ordered logit
regression show a negative and statisti-
cally significant association. The marginal
effects indicate that a one-point increase
in the tax rate is likely to increase the pro-
bability of the behavior that compliance
status occurs low (24%), This is also likely
to decrease the probability of the behavior
that tax compliance status occurs medium
(20%) and (high 4%).

The correlation between the percep-
tion of taxpayers toward government
spending and compliance attitude is also
investigated. The results of ordered logit
regression show the existence of a positive
and statistically significant correlation
between the two. In terms of marginal
effects, as Table 3 shows, a one-point in-
crease in the positive perception of tax-
payers toward government spending
shows a decrease in the likelihood of the
attitude that compliance status occurs
low (30.9%); it also shows an increase in
the likelihood of the attitude that tax com-
pliance status occurs medium (25%) and
high (5%) (see Table 3).

The ordered logit regression results
show the existence of a statistically signifi-
cant positive relation between tax compli-
ance behavior and organizational strength
of tax authority. The marginal effect indi-
cated that other factors remain constant,
an increase in the organizational strength
of tax authority (Specifically, in tax assess-
ment and collection, awareness creation,
providing information, and enforcement
action) by one point, is likely to result in a
decrease in the probability of the behavior
that compliance status being low (14.5%),
and an increase in the view that compli-
ance status occurs medium (12.1%) and
high (2.4%).

Perception of taxpayers about the fair-
ness and equity of the tax system and tax
compliance are found to have a statistical-
ly significant positive relation, as revealed
in the ordered logit regression estimates.
This denoted that being other factors held
constant, A one-point increase in the per-
ception of fairness and equity of the tax
system is likely to reduce the probability
of the behavior that compliance status oc-
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curs low (17.4%), This is also likely to in-
crease the probability of the behavior that
compliance status occurs medium (14.5%)
and high (2.9%).

The finding of this study concerning
the simplicity of the tax system has a po-
sitive and significant relationship with tax
compliance behavior. In terms of marginal
effects, other issues held constant, An in-
crease in the level of simplicity of the tax
system (the clarity of tax law and regula-
tion to understand by the taxpayers easily)
is likely to reduce the probability of the
behavior of compliance status occurs low
(12.7%), This is also likely to increase the
probability of the behavior that compliance
status occurs medium (10.6%) and high
(2.1%) (see Table 3).

5. Discussions of Results

This paper has examined the corre-
lation between compliance behavior and
its determining factors, as identified in
the literature review section. Using data
obtained from a survey of business house
rental income taxpayers in the Afar re-
gion, we have analyzed the association
between compliance behavior and dif-
ferent explanatory variables, such as tax
knowledge, penality rate, probability of
detection of evasion, peer influence (refer-
ent group), tax rate, perception of govern-
ment spending, organizational strength
of the tax authority, fairness of the tax
system, and simplicity of the tax system.
The results of ordered logit regression re-
vealed a statistically significant correlation
between compliance attitude and most of
the factors considered in the analysis.

Hypothesis H9 predicted that there
is a positive significant relationship be-
tween tax knowledge and tax compliance.
The findings of ordered logit regression
indicate a positive and significant asso-
ciation between tax knowledge and tax
compliance. Hence, H9 is confirmed. This
revealed that increased taxpayer aware-
ness and understanding might enhance
tax compliance, and diminish the desire to
evade the law. This finding is concurrent
with the findings of Biru [39], Machgu &
Amayi [40], Adimassu & Jerene [18], Man-
chilot [22], and Assfaw & Sebhat [19].
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Hypothesis H3 is not confirmed, as
the findings of this study indicated a sta-
tistically insignificant association between
penalty rate and tax compliance.

Hypothesis H6 predicted that there is
a significant positive relationship between
the probability of detection of evasion and
tax compliance. The results of ordered lo-
git regression show the existence of a posi-
tive and statistically significant correlation
between the two. Thus, H6 is confirmed.
This implies that taxpayers comply with
taxation for the reason that they fear may
be caught by a tax audit. This is in line
with the findings of Biru [39], Deyganto
[9], Ahmed & Kedir [21], and Tilahun [22].

Hypothesis H8 posited that the influ-
ence of the reference group has a negative
and significant relationship with tax com-
pliance. However, the results of this study
indicate an insignificant association be-
tween the two. Thus, H8 is not confirmed.

Hypothesis H1 posited that there is
asignificant negative relationship between
the tax rate imposed by rental income tax-
payers and their compliance behavior.
The results of the regression analyses un-
dertaken indicate significant negative re-
lationships between tax rate and tax com-
pliance. Thus, H1 is confirmed. Findings
showed that a tax rate that is perceived
as heavy, unfair, and inequitable they do
not fulfill its tax obligation. This finding is
in line with the findings Hai & See [41],
Mas’ud et al. [42], Ottone et al. [17], and
Tilahun [22].

Hypothesis H2 predicted that there is
a positive relationship between perceptions
of taxpayers to government spending and
tax compliance. The results of the study
show that the perception of taxpayers to-
ward government spending was found
that it has a positive impact on tax compli-
ance. Thus, H2 is confirmed. This finding
suggests that, if taxpayers perceived that
the government is spending the national
revenue wisely for basic facilities, such as
education, health, safety, and public trans-
portation, it is assumed that compliance
status would be improved. This finding is
in tandem with the finding of Ali et al. [43],
Ahmed & Kedir [21], Adimassu & Jerene
[18], and Assfaw & Sebhat [19].

280

Hypothesis H4 is well confirmed, as
the findings indicated that the organiza-
tional strength of tax authority had a sig-
nificant positive relationship with tax
compliance. This signifies that if the tax
authority is effective in enhancing provi-
ding services, raising awareness, enforc-
ing the law, and providing other informa-
tion about taxes, taxpayers will desire to
comply with the tax system. This result is
similar to the findings of Mehari [44], and
Tilahun [22].

Hypothesis H7 is well confirmed, as
the findings indicated that the fairness of
the tax system was found that it has a po-
sitive significant association with tax com-
pliance. The outcome also implies that, if
taxpayers believe that their tax burden is
equivalent to that of other taxpayers in
their income group, they are more like-
ly to comply with tax laws. our findings
agree with the results of previous research
by Gberegbe & Umoren [45], Tehulu &
Dinberu [8], Ahmed & Kedir [21], and
Adimassu & Jerene [18].

Hypothesis H5 posited that the sim-
plicity of the tax system and tax compli-
ance has a positive and statistically signifi-
cant association. The results show that the
simplicity of the tax system was found to
have a positive significant impact on com-
pliance behavior. Hence, H5 is confirmed.
This means that if the tax system is easy to
comprehend for taxpayers, it will encour-
age them to obey the tax law. These results
are consistent with the findings of other
empirical studies such as Stephen [46],
Assfaw & Sebhat [19], and Tilahun [22].
On other hand, Jayawardane & Low [20]
conclude complexity of the tax system up-
surges the possibility of misreporting the
tax burden.

6. Conclusions

This article aimed to examine the major
determinants of business house rental in-
come taxpayers’ compliance with the tax
system in the Afar region. Based on a sur-
vey conducted in the Afar region selected
woredas, an attempt was made to examine
the factors that determine tax compliance.
The ordered logit regression result showed
that tax compliance was positively affected
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by tax knowledge, probability of detec-
tion, perception of government spending,
organizational strength of tax authority,
fairness of tax system, and simplicity of tax
system and negatively influenced by the
tax rate in a regional state of Afar.

The findings of this study revealed
that if taxpayers know the basic concepts
of taxation, the tax system is simple for
taxpayers to understand, which in turn
will enhance compliance.

The taxpayers who perceived govern-
ment spends national revenue wisely on
essential goods and services, their tax bur-
den is fair and equitable to that of others in
their income group, which will encourage
them to obey the tax law. Besides, when
a tax rate is considered as being severe,
unfair, or unequal, it discourages them
from complying with the tax law. when
the tax authorities are capable of provid-
ing quality services, the chances of being
caught for evasion are high, taxpayers will
desire to conform to the law.

Based on our finding it is recommen-
ded that tax authorities and other respon-
sible bodies emphasize tax education and
awareness, including the purpose of tax

collection, how it is computed and what
things it is invested, and the benefits of
tax fees through tax education movement
and mass media, and simplify filing tax
returns and tax forms, and tax calculation.

The tax authority needs to be strong in
the tax assessment and procedures of tax
collection, awareness creation, enforce-
ment of the tax law, and providing other
information, increase the number or fre-
quency of audits, primarily upon new and
immature taxpayers, as this will surely
teach them how to be compliant if autho-
rities check their very first tax file.

The government must establish a du-
bious, accountable, and transparent insti-
tution, and it must tell the public how and
why it invests taxpayer money, their tax
liability should be based on their ability
to pay, and should take into account the
numbers of taxpayers’ families, expendi-
tures, and other factors.

Further, with the help of this finding,
further study should be conducted by in-
corporating all rental income taxpayers
at a national level by including other tax
compliance determinant variables that
were not incorporated in this study.
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ABSTRACT

Taxation policy constitutes a very important position in Government’s focus on
macro-economic management and development of the state. The lack of adequate
financial resources has made economies especially developing ones to focus upon tax
performance more vigorously. Compliance is not everything about enforcement for tax
collections alone; it carries attempts of modern day states to build an obedient and self-
policing society. In this context, tax practitioners play a crucial role in creating the same.
Tax practitioners act as fundamental allies of taxpayers while they also carry a legal
obligation to obey tax laws when professionally advising their clients. The present study
attempts to explore the underlying factors behind tax professionals” ethics based decision
making process. For the purpose of statistical analysis, a structured questionnaire was
employed building upon a four-dimensional framework of tax ethics. The survey
data has been collected from a sample of 316 individual tax practitioners from three
major provinces of North India - Punjab, Haryana & Himachal Pradesh using non-
probability snowball sampling technique during July-Dec. 2021. The statistical results
revealed tax practitioners” ethics is indeed reflected by the postulated framework.
Three of the postulated hypothesis namely stakeholder view, Machiavellian scale &
compliance costs were found as significantly influencing tax ethics thereby signifying
a relationship between practitioners ethics and these dimensions. The survey findings
carry important managerial implications for improving the responsiveness of tax
revenue performance under dynamic economic settings.

KEYWORDS
public finance, tax ethics, fiscal policy, tax compliance, tax morale, income tax, tax
practitioners
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AHHOTAIIVA

HastoroBas moimTvKa 3aHVMaeT OYeHb BaKHOe MecTO B (POKyce BHMMAHIAI IIPaBU-
TeJIbCTBA B MAaKPOSKOHOMIYECKOM YITpaBJIeHNN 1 PasBUTHUM rocydapcTsa. HexpaTka
a7ZleKBaTHBIX (PMHAHCOBLIX PeCypCoB BBIHYXKJAeT CTpaHbl, 0OCOOEHHO pa3BUBAIOIIN-
ecs, yOessaTh OOJIbllle BHMMAHWS HAJIOTOBOMY KOHCYJIbTMpoBaHIMIO. CoOromeHve
HaJIOTOBOT'O 3aKOHOJIATeIbCTBA — 3TO He TOJIBKO IIPaBOIpPUMEHEeHIe B OTHOIIEHUM
cOopa HajI0ros. DTOT IIpoliecc HeceT B ce0e IOMBITKI COBpeMeHHBIX TOCYAapCTB I10-
CTPOWTH IIOCIIYIITHOE VI CAMOKOHTPOJIMIPyeMoe o0IIIecTBO. B 9ToM KOHTeKcTe HajIoro-
Bble KOHCYJIBTAaHThI UTPAIOT PEIIaoIlyio posib B POPMUPOBaHMM JAHHOT'O IIpoIiecca.
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Hastorosble KOHCYJIbTaHTBI BBICTYIIAIOT B KadecTBe (PyHIaMEeHTaIbHBIX COIO3HIKOB
HaJIOTOIUIATEJIBIINKOB, a TaKXKe HeCyT IOpUAMdecKoe 00s3aTeIbCTBO COOIIIONATh
HaJIOrOBOe 3aKOHOJIATeJILCTBO IPU MpodeccroHaIbHOM KOHCYJIBTUPOBAHUM CBO-
VX KJIMeHTOB. B HacTosIeM mcciiefoBaHmM JIeIaeTcsl TIOIIbITKA M3YYUTh OCHOBHBIE
daKTopEl, JIeXallyie B OCHOBe IIpoIiecca IIPWHSTYS PellleHNiT, OCHOBAHHOTO Ha 3THU-
Ke HaJIOTOBBIX KOHCYJITAHTOB. B 11eJI51X CTaTMCTIYeCcKOro aHaIn3a ObUT MCIIOIb30BaH
CTPYKTYPUPOBaHHBIV BOIIPOCHVK, OCHOBAaHHBIVI Ha YeThIPEeXMEPHOV CHCTeMe HaJIo-
ropout 3TuKN. aHHBIe ompoca ObUIN coOpaHBI 13 BEIOOPKM 316 MHAMBIIYaIbHBIX
HaJIOTOBBIX KOHCYJITAHTOB M3 TpexX KpyIHbIx mposuHInit Ceseprot Vuaym - Tlen-
mxab, XapesiHa n Xvimadasr-ITpazer, ¢ 1Ccrob30BaHMeM MeTOIa HEBEPOSTHOCTHOTO
«CHEXHOTO KOMa» B IIepIO]], C MIOJIA 110 1eKaopb 2021 r. CTaTucTidecKye pe3ysIbTaThl
IOoKa3aJIn, YTo 3TMKA HaJIOTOBBIX KOHCYJIbTAHTOB JIeVICTBUTEIbHO OTpaXKeHa B II0CTY-
JIMpyeMovi OcHOBe. bbU10 0OHApYKeHO, YTO TP M3 YeThIpeX TeCTUPYEMBIX IMIIOTe3,
a IMEeHHO MHeHe 3aifHTepeCcOBaHHBIX CTOPOH, IIKayIa MaKuaBesuI v M3Aep KK Ha
cobimofieHMe TpeOoBaHNMI1, 3HAUNTEeIIHHO BIIVSIIOT Ha HAJIOTOBYIO 3THKY, UTO YKa3blBa-
€T Ha CB43b MEXJILy 3TMKOVI KOHCYJIPTaHTOB M 3TVUMM acreKTamu. Pe3ysibTaTsl orrpoca
HeCyT BakKHbIe yITpaBJleHJecKVie IIOC/Ie[CTBYIS VIS ITOBBIIIEHNIST OIIepaTUBHOCTY Ha-
JIOTOBBIX ITOCTYIUIEHUN B IMHAMUYHBIX SKOHOMIYECKMX YCIIOBSX.

KITFOUEBBIE CJTIOBA
rocyapcTBeHHble (PMHAHCHI, HajIoroBasl 3TMKa, vicKajlbHas MOJINTMKA, coOIoze-
HMe HaJIOTOBOTO 3aKOHO/ATesIbCTBa, HaJIoroBasi MOpaJslb, TIOOXOAHBIV HajIor, HaJIo-
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TroBble KOHCYJIbTaHTbI

1. Introduction

Taxation is considered as the princi-
pal mode of revenue generation for go-
vernments around the world. However,
the problem of tax non-compliance and
its evasion is as old as taxes themselves.
Characterizing and explaining the ob-
served patterns of tax non-compliance
and ultimately finding ways to reduce
it are important to every nation around
the world [1]. Although non-compliance
can be attributed to a number of factors,
generally it is attributed to the willful at-
tempts to evade tax payments.

Individual income tax is one such
important component of tax revenue
that involves issues concerning prob-
lems of non-compliance. Tax compliance
involves a complex interaction of deter-
rence tools and non-economic (psycho-
logical) contract between taxpayers and
authorities [2; 3]. Franzoni [4] delineated
the multiplicity of elements leading to
non-compliance and concluded that not
only enforcement, but social and moral at-
titude of people also tend to play a signi-
ficant impact on tax compliance. The level
of compliance has been observed to be in-
fluenced by non-economic factors with the
extent of income tax evasion being mainly
influenced by economic factors [5].
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The concept of self-assessment com-
pliance system, which has been adopted
worldwide, calls for certain responsibi-
lities on part of tax practitioners as well.
When taxpayers are confused over disclo-
sures to be reported - on account of com-
plexities in tax law, sheer ignorance or due
to existence of vague provisions and their
discretionary interpretations - they resort
to seek “professional advice”. Tax practi-
tioners therefore hold a prominent place
in the administration of tax system. There
is no statutory description of what would
constitute such professionals. They may
take the form of tax accountants, certified
tax professionals, tax lawyers or tax return
preparers (TRPs) as well. Hence, the pre-
sent study refers them as “Tax Practitio-
ners” imbibing all such varied possibilities.

Tax practitioners act as fundamental
allies of taxpayers while at the same time
they carry a legal obligation to obey tax
laws when professionally advising their
clients [6-8]. Clients seek their assistance
for removing ambiguity or seeking expert
opinion on their tax management affairs.
They seek varied expectations from tax
practitioners in relation to their compli-
ance problem. Their importance can be
gauged from the fact that certain provi-
sions in the Indian Income Tax Act, 1961
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mandate furnishing of Tax Audit Certi-
ficates / Audit Reports for certain catego-
ries of assesses duly validated by such tax
practitioners for compliance purposes.

Prior studies have noted that per-
sonal beliefs of ethical conduct and so-
cio-economic environment indeed affect
tax professionals” decisions [6; 10]. Alm &
Torgler [11] argue that individuals are in-
fluenced not only by traditional econom-
ic dimensions, but tax ethics also signifi-
cantly contribute in their tax compliance
decisions. Therefore, it is not viable to
understand tax compliance decision pro-
cess completely without incorporating the
“ethical” dimension into the discussion.

The study of tax ethics determinants
among tax practitioners has been touched
upon only by a limited number of studies
empirically [12; 13]. Moreover, majority
of previous attempts like Blanthorne &
Kaplan [14], Bobek & Hatfield [15], Hen-
derson & Kaplan [16], Shaub et al. [17]
have focused upon only individual dif-
ferences in personality traits such as ethi-
cal orientation (as outlined in [13]) and
miss out equivalent important construct
of broader “socioeconomic attitudes such
as belief in the importance of corporate
ethics and social responsibility”.

“The pervasiveness of practitioner rep-
resentation combined with the influence

that practitioners have on reporting po-

sitions has profound implications for
the management of the tax system. This
makes tax practitioners and their prepa-
ration practices of considerable interest to
tax authorities” [9]. Hence, it becomes im-
perative to understand the drivers behind
compliance choices of tax practitioners to
ensure their obligation towards tax law
framework as well as their clients in tota-
lity. The intent for the present study is to
achieve such an informed understanding.
Accordingly, the present study attempts
to contribute by enlightening how the tax
practitioners’ perspective of ethical con-
duct and its determinants influence the
tax compliance framework.

Although a perusal of literature holds
the level of efforts being put in by abun-
dant studies in examining the issue of tax
evasion and compliance in a holistic man-
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ner, what has been found as missing is an
equally important domain of what defines
the relationship between state and its su-
bjects in the tax practitioners” context.

The purpose of the present study is to ad-
dress the aforementioned gap with an at-
tempt aimed at gaining better insights into
the underlying structure of determinants
behind tax compliance attitude frame-
work among tax practitioners in India.

For the said purpose, a four-dimen-
sional theoretical structure has been
designed encompassing external so-
cio-dynamics coupled with practitioners’
internal motivation to compliance. Based
on the research model (Figure 1 below),
the following hypothesis are postulated:

1. Professional commitments influ-
ence tax ethics (H1: There is a significant
relationship between stockholder view
and tax ethics).

2. Societal responsibility influence
tax ethics (H2: There is a significant rela-
tionship between stakeholder view and
tax ethics).

3. Compliance costs influence tax
ethics (H3: There is a significant relation-
ship between non-compliance attitude
and tax ethics).

4. Personality traits influence tax ethics
(H4: There is a significant relationship be-
tween Machiavellian scale and tax ethics).

These hypotheses were elaborated in
the succeeding discussion.

2. Background Literature
& Hypothesis Framework

Empirical research suggests that in-
dividuals exhibit diverse behaviour un-
der comparable situations. However,
what still remains a mystery are the pos-
sible determinants behind such varying
behavioural tendencies. A host of varia-
bles cast an impact over an individual’s
ethical perspective. Such variations are
usually defined across two forms namely
an economic perspective [1;18] to a be-
havioural, psychological or social per-
spective [19; 20].

The inspiration for the study has been
inspired by Shafer et al. [13], Shafer & Sim-
mons [21], Sharma et al. [22]. Marshall et
al. [23] observed the perceived level of tax
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ethics among the tax practitioners in wes-
tern Australia related to the ethical environ-
ment in which they operate. Failure to make
reasonable enquiries in case of inaccurate or
improper documents followed by techni-
cal competence were found to be the high
and frequently occurring ethical problem,
whereas confidentiality in relation to client
dealings followed by technical competence
were observed as the most important ethi-
cal issues. Even et al. [24] held that improv-
ing the level of tax ethics is an important
dynamic influencing the level of shadow
economy and impacting tax compliance.

Sakurai & Braithwaite [25] identified
the dimensions concerning Australian tax-
payer’s perception about their tax practi-
tioners and found that a majority of Aus-
tralian taxpayers were aware of the tax laws
and looked for practitioners for guidance
or expert support. A comparative analysis
of ideal and currently engaged practitio-
ners provided that the taxpayers looked for
the ones that matched their objectives or
needs and high on honesty attribute.

Benk et al. [26] investigated the tax
fairness dimensions in Turkey. Through
a sample survey of 180 tax professionals,
six dimensions concerning tax fairness in
Turkey were identified “namely general
fairness, middle income earners tax share
and tax burden, exchange with the govern-
ment, tax rate structure, special previ-
sions, tax system equality and inequality”.
Hence, both economic and non-economic
factors influence tax compliance with non-
economic factors like a more corrupt go-
vernment or increased irregular payments
besides efficiency of government spending
and political freedom playing a vital role
in determining level of tax compliance [9].
The four-dimensional hypothetical frame-
work has been framed as under.

2.1. Professional Commitments & Tax Ethics

Tomasic & Pentony [27] critically eva-
luated the role played by tax professionals
in Australia in supporting tax compliance
and observed that the principal motiva-
tion behind paying taxes is fear and shame
of publicly labeling as a “bludger” rather
than a sense of community responsibility
or patriotism. Moreover, tax professionals
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reported certain issues like complexity in
tax law, uncertainty associated and fre-
quent changes in tax laws as the principal
concerns facing tax compliance efforts.

Taxpayers seek help of tax advisors
primarily due to uncertainty associated
with the tax laws and associated adminis-
trative complexities rather than seeking
tax burden reduction [28].

Mubhrtala & Ogundeji [29] conducted
a survey of 160 tax professionals to exami-
ne the factors responsible for tax evasion
in Nigeria. The study found tax evasion to
be significantly influenced by complexity
in tax structure, lack of trust in govern-
ment regarding tax proceeds utilization,
expected benefits with evasion and ad-
ministrative issues.

H1: There is a significant relationship be-
tween stockholder view and tax ethics.

2.2, Societal Responsibility & Tax Ethics

Man is a social animal and enjoins
both social rights as well as societal re-
sponsibilities. Such, social responsibilities
of individuals also extend to their tax be-
havior. The crises that the world has re-
peatedly faced, both economic and social
like the covid one recently has made econ-
omies think over the revaluation of the
present principles of societal engagement
based on achieving profits alone. Social-
ly responsible behaviour is being seen as
a means of furthering societal goals. Social
responsibility, both individual as well as
corporate one, tends to enhance transpa-
rency which brings in greater governance
and compliance [23; 30; 31].

Zeng [32] illustrated the inverse rela-
tionship between corporate social respon-
sibility and tax avoidance practices in an
international setting. The study also noted
that weak governance structures in coun-
tries tend to lead to avoidance incidences
and governance act as proxies to the CSR
in evaluating the impact of avoidance-
social responsibility relationship.

David & Gallego [33] noted the in-
terrelationship among corporate income
tax and social responsibility framework
within the European Union (EU). By eval-
uating the impact of economic and social
decisions taken by corporate in relation
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to corporate income tax, study found that
adoption of the social responsibility im-
proves accountability and positively con-
trive tax regime among EU countries.

H2: There is a significant relationship be-
tween stakeholder view and tax ethics.

2.3. Compliance Costs & Tax Ethics

People turn underground not to avoid
the official tax burden, but to reduce the
regulatory burden in terms of bureaucratic
controls and corruption [34]. Tax evasion
is considered more acceptable in cases
where government is found to be corrupt
as also when tax system is perceived to be
unfair in treatment among people [8].

Whereas et al. [35] have noted that tax
ethics across countries is indeed shaped by
“socio demographic characteristics, per-
sonal financial experiences and political
attitudes”. The fiscal management of the
exchequer being one of the most important
determinants across all sampled countries.
Indeed, the role of financial condition was
found to be moderating the relationship
between perception of public governance
quality and tax compliance behavior [36].

Studies have also found study found
a significant role of individual’s financial
satisfaction and trust in others in stimula-
ting compliance behavior [37; 38].

H3: There is a significant relationship be-
tween non-compliance attitude and tax ethics.

2.4. Personality Traits & Tax Ethics

Leonardo & Martinez-Vazquez [39]
analysed the factors shaping tax compli-
ance attitude of people and noted that
government organizations having interac-
tions with individuals (in terms of public
service delivery) significantly impact the
level of tax ethics.

Even, studies like Alm & Torgler [40];
Bobek et al. [41]; Damayanti et al. [42];
Torgler [43] have noted that high level of
social norms act as the principal reason for
high tax compliance.

Green [44] analyzed the framework of a
tax system in terms of ethical values like fair-
ness and justice and concluded that while
certain traditional solutions to tax issues
may be relevant and effective in the short
run, gaining fruitful insights into human
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motivation (to pay taxes) and their social
behavior will certainly contribute further
to the long run. This dimension has been
employed by Shafer et al. [13] using the con-
notation ‘ethical judgment’ interpreting it as
a composite measure that incorporates both
elements of relativism and moral equity.
H4: There is a significant relationship be-
tween Machiavellian scale and tax ethics.

3. Methodology

For the purpose of statistical analysis,
a structured questionnaire was employed
to elicit tax practitioners’ responsiveness
towards tax ethics. The proposed structure
builds upon a four-dimensional frame-
work casting an impact on tax ethics based
on Shafer et al. [13] & Sharma et al. [22; 46].
As a preliminary check, the three-step in-
strument development process comprising
of “item generation, pre-testing cum item
refinement, and scale validation phases”
was performed to validate the conceptual
framework [45; 46] (Figure 1).

A total of 44 variables encompass-
ing stakeholder view, stockholder view,
non-compliance attitude and Machiavel-
lian scale dimensions were factor ana-
lysed to identify the underlying determi-
nants for tax ethics. The stakeholder view,
stockholder view and Machiavellian scale
dimensions were derived from Shafer
& Simmons [21], who have derived the
same based upon Singhapakdi et al. [47]
PRESOR'’s Scale designed to “measure the
perceived role of ethics and social respon-
sibility” among organizational contexts,
while the non-compliance attitude di-
mension was formulated from empirical
literature review [22].

The research instrument was tested
for content validity based upon a thorough
discussion of the conceptual framework
with 3 academicians and 5 tax practitio-
ners working in the tax compliance do-
main. Based on the aforesaid discussions,
a total of eight statements depicting vague
posturing and not defining the domain ex-
plicitly were removed from the scale. The
final survey instrument with 36 items was
measured using a five-point Likert scale.
The sample survey was conducted during
the period: July-December 2021 (Table 1).
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Convictions

Morality

Financial Concerns

Social Contract

Societal Responsibility
(Stakeholder View)

Personality Traits
(Macchilivian Scale)

Professional Commitments
(Stockholder View)

Compliance Costs
(Non-Compliant Attitude)

H4

Figure 1. Research Model
Source: Theoretical framework based on previous literature

Table 1
Respondents Profiling
Per cent Count | Frequency
Gender
Male 86.70 274
Female 13.30 42
Age
20-30 yrs 44.94 142
30-40 yrs. 38.92 123
40-50 yrs. 16.14 51
Income
<X 25Ilakh 04.11 13
X25-%51lakh 30.70 97
X5-%101akh 46.84 148
>3 10 lakh 18.35 58

Source: Survey data

The survey data has been collected
out of a sample of 400 individual tax prac-
titioners as survey respondents. Non-
probability snowball sampling technique
has been used to select the respondents
since no official list of such tax practitio-
ners registered across the sampled region
was available in the public domain. To be-
gin with, directories of chartered accoun-
tants and income tax practitioners that are
published region wise were accessed.

From the said list, a proportionate
number of tax professionals for each city
(based on the data collected about indi-
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vidual income-tax assesses filing tax re-
turns in north-west region of India) was
approached. The tax practitioners were
asked to refer their peers who would be
willing to participate in the study. The
316 participating sampled respondents in-
cluded tax practitioners with a minimum
working experience of three years. The
respondents were selected from three ma-
jor provinces of Northern India - Punjab,
Haryana, Himachal Pradesh & Union Ter-
ritory of Chandigarh (Table 2).

4. Analytic Results: Exploratory Factor
Analysis & Confirmatory Analysis

Exploratory factor analysis has
been applied to validate the underlying
four-factoral structure followed by con-
firmatory factor analysis. One important
consideration in using factor analytic tech-
nique calls for validating the reliability and
content validity of the scale. Various pa-
rameters to confirm the same (outlined in
Table 3) have been examined that ensured
the appropriateness of the methodolo-
gy. Through the application of Principal
Component Analysis, exploratory factor
solution with four extracted factors (based
on eigen values greater than 1) alongside
cumulative variance explained accounting
for percent of the total variation of the in-
dex has been extracted (Table 2). Further-
more, psychometric properties of the scale
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stands testified thereby establishing the
reliability and validity of the model struc-
ture. Furthermore, CFA has been applied
through AMOS 20.0 allowing us to vali-
date the postulated structure.

All the important measures of model
fitness namely goodness of fit (CFI, GFI,
IFI etc.) and badness of fit indices (RMSEA,
RMR) were found to be within the tole-
rable/prescribed limits (Table 3). Scale va-
lidity has been established using the three
prominent measures- content validity, con-
vergent validity and discriminant validity.
Content validity stands established during
the process of item generation stage itself

by ensuring the relevance of items through
a consultative exercise with domain experts.

Setting the factor extraction criteria (ei-
gen value > 1) and factor loading (> 0.5) in
both EFA and CFA ensures convergence
among correlated items. The discriminant
validity has been established through ex-
amination of square root of AVE being
greater than the phi coefficient among scale
constructs. Finally, the CFA model was
tested for hypothesis validation and the
model statistics (Table 3) found stakehol-
der view, Machiavellianism construct
along with compliance costs to be signifi-
cantly effecting the conceptual framework.

Table 2
Factor Structure
Factor (s) Factor
(% variance explained / Constituent Variables Loadings
Eigen value) EFA | CFA
Stakeholder view Paying more tax would not change the amount 0.815 0.963
(13.30%/6.48) of benefits that I receive from the government
Good ethics is often good business 0.794 0.944
The ethics and social responsibility of an individualis ~ 0.723  0.543
essential to its long-term profitability
Social responsibility and profitability can be compatible 0.708 0.527
The overall effectiveness of a business can be determined 0.708  0.559
to a great extent by the degree to which it is ethical and
socially responsible
Being ethical and socially responsible is the most 0.660 0.633
important thing an individual can do
Business has a social responsibility beyond making 0.658 0.584
a profit
Business ethics and social responsibility are critical 0.550 0.411
to the survival of a business enterprise
Compliance costs One Should pay tax honestly even if it does not benefitus  0.953  0.909
(F1nar()1c1al CONCerns)  yyjlingness to pay tax depends largely on how 0.933 0.984
(26.017%/4.66) government spends the collected revenue
If in doubt whether to report a particular income or not, 0.931 0.762
people prefer not to report it
One cannot carry his/her occupation successfully by 0.906 0.962
paying tax honestly
People cheat on taxes when they are not satisfied with ~ 0.887  0.718
their financial condition
Compliance costs When people trust their government, willingness to pay  0.828  0.969
(Social contract) increases
(48.44%/3.93) People are less likely to cheat if they find others 0.823  0.927
behaving honestly
Tax cheating is acceptable if chances of strict punishment 0.807 0.917
are rare
The opportunities to evade tax are freely available 0.803 0.745
If the tax system is unfair, cheating is justified 0.715 0.564
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Table 2 (End)

Factor (s)
(% variance explained /
Eigen value)

Constituent Variables

Factor
Loadings

EFA | CFA

Machiavellianism It is hard to get ahead without cutting corners here and 0.875 0.885
Scale (Convictions) there
(37.87%/4.26) The biggest difference between most criminals and 0.847 0.845
other people is that the criminals are stupid enough
to get caught
Never tell anyone the real reason you did something 0.801 0.767
unless it is useful to do so
All in all, it is better to be humble and honest than to be 0.790 0.717
important and dishonest
The best way to handle people is to tell them what they 0.780 0.698
want to hear
Generally speaking, people won’t work hard unless 0.745 0.667
they’re forced to do so
Machiavellianism Anyone who completely trusts anyone else is asking 0.805 0.726
Scale (Morality) for trouble
(58.80%/1.72) One should take action only when sure it is morally right 0.797  0.730
Most people who get ahead in the world lead moral lives 0.796 0.785
It is safest to assume that all people have a vicious streak, 0.711 0.707
and it will come out when they are given a chance
Honesty is the best policy in all cases 0.645 0.606
There is no excuse for lying to someone else 0.606 0.614
Stockholder view If survival of business is at stake, then one must forget  0.793  0.760
(65.97%/1.35) about ethics and social responsibility
If the stockholders are unhappy, nothing else matters ~ 0.740  0.680
The most important concern for a firm is making profit, 0.704 0.637
even if it means bending or breaking the rules
Efficiency is much more important to a firm than 0.684 0.697

whether or not the firm is seen as ethical or socially
responsible

Total variance explained = 65.97%; KMO = .838; Bartlett’s Test of Sphericity = 7647.48 (.000)*; No of
items = 36; Alpha = 0.7 ; Source: Compiled from SPSS 21.0

Confirmatory Factor Structure

Table 3

Construct | CR | AVE | CMIN/DF | IFI | CFl | RMSEA
Stakeholder View 0.788 0.493 | 1784.70/512 0.85 0.85 0.08
Stockholder view 0.859 0.542 (348)

Machiavellian Convictions 0.895 0.589

Scale Morality 0.849 0487

Compliance  Financial concerns 0.941 0.763

costs Social contract 0919  0.702

Hypothesis Testing ‘ B | p-value|(Dependent Variable: Tax ethics)

HI:B =0 023 <0.001 |H1: Stakeholder View does not impact tax ethics
H2: Stockholder View does not impact tax ethics

H2:8,=0 0.08  <0.05 | H3: Machiavellian scale does not impact tax ethics

H3:£,=0 0.21 <0.001 |H4: Compliance costs does not impact tax ethics

H4:8,=0 011 <0.001
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5. Discussion & Implications
for Practice

Tax practitioners have for long been
considered as a principal stakeholder in
the domain of taxation. The growing com-
plexities in the tax system coupled with
the statutory requirement to maintaining
voluminous records have increased their
role in the tax system exponentially. Fur-
thermore, the encouragement of voluntary
compliance system worldwide also calls
for a crucial role to be played by the tax
practitioners in enforcing tax compliance.

Hence, the role of tax professionals in
ensuring compliance with the tax system
has increased manifold. Taxpayers ap-
proach tax practitioners due to numerous
reasons being tax complexity inherent in
the tax law and also to seek “expert opi-
nion” for ensuring correct tax returns or
circumventing payments of taxes at all.
So, the present study has made an attempt
to identify the underlying domain behind
tax ethics of such professionals.

The statistical results revealed that tax
practitioners’ ethics is indeed reflected by
the postulated framework. The applica-
tion of factor analysis revealed the under-
lying domain to be a function of four-di-
mensional structure - stakeholder view,
Stockholder view, Machiavellianism con-
struct (morality and convictions) along
with compliance costs (financial concerns
and social contract). The issue concerning
these dimensions finds its prominence in
the literature as well [28; 48-50].

Based on the CFA results, three of the
hypothesis - H1 (stakeholder view does
not impact tax ethics), H3 (Machiavellian
scale does not impact tax ethics) and H4
(compliance costs does not impact tax
ethics) have been found to be statistically
insignificant, i.e. both the null hypothesis
have been accepted at 1% level of signifi-
cance. Accordingly, there exists a relation-
ship between the tax practitioner’s ethics
and these dimensions of the postulated
structure.

The scale so developed intends to
make exclusive contribution to the body of
literature in at least two different means.
First, the tax ethics dimension which has
been treated as the black box of late has
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been explored as a multi-dimensional
phenomenon. Secondly, we have attemp-
ted to include the elements of socio-mac-
ro-economic concerns having a bearing on
tax compliance attitude of individuals as
outlined by Shafer et al. [13], Sharma et
al. [46], Wurth [51]. Past research efforts
have tended to identify the causal drivers
of shadow economy or why people parti-
cipate in underground economy.
However, the impact of such drivers
on tax professionals’ compliance attitude
has not been effectively incorporated. So,
while there has been an over emphasis
on economic determinants other aspects
especially the non-economic dimensions
like tax ethics and dynamics of shadow
economy participation/intention had
been under-represented. The present
study thus makes an attempt to delve into
the unexplored domain. To sum up, the
scale intends to contribute to in depths
of tax compliance theory and probably
the relationship between the state and the
subjects via intermediaries like tax profes-
sionals in the contemporary settings.

6. Conclusion

Soliciting enhanced tax compliance has
always been an inspiring domain for the
exchequer. The developing world especial-
ly, still expects the state to play a major role
in the economic development and social
welfare. For discharging such responsibi-
lities, state needs sufficient revenue resour-
ces being channelized through tax collec-
tions. Long before, United Nations Expert
Group on Tax Reform Planning observed
that “Tax evasion is not only a function of
tax rates alone, but also a matter of attitude
among taxpayer’'s community”.

The present study marked an attempt
to study the dynamics from an interme-
diary’s perspective. The role of such in-
termediaries namely tax practitioners in
stimulating tax compliance has been em-
pirically validated.

Hence, such an understanding pro-
vides vital help in future tax policy ini-
tiatives to induce tax compliance effec-
tively. The relevance of tax ethics which
came up with the Cologne School of Tax
psychology in the 1960s is said to provide



Journal of Tax Reform. 2022;8(3):285-297

ISSN 2412-8872

valuable information relating to possible
tax compliance and evasion perception.
The present study presents us with some
interesting avenues on the front of soli-
citing enhanced tax compliance. If societal
values and customs do not treat evasion
of tax as a “forbidden sin”, tax compli-
ance more or less becomes a function of
administrative efficiency and deterrence.
Multi-disciplinary research examining is-
sues involving dynamics of unaccounted
incomes or what is called “black money”
in common parlance along with identifi-
cation of determinants of tax ethics of the
stakeholders can also provide further in-
sights into the underlying reasons for low
level of compliance.

The present study has been conduc-
ted in relation to tax professionals which
is considered as highly sophisticated and
somewhat tech savvy segment. The na-
ture of present study being the primary
one can be another constraint as the per-
ception of the respondents towards the
tax system platform and may change in
terms of longitudinal studies. Since the re-
sults pertain to sampled respondents con-
ducted in a dedicated sample region only,
results cannot be generalized for all the
spheres. Future studies shall be conduc-
ted to validate the revised model in varied
contexts which can further strengthen the
relationship dynamics among the under-
lying constructs.
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ABSTRACT

Taxes are the largest contributor to the state revenue in Indonesia, therefore tax
compliance is required to meet the revenue target. This research aims to examine
and analyze relates to the effect of the correlation between planned behavior of
taxpayers and mediating intention to pay taxes on tax compliance in an effort to
encourage the growth of state revenues. These research hypotheses are: 1) Taxpayers’
planned behavior has an effect to the tax compliance; 2) Taxpayers’ planned behavior
has an effect to the intention to pay taxes; 3) Intention to pay taxes has an impact
towards tax compliance and 4) Intention to pay taxes could mediate the influence
of taxpayers’ planned behavior against the tax compliance. These research models
are mixed method with quantitative approach which strengthened by concurrent
triangulation design. This research used SEM-Lisrel as a data analysis method with
total sample of 310 respondents who are individual taxpayers in Bekasi, Indonesia
that have been reported to the 2021 Annual Tax Return. This research found that:
1) Taxpayers’ planned behavior can improve tax compliance; 2) Taxpayers’ planned
behavior will boost the intention to pay taxes; 3) Intention to pay taxes can improve
tax compliance; and 4) The intention of taxpayers could be able to mediate taxpayers’
planned behavior towards tax compliance. The implication of this research is that
special regulations are needed which ruled the connection between the tax authorities
and taxpayers as a harmonious professional bondage because both of them have an
unequal interest and it is necessary to examine these taxpayers, both of corporate
taxpayers and individual taxpayers in supporting the implementation of self-
assessment system in Indonesia.

KEYWORDS
tax compliance model, taxpayer behavior, intention to pay taxes, tax compliance,
state revenue, tax protection, taxation in Indonesia
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HaMepeHVeM IUIATUTh HaJIOTM Ha COOJIIOeHVIe HaJIOTOBOIO 3aKOHOIATEIILCTBA B Iie-
JISIX TIOOIIPEHNS POCTa TOCYyAaPCTBEHHBIX TOXO0I0B. BeimBrHyTH rumoTesst: (1) [Tia-
HUpyeMoe TIOBejleHVe HaJIoTroIIaTe/IbIIMKOB BIIMgeT Ha COOJIIofIeHre HajIorOBOIo
3aKOHOHATeNbCTBa; (2) ITTaHMpyeMoe HoOBemeHe HaJIOrOIUIATE IbINVKOB BIIVSIeT Ha
HaMepeHwMe wiatnTh Hastory; (3) Hamepenne tuiaTnTh Hasiorn BimsieT Ha cOOIIoze-
HVIe HaJIOTOBOTO 3aKOHOJIATeJIbCTBA; (4) HamepeHe rtaTnTh HajIor MOXeT OIocpe-
II0BaTh BIIVISTHIE IUIAHWPYEMOTO IIOBeIeH s HaJIOrOIUIATeIIbIIVKOB Ha COOJIIoIe e
HaJIOrOBOI0 3aKOHOATEILCTBA. B miccireioBaHMM 1CIOIE30BaICs CMEIIIaHHBIVE MEeTO/T,
C KOJTMYeCTBeHHBIM ITOJIXOI0M, KOTOPBIV YCWIIMBAJICS MapaUleJIbHbIM TPUAHTYJISIIN-
OHHBIM Jm3artHoM. Ml ncrionb3oBasii SEM-Lisrel B kauecTBe MeToj1a aHasIM3a J1aH-
HBIX ¢ obmient BeIOOpKoV 13 310 pecIoHIEeHTOB, SBJISIONIVXCS VHANBUAY aIbHBIMI
HaJIororviaresibiyKamm B bexacn (VIHoHe3Ms) 1 3aperncTpupoOBaBIIX CBOU TO-
IIOBbIe HaJIOTOBBIe HeKiIaparm 3a 2021 rox. VccremoBaHue IOKa3aIo CIIeyIoIee.
Bo-TiepBEIX, IUTaHMpPYeMOe TI0BelleHIe HaJIOrOIUIaTe IbIIVIKOB MOXKeT YJTyUIIUTh CO-
Gr10/1€HIIe HAaJIOTOBOTO 3aKOHO/IATENIbCTBA. BO-BTOPEIX, IIaHMpYyeMoe IIoBefleHIe Ha-
JIOTOIUIATEJIBIIVIKOB OyIIeT CTMMY/IpOBaTh HaMepeHVe IUIAaTUTh HaIOI. B-TpeTbux,
HaMepeHMe IUIaTUTh HaJIoT'M yJIydlllaeT COOIIIofIeHIe HaJIoTOBOI'0 3aKOHOIATeIbCTBA.
B-deTBepTHIX, HAMEpEHNE TUIATUTD HaJIOIV OIIOCPEIOBAHO BIIVSET Ha II0Be/IeHVe Ha-
JIOTOIUIATEJIBIIMKOB B COOJIIOIEHMI HaJIOrOBOro 3akoHopaTebcra. CroesiaH BbIBOJI,
0 HeoOXOIVMOCTYM BEIPaOOTKM CIIeIMaIbHBIX ITPaBIUl, TapMOHM3UPYIOMINX IIpodec-
CHOHa/IbHBIe O00s3aHHOCTM IIPY B3aMMOJIEVICTBUM MeX/y HaJIOrOBBIMM OpraHaMu
VI HaJIOTOIUIaTeIbIIMKAMIL, IIOCKOJIBKY JaHHBIE CYOBEKTHI MMEIOT pa3Hble MHTEPECHL
Kpowme Toro, HeoOX0IMMO CTVMYIMPOBAaTh KOPIIOPATUBHBIX 1 MHAVBVIY &JIbHBIX Ha-
JIOTOIIATEIIBIIVIKOB K BHEJIPEHVIO CVICTEMBI CAMOOLIEHKM B VIHIIOHE3MM.

KJTFOUEBBIE CJIOBA
MoOJIe/Ib HaJIOTOBOTO KOMIUIavieHca, IIoBefleHMe HaJIoroIvlaTelIblKa, HaMepeHue
IUIATUTh HaJIOTV, COOJIIOJIeHNe HaJIorOBOTO 3aKOHOJIATeJIbCTBA, IOCy/lapCTBeHHbIe
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JI0XO[bI, HAJIOTOBas 3allliTa, HaJIorooosioxeHue B VIHIoHe3Un

1. Introduction

Taxes are the lifeblood of a country
without taxes the survival of the state will
not be able to run well, not to mentioned
for Indonesia, taxes seemingly as a spear-
head in the implementation of govern-
ment policy, just because it is the largest
source of state revenue [1]. Payment of
taxes is a manifestation of state obliga-
tions and participation from taxpayers to
directly and jointly conduct tax obliga-
tions for state financing, including in the
implementation of national development.

State Revenue and Spend Budget are
set with target of tax revenues who’s the
numbers are continuing to increase, but
tax rates tend to decrease and getting ef-
fortless, this intended to maintain the in-
terests of taxpayers in adjusting economic
developments both nationally and inter-
nationally. The government in this case are
the Directorate General of Taxes always
strives to meet the tax revenue targets that
have been set every year. The amount of
tax revenue is actually growing well, but
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its realization has not yet been able to
meet the targets which set by the govern-
ment, even in the last ten years these tax
revenue target could not be achieved [2].
Tax revenues that are not optimal can be
caused by the level of taxpayer compli-
ance and other problems that occur at the
Directorate General of Taxes itself such as
structural problems, transparency prob-
lems and behavioral problems in taxation
and this tax compliance are closely related
to taxpayer behaviour [3].

In order to increase the tax revenue,
Indonesia seeks to carry out various po-
licies such as structural reforms related
to the availability of more adequate fis-
cal space in an effort to fulfill financing in
priority areas such as education, health,
poverty alleviation and infrastructure so
as to ensure strong and inclusive econo-
mic are growth sustainably. State reve-
nues need to be increased particularly tax
revenues by increasing various efforts in
the tax network, including by increasing
the effectiveness of tax collection.
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Indonesia is a developing country in
the growth stage, but the pace of reform,
especially the economy, has been slowed
in recent years, even though the govern-
ment has taken protectionist measures
such as efforts to prevent tax evasion [4].
Then, taxpayers who carry out their ob-
ligations to pay taxes to assist the imple-
mentation of government so that in their
acceptance and management, adequate
transparency and accountability are nee-
ded. The government reports revenue and
tax management are carried out at the
time of accountability of the State Budget
and Revenue once a year before the House
of Representatives [2].

Indonesia as a member of the G-20,
which is a group of 20 major economies,
19 countries with the largest economies
in the world, plus the European Union.
Officially the G-20 is called The Group
of Twenty (G-20) Finance Ministers and
Central Bank Governors or the Group of
Twenty Ministers of Finance and Central
Bank Governors, with one of the agendas
being efforts to implement information
disclosure in the Automatic Exchange of
Information (AEol) in order to optimize
tax revenue of the state [5]. Taxpayers
who pay their taxes correctly are so called
an obedient taxpayer. The number of tax-
payers who make the right payments still
not as expected when compared to the
potential taxpayers, while the OECD has
recommended that the minimum level of
compliance should be at the 95% level.
For developed countries, the level of com-
pliance of individual taxpayers is higher
than that of corporate taxpayers.

Indonesia’s own tax compliance is
still relatively low, this can be shown in
the realization of tax revenues in the State
Budget of the Republic of Indonesia which
still cannot be fulfilled in the last ten
years [2]. In fact, Indonesia’s largest state
revenue is obtained from the tax sector.
The Low of tax revenue resulting in a low
tax ratio in Indonesia which is one of the
indicators in assessing the performance of
tax revenues [4]. The data obtained by the
authors marked that Indonesia’s tax ratio
in 2015 was 11.6%, in 2016 it was 12%, in
2017 itwas 11.5%, in 2018 it was 11.5% and
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in 2019 it was 11.6% which the figures are:
This figure is still below the standards of
ASEAN countries of around 15-19% and
the Organization on Economic Coopera-
tion and Development (OECD) of 34.2%
and below the LAC (Latin America and
the Caribbean) average of 22.8 % and Af-
rica 18.2% [4]. The ideal figure of Indone-
sia’s tax ratio when referring to interna-
tional standards is 15%, this indicates that
the level of tax compliance in Indonesia
is low [4].

Indonesia’s low tax ratio indicates
that tax revenue is still less than optimal,
this could be the impact from the low
level of tax compliance. Taxpayer com-
pliance will be manifested in a tax return
(SPT) both periodic and annual which is
the embodiment of the self-assessment
system [6]. In a smaller scope at the West
Bekasi Madya Service Office level, there
were 392,956 registered taxpayers with
106,662 SPT mandatory in the mid-2021,
but compliant taxpayers which done re-
ported only 32,922 SPTs. At the end of
2021, the level of taxpayer compliance
shows the type of manual reporting as
many as 19 taxpayers and eSPT as many
as 69,212 taxpayers [7]. This figure shows
a relatively low level of tax compliance
compared to other countries, especially
those from developed countries, even it
was referring as the lowest in Asia Pacific
as recommended by the OECD [4].

According to these phenomena, the
authors consider that research on tax com-
pliance is still very much needed in order
to provide suggestions for the Directo-
rate General of Taxes of the Republic of
Indonesia, due to the taxpayers planned
behavior plays an important role in deter-
mining tax compliance.

This research aims to analyze further
relates to the impact caused between tax-
payers planned behavior which mediating
intention to pay taxes on tax compliance
in an effort to support the stability of state
revenues.

This should be done because the
author’s provisional assumption sta-
ted that the taxpayers planned behavior
have impact towards tax compliance in
Indonesia; Taxpayers planned behavior
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could also affect on the intention to pay
taxes in Indonesia, and the intention to
pay taxes will affects the tax compliance
in Indonesia; as well as the intention to
pay taxes could mediate the influence of
taxpayers planned behavior towards tax
compliance.

2. Literature Review

2.1. Tax Compliance

According to Gunadi [8], there are
several factors that can affect tax compli-
ance, namely compliance costs, tax regula-
tion & law enforcement. Compliance costs
are the costs other than payable taxes paid
or incurred by taxpayers in the context
of fulfilling their tax obligations which
include direct money costs, time costs &
psychological costs [8]. Tax regulation is
a tax law that creates a condition that there
is no doubt in the implementation of tax
provisions for tax officials and taxpayers
through clearly structured wording. Law
enforcement is the implementation of
regulations that are carried out adequate-
ly by prioritizing the principle of justice,
such as equal treatment for the same con-
ditions (equal for the equals) and different
treatment (unequal for the unequals) and
implemented consistently will support the
achievement of optimal tax compliance
conditions.

Furthermore, Asih et al. [9] suggests
that taxpayer compliance can also be
taxed seen from several methods such as
registering and reporting, the level of ac-
curacy of reports and payments. Through
this compliance those tax revenue target
can be met. The tax revenue target set by
the government itself considers various
micro and macro aspects, so that the key
to success in achieving the state revenue
target is through a self-assessment system
that gives taxpayers the authority to calcu-
late, deposit and report their tax payable
independently.

In Indonesia, the Directorate General
of Taxes has formulated and implemented
strategic policies by improving a set of tax
regulations and tax administration poli-
cies in an effort to maintain the tax reve-
nues. These efforts are include expanding
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the tax base by increasing the number of
registered taxpayers to have a NPWP [10].
Another effort made by the government is
to provide various facilities that can be use
by taxpayers and provide convenience for
those taxpayers with certain criteria that
have been issued [11].

With these efforts, it is expected to
create professional public services [12],
manage tax money fairly and transpa-
rently [13], create tax regulations that are
easily understood by taxpayers and in-
crease the law enforcement actions for
non-compliant taxpayers [14], so that the
success of tax revenue in a country can be
fulfilled and accomplished of good corpo-
rate governance [15].

2.2. Intention to Pay Tax

Intention is a function of important
beliefs and/or information about the ten-
dency that performing a particular beha-
vior that will lead to a specific outcome.
A person’s intention to display a behavior
is a combination of the attitude to display
the behavior and subjective norms and
perceived behaviour [16].

According to Bobek & Hatfield [17]
in their research about tax compliance,
subjective attitudes and norms have an
influence in increasing the tax compli-
ance. Meanwhile, according to Marandu
et al. [18], intention to pay taxes can be in-
creased through attittude which consists
of behavioral belief and importance of
belief, subjective norm which consists of
normative belief and motivation to com-
play, perceived behavioral control which
consists of control belief and perceived
power.

Batrancea et al. in her research [19]
through an aggregate analysis revealed
that showing ethics, normative and sub-
jective as a whole have a positive and sig-
nificant affect on the intention to pay taxes.
Then, according to Smart [20] found that
non-economic variables have a positive
and significant affect on tax compliance
behavior, while intention as an interve-
ning variable can be influenced by social
differences, tax authorities, tax systems,
attitudes, subjective norms, perceptions of
control and legal sanctions method.
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All of them have a positive and sig-
nificant affect on tax compliance. Further-
more, it was also emphasized that the tax-
payer’s intention to pay taxes is the key to
the taxpayer compliance. The Intention to
pay taxes means that taxpayers are ready
to pay taxes in order to fulfill their taxes
obligations [21]. Taxpayers who tend to
pay taxes can be concluded that they will
comply with tax regulations which will
have an impact to the increasing of state
revenues.

2.3. Taxpayer Planned Behavior

The planned behavior of taxpayers
in this research could be defined as an
individual forming a clear intention to
manifest tax compliance behavior. The
taxpayer’s planned behavior is empha-
sized in three behavioral components: at-
titudes, subjective norms, and perceived
behavioral control.

According to Ajzen [16], taxpayers
have attitudes that can be influence and
determine a person’s intention to engage
in certain behaviors, so that it will be ben-
eficial for them and tend to be involved in
these kind of activities. Attitudes include
moral values and feelings such as com-
munity obligations as taxpayers in addi-
tion to the rights that can be obtained [22].
Subjective norms refer to the views of cer-
tain people that are relevant to the indi-
vidual who performs the behavior or can
used as guidelines about the behavior.
While Kirchler et al. [23] in his neoclassi-
cal view reveals that tax behavior can be
a good in controlling the paying taxes.

In the other hand, current compliance
enforcement tools still rely on economic
prevention models such as inspections
and sanctions that require high costs
due to limited human resources that tax
authorities have to deal with non-com-
pliance [24], so the attitudes, subjective
norms and control behavior are needed.

According to Batrancea et al. [19]
subjective attitudes and norms have
a positive impact on taxpayer compliance
intentions and behavior. Furthermore,
Torgler & Schneider [25] found the influ-
ence of people around (subjective norms)
and perceived behavioral control had
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a positive impact to the tax compliance
intentions.

Other factors such as social norms
could become a predictors which have
significant affect to the tax compliance be-
haviour [22]. On the other hand, [26] also
found seven determinants factors from the
tax compliance intentions, such as tax jus-
tice, tax morale, trust in government, tax
complexity, perceived power of author-
ities, tax information and tax awareness.
Thus, the taxpayers planned behavior
could be built by personal encouragement
supported from external factors which
make them believe in the distribution of
tax funds which on target.

2.4. Conceptual Framework
and Hypothesis

According to the research back-
ground and research theory above, the
authors want to explore more about the
role of intention to pay taxes in media-
ting the influence of taxpayers’ planned
behavior towards tax compliance in an
effort to support the Pacification of state
revenues which in line with the imple-
mentation of self-assessment system in
Indonesia (Figure 1).

Based on the conceptual framework
depicted in Figure 1, the proposed hy-
pothesis could be drawn as follows:

H1: Taxpayers planned behavior have
an impact towards tax compliance.

H2: Taxpayers planned behavior have
an impact towards the intention to pay
taxes.

H3: The intention to pay taxes have an
impact towards tax compliance.

H4: Intention to pay taxes are medi-
ates the taxpayers planned behavior to
have an impact towards tax compliance.

3. Reseach Methods

This research is a combination between
quantitative and qualitative research (mix
method) with a reflective approach to an-
swer complex problems. The strategic ap-
proach used in carrying out these mixed
method in this research is concurrent tri-
angulation design by collecting both quali-
tative and quantitative data altogether and
then doing a comparison between these
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two so as to reveal the correlation between
these two [27]. In the reflective model, the
internal consistency needs to be checked
which assumes that each indicator is ho-
mogeneous and unidimensional.

This research applies a scale that
is used as a reference to determine the
amount of interval in measuring instru-
ment, so that once it uses as measurement
it will produce the quantitative data [28].
The measurement in this research itself is
uses a Likert scale in order to be assessing
the level of taxpayer compliance through
exogenous variables of taxpayers planned
behavior with mediating variable of inten-
tion to pay taxes and endogenous varia-
bles of tax compliance. The Determination
of Likert scale by using a score and to state
the level of agreement by putting scale
number from 1 to 5 which distributed in
the form of a questionnaire (Table 1).

Taxpayer Planned
Behavior (TP)

Intention to Pay
Tax (IT)

This research used a unit of analysis
for individual taxpayers who have been
submitted to their annual SPT in the Beka-
si Region, Indonesia with a total sample
of 310 respondents that obtained by pur-
posive random sampling technique [28].
To strengthen these analysis results, debt
interviews were conducted with several
competent officers within the Indonesian
Tax Office [27].

Then, this research data analysis
method used statistical data analysis with
multivariate through SEM-Lisrel to exam-
ine the research hypotheses [29]. The ana-
lysis technique and drawing conclusions
with the concurrent triangulation design
method can be done by the data trans-
formation which is done by transforming
the data into the theme under this study,
namely the intention to pay taxes which
mediated by Tax Compliance.

Tax Compliance
(TO)

Figure 1. Conceptual Framework

Table 1

List of debt interview questions which addressed to the tax office staff
in the Republic of Indonesia

No. Question List

1. What is your opinion about the Tax Compliance in Indonesia?

2. How about the level of tax compliance in Indonesia compared to other countries,
especially if it is compared to the developed countries?

3. What is your view regarding the behavior of taxpayers in Indonesia from time to time?

4. If the taxpayer get fine for the violation of tax itself, will these punishment have a good
impact by creating an obedient taxpayers or vice versa?

5. Isitnecessary to give certain notes to the taxpayers who have been fulfill their tax

obligations in a certain period?

6. The succeed in improving tax compliance, is it will be better if the taxpayers are given a
sanction for their violation or tax obligation based on self-awareness by the taxpayer?

7. Does the behavior of taxpayer have anything to do with the intention of the taxpayer?

Does the level of taxpayer compliance need to be clustered or grouped? In an effort of tax

compliance?

9. Along with the changes in development, especially in technology, is there any impact to

the tax compliance in Indonesia?




Journal of Tax Reform. 2022;8(3):298-311

ISSN 2412-8872

The research phase begins with
pre-research to find symptoms/phe-
nomena which occur in the field; after
the pre-research done, then the author
distributes the questionnaires to each re-
spondents who have been assigned and
those questionnaires are converted into
a numbers of (scales) through data tabu-
lation; after these data tabulation is com-
pleted then it was analyzed by the Lisrel
which reflects on the research results; For
the next step, the author was decided to
conduct a debt interview with the officers
of the Directorate General of Taxes and
those results would be compared to the
research results which had been done be-
fore (Figure 2).

As for the final stage of this research
are the author made the conclusions from
the comparison results then provides sug-
gestions which needed by the Directorate
General of Taxes in Indonesia in order to
increase the tax revenues.

4. Results

The results from the statistical tests of
this study (Table 2) indicates that:

1. Taxpayers planned behavior has
a significant positive affect on tax compli-
ance. This proven by the coefficient value

of 0.32 and t-table (2.16) > 1.97, so that the
hypothesis 1 is accepted.

2. Taxpayers planned behavior has
asignificant positive affect on the intention
to pay taxes. This provan by the coefficient
value of 0.83 and t-table (8.24) > 1.97, so
that hypothesis 2 is accepted.

3. Intention to pay taxes has a signi-
ficant positive affect on tax compliance.
This proven by the coefficient value of
0.47 and t-table (3.47) > 1.97, so that hy-
pothesis 3 is accepted.

4. Intention to pay taxes could be able
to mediate the influence of taxpayer be-
havior planning towards tax compliance.
This proven by the coefficient value of 0.43
and t-table (28.59) > 1.97, so that hypothe-
sis 4 is accepted.

The results from the data processing
in this research can be shown in Figure 3.

The results of these data processed
were also in line with the answers to the
results of debt interviews which the au-
thors have been submitted to the Tax Of-
ficers in the Republic of Indonesia. These
debt interview results were indicated that
the level of tax compliance in general is
a problem in all countries, includes in In-
donesia. Therefore, the topic of tax com-
pliance is still very relevant to do.

Questionnaire

Pre-research | —» distribution

the survey results

Questionnaire data
tabulation

Filtering L)

v

Debt Interview [¢—

The interpretations Data analysis

of the research [ process with Lisrel

.

The conclusions
of the research results

Figure 2. Describes the resear

Presents the Statis

ch precedures and its stages

Table 2
tical Test Results

Hypothesis Path t-value ‘ Coefficient | Result
H1 Taxpayer planned behavior (TPB) - Tax 216 032 Received
compliance (TC)
H2 Taxpayer planned behavior (TPB) - Intention 10.00 0.92 Received
to pay tax (IT)
H3 Intention to pay tax (IT) = Tax compliance (TC)  2.75 0.47 Received
H4 Taxpayer planned behavior (TPB) - Intention 27 50 043 Received

to pay tax (IT) - Tax compliance (TC)
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Figure 3. Illustrates the Structural Standardized Full Model

When it comes to the level of tax com-
pliance in Indonesia, it is still far from
expectations, why? If we look at the data
from developed countries, the level of tax
compliance is more dominated by Indi-
vidual Taxpayers (WPOP), while what
happens in Indonesia is the opposite to
that. Tax compliance seems dominated by
corporate taxpayers, this is because it is
still related to the tax audits.

If it is oriented by the level of tax com-
pliance in developed countries which are
dominated by WPOP, then it is very ra-
tional. Why’s that? Because basically the
taxpayer is an individual, including the
company which run its operations by in-
dividual.

If we talk about the sanctions given
to taxpayers who commit violations, if
we seen from the government’s point of
view means that is the last option or in
other words it is forced. In fact, the go-
vernment really expects taxpayers’
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awareness to conduct their tax obliga-
tions by implementing a self-assessment
system policy.

The establishment of tax compli-
ance based on self-awareness is actually
a highly coveted hope by the govern-
ment, but it is not as easy as turning the
palm of the hand, because of what? Be-
cause there are still so many complex as-
pects that need to fulfill in order to make
it happen. Taxpayers who have met the
criteria for tax compliance have been
given appreciation by the government
at that time with the title “Golden Tax-
payer”, but it did not last long.

If we talk about human behavior, it
is basically the same thing, which is ra-
tional thinking. Paying taxes is a sacrifice,
why’s that? Because it will automatically
reduce the amount of money. So actually,
the taxpayer is not happy to pay taxes.
Then so you know that it is not easy to
build tax awareness.
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Tax compliance is certainly beginning
with the intention of the taxpayer to pay
the tax obligations, why’s what? Because
the Taxpayers who have understood their
tax obligations, have even done with cal-
culations of applicable tax provisions, but
if there is no intention to pay taxes, this
tax payment will not be realized into the
state treasury.

In an effort to conduct the supervi-
sion, the actual grouping of taxpayers
needs to be done, but at the Directorate
General of Taxes there is still a shortage
of human resources by means this can-
not be accomplished. By grouping the
level of tax compliance, it will be easier
in terms of providing more appropriate
treatment, because it provides guidance
for taxpayers who will comply and dif-
ferent to the taxpayers who defiance.

Along with the demands of the de-
velopment particularly in technology, in
fact that the government has been trying
to do so many things such as starting for
creating electronic-based payment and
tax reporting, but we also realize that
there are still needs room to improve.

An effort to increase the tax compli-
ance has become our shared responsi-
bility, not only the government, but also
the wider community to carry out this
mandate. Especially in the academic com-
munity to conduct this kind of research
so that it can continue to assist the gov-
ernment in its efforts to continuously im-
prove tax compliance. If tax compliance
continues to growth, the independency of
this nation will be realized so that the no-
ble mission to prosperous the society will
be accomplished.

5. Discussion

From the statistical test results, there
is a significant positive affect of the tax-
payers planned behavior on tax compli-
ance. This indicates that the taxpayers be-
havior is closely related to tax compliance.
Basically, the purpose of implementing
the self-assessment system is to give tax-
payers confidence to be more independent
in managing their tax administration [6].
The implementation of the principle of tax
collection adopted in Indonesia in order
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to build a modern tax system, namely the
principle of full delegation of trust to tax-
payers [30].

The success of the implementation
of this tax collection system requires an
awareness, honesty and discipline of tax-
payers in conduct their tax obligations
so they can meet the material and for-
mal aspects of fulfilling their tax obliga-
tions [31]. Taxpayers in calculating their
tax payable should focus on the fiscal
provisions regulated in Law Number 36
of 2008 concerning Income Tax, espe-
cially article 6 regulates fiscal costs and
article 9 costs that cannot be financed fis-
cally. Income tax is a type of cost that is
commercially financed, but fiscally the
opposite treatment cannot be financed,
therefore taxpayers can work around
this with several strategies such as maxi-
mizing deductible expenses, delaying in-
come, accelerating the imposition of costs
or through other strategies [32].

The affect of the taxpayers planned
behavior on tax compliance statistically
has a positive impact on tax compliance.
This can be interpreted that the increase
of taxpayers planned will increase tax
compliance. The taxpayers behavior are
diverse, some are obedient, some are
trying to comply, some are disobedient
and some are even deliberately disobe-
dient [19; 33]. Taxpayers can do tax plan-
ning in an effort to get an efficiency, this
likely happen because the tax system that
applies in Indonesia is a self-assessment
which gives full authority to taxpayers to
calculate their owned taxes independent-
ly. The results of this research are in line
with [34-36] who declared that with more
comprehensive social norms, taxpayers
planned behavior will increase the tax
compliance.

Based on the statistical test results,
there is a significant positive affect which
occurred between the taxpayers planned
behavior on the intention to pay taxes.
This means that taxpayers who have
good planned behavior will tend to have
the intention to pay their taxes. The va-
riable of the taxpayers planned behavior
is a benchmark in fulfilling the intention
to pay taxes as the manifestation of tax
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compliance. This finding has supported
by [37; 38] who found the similar results
[39; 40] with the findings of this research.
Through this finding, the taxpayers are
obedient to pay taxes if their rights are
fulfilled or their contra-achievements can
be fulfilled by the government so they can
feel the benefits of paying taxes and com-
mensurate with the sacrifices that have
been made, this statement is according to
the justice theory [41]. Public trust to the
government will increase if the public’s
perception of the tax system implemented
by the government is considered fairness
and beneficial in terms of procedural, dis-
tributive and retributive [42].

Based on the statistical test results,
there is a significant positive impact
which occurred between the intention to
pay taxes and tax compliance. Thus, it can
be interpreted that the stronger the tax-
payers intention to pay taxes, will increase
the tax compliance and vice versa. The in-
tention to pay taxes is the key to the tax
compliance, even though the amount of
tax owed has been calculated but if there
is no intention to pay taxes, then this tax
will not go into the state treasury. Inten-
tion to pay taxes has a central role in ex-
plaining the behavior of someone who is
obedient or disobedient in paying taxes.
Intention to pay taxes on tax compliance
has a significant positive impact [43; 44].
This can be interpreted that the higher the
taxpayers planned behavior, the higher
taxpayer compliance will be. These results
are in line with the research by Ajzen [16]
in the theory of planned behavior which
states that attitudes, norms and perceived
intentional behavior have a significant in-
fluence on tax compliance. Likewise, the
research conducted by [45; 46] found that
taxpayer behavior had a significant im-
pact to the tax compliance.

Based on the statistical test results,
there is role of intention to pay taxes in
fully mediating the influence between tax-
payers planned behavior and tax compli-
ance. This certainly will have an impact to
the increasing of Indonesia’s tax ratio.

The verdict from the results of the
debt interviews which were conducted
thoroughly with The Directorate Gener-
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al of Taxes’s officers can validate the re-
sults of the data analysis in this research.
Based on the debt interviews and the
research results show that taxpayer’s be-
havior through the intention to pay taxes
has a positive influence on tax compli-
ance. This indicates that taxpayer com-
pliance in Indonesia is still dependent on
the impact from the tax authorities such
as the imposition of sanctions that will be
given either in the form of fines or other
sanctions.

Moreover, the self-assessment system
is implemented to provides space and
trust for taxpayers to carry out their tax
obligations independently. Tax compli-
ance seems not fully as a conscious aware-
ness for taxpayers so those various efforts
to improve tax compliance still needed in
order to reach the target set in increasing
Indonesia’s tax ratio. If the tax revenues
can reach the amount expected with the
target set, then the government will no
longer need other countries support in the
form of loans so the prosperous society
will be achieved.

6. Conclusion

According to the hypothesis test re-
sults and the discussion that has been
coveyed above, the conclusions of this re-
search are:

1) There is a significant positive af-
fect of taxpayers planned behavior on tax
compliance.

2) There is a significant positive affect
of the taxpayer’s planned behavior on the
intention to pay taxes.

3) There is a significant positive affect
of intention to pay taxes on tax compli-
ance.

4) The intention to pay taxes is fully
mediates by the affect of the taxpayer’s
planned behavior on tax compliance.

The suggestions that can be convey
from this research are:

Firstly, taxpayers planned behavior
is a variable which can influence the in-
tention to pay taxes, this intention to pay
taxes is strongly influenced by it. Tax-
payers planned behavior can change
at any time so it should be built earlier
or can be made from the trusted people
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around them which can be realized in the
form of tax learning from an early age.

Secondly, the strategic recommenda-
tion to the Directorate General of Taxes
of the Republic of Indonesia, especially
to the West Bekasi Intermediate Tax Ser-
vice Office in an effort to improve the
tax compliance are that this intention
to pay taxes of the taxpayers need to be
strengthened by the government through
socialization and education and continu-
ous law enforcement indiscriminately in
order to create a sense of justice for the
community.

Thirdly, the implementation of
self-assessment system is actually a ne-
cessity given by the government to tax-
payers in terms of calculating, depositing
and reporting therefore it demands great-
er responsibility.

Taxpayers can obtain optimal bene-
fits and reduce costs efficiently in order
to achieve the goals that have been set by
being tax compliant person, because by
being tax compliance, taxpayers can avoid
the imposition of sanctions in the form of
interest sanctions, fines and an increase in
taxation amounts.
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ABSTRACT

This systematic review emphasizes the importance of expanding and deepening the
theoretical framework of research on individual taxpayer compliance, particularly
through integrated models. The main objective of this article is to systematically review
the literature on tax compliance based on three determinants: coercive power, trust in
tax authorities and transparency; and provide a direction for future research. There are
three review questions in this paper, namely: (1) What is the present situation of the
literature on the connection between coercive power and tax compliance; (2) What is
the present situation of the literature on the connection between trust in tax authorities
and tax compliance; (3) What is the present situation of the literature on the connection
between “relationship transparency” and tax compliance. A systematic review of the
literature was used to perform this review, considering 66 studies published in several
suggested databases. The results are a call for a more sophisticated understanding
of not only how suggested factors (Coercive Power; Trust; Transparency) affect tax
compliance, but also how they interact and change each other and then, influence
tax compliance. This review implies that enhancing tax service, transparency, and
government trust is more successful and relatively easier to proceed than encouraging
positive behaviour among taxpayers. This review is the first to systematically analyse
the literature on tax compliance based on three determinants (coercive power, trust
and transparency), as found, no synthesis studies have comprehensively covered the
issue. This results in unique, motivating, and relevant discoveries that may be used to
direct future studies and serve as a tool for academics, practitioners, and policymakers.
Furthermore, this study would aid governments and tax authorities to understand the
motives and perceptions of taxpayers into taxes.

KEYWORDS
coercive power, trust in tax authority, relationship transparency, tax compliance, tax
non-compliance, tax system, systematic review
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TIUYeCKU’ 0030p JIMTepaTypsl 10 COOIIIOIEHNMIO HAJIOTOBOTO 3aKOHOATEIECTBA Ha

© Al-Maghrebi M.S,, Sapiei N.S., Abdullah M., 2022 312


https://doi.org/10.15826/jtr.2022.8.3.124
https://orcid.org/0000-0002-3246-6441
https://orcid.org/0000-0001-8021-8218
https://orcid.org/0000-0002-9591-036X
mailto:almaghrebi2008@siswa.um.edu.my
https://orcid.org/0000-0002-3246-6441
https://orcid.org/0000-0001-8021-8218
https://orcid.org/0000-0002-9591-036X
mailto:almaghrebi2008@siswa.um.edu.my

ISSN 2412-8872

OCHOBe Tpex HeTepMUHAHT: CIa IPVUHYXXIEHVS, JoBeprie K HaJIOrOBBIM OpraHaM
VI IPO3PavHOCTb, a TaKXe IPeUIOKeHIe HAIIPABIEHNIT OYIyIMX VCCIeTOBAHNIL
PaccmarpuBatoTcst Tpy 0030pHBIX Bompoca, a mMeHHO: (1) KakoBo HbIHelIHee co-
CTOSIHVIE VICCTISIOBAHWVI CBSI3V MeXIy IIPUHYXIeHVIEM U COOIIIoeHIIeM HaJIOTOBOIO
3aKOHOJIATebCTBa; (2) KakoBO HBIHEIIHee COCTOSIHVE MCCIIEOBAHWI CBSI3U MEXITY
IoBepreM K HaJIOTOBBIM OpraHaM ¥ COOJIIOfeHVeM HaJIOrOBOIO 3aKOHONATEIIBCTBA;
(3) KakoBO HBIHEIITHee COCTOSIHYIE VICCTIEOBAHIA CBSI3V MEXKILY «IIPO3PAYHOCTHIO OT-
HOLIIEHWTI» 11 COOJIIOfIeHIeM HAaJIOTOBOTO 3aKOHOIaTe IbcTBa. Hamut 6bu1 ncmob3oBaH
CHCTEMaTUYeCKUV 0030p JINTepaTy PhI C yYeTOM 66 MCCIIeIOBAHVL, OITy OJIMKOBAHHBIX
B HECKOJIbKMX Oa3ax IaHHBIX. [ToTyueHHBIe pe3yIbTaThl OTPaKaioT HEOOXOIMMOCTh
Gortee rIyOOKOTO TIOHVMMAHMS TOTO, KaK aHAJIM3MpyeMble (DaKTOPBI BIVSIIOT Ha CO-
OIrofIeHVe HaJIOTOBOT'O 3aKOHOJIATeIIbCTBA, a TAKXKE TOT0, KaK OHV B3aVMOJIEVICTBYIOT
VI 3aTeM BJIVISIIOT Ha COOJIIOIeHVIe HaJIOTOBOTO 3aKOHOIaTe IbcTBa. O030p IeMOHCTpM-
PYeT, 94TO TaKye Mepbl KaK yIIydllleHre HaJIOrOBOVI CIIy>KObI, IPO3pavYHOCTIL HaJIO-
roo0JIOKeHMs, a TaKXKe JIOBepUs K IPaBUTEILCTBY SBJISIOTCS Oojlee yCIIeITHBIMM
VI OTHOCUTEJIBHO JIETKMMI B PeaIn3aliiy, 4eM IIOONIpeHyie IIO3UTUBHOIO ITOBEIeHIS
HaJIOTOIUIATEIBIIVKOB. [JaHHBIT 0030 SIBIISIETCS IIEPBBIM, B KOTOPOM CHCTeMaTide-
CKM aHaJIM3MPYETCs JIUTepaTypa IO COOJIIONIEHNIO HaJIOTOBOTO 3aKOHOJIATeIbCTBa
Ha OCHOBe TpeX JIeTepMIHAHT (IIPUHYXXIEHIe, JOBepe 1 IIPO3PaYHOCTB), IIOCKOIIb-
Ky OBIIO YCTaHOBJIEHO, YTO HM OHHO 0DOoOIIarolee MccIefoBaHe He OXBAaTHIBAJIO
BCECTOPOHHE 3TOT BOIIPOC. DTO MPUBOAUT K YHMKAIBHBIM, MOTUBMUPYIOIIUM ¥ aK-
TyaJIbHBIM BBIBOJIAM, KOTOPBIE MOTYT OBITh MCIIOJIB30BAHBI IS BEIOOpa HaIlpaBJle-
HYst Oy AyIIVIX VICCIIEOBAHMIL Y TIOCITY>KITh MHCTPYMEHTOM TSI yY€HbBIX, [IPAKTIKOB
¥ ToNMTMKOB. KpoMe TOro, maHHOe 1cciIeioBaHe IIOMOXET IIPaBUTeIbCTBAM M Ha-
JIOTOBBIM OpraHaM IIOHSTb MOTVBBI VI BOCIIPVSITIE HAJIOrOB HAJIOTOIUIATE IbIIMKAMIA

KJ/IFOUEBBIE CJIOBA
IpVHYXIeHVIe, JoBepyie K HAJIOTOBOMY OpraHy, IIPO3padHOCTh, COOIIONeH e HaJlo-
rOBOI'O 3aKOHOJATEILCTBA, HEeCOOIIIOIeHe HAaJIOTOBOI0 3aKOHOIATe/IhCTBA, HAJIOrO-
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Bad CcrCTeMa, CUCTeMaTUYeCKNM 0630p

1. Introduction

Taxation is a necessary component and
plays an important role in all aspects of
economic sectors [1]. Many important ser-
vices and public goods are funded through
funds earned from taxes. Consequently,
individual desire to pay taxes is critical
to a country’s economic and social well-
being [2]. Governments are projected [3; 4]
to be pressed to encourage taxpayers not to
dodge or understate their tax obligations as
the demand for improving national health
care, educational programs, and other criti-
cal public services is in mounting.

Hence, understanding the factors that
support ongoing cooperation between the
official authorities and taxpayers may aid
in promoting tax compliance [5].The de-
gree to which a taxpayer complies with
tax legislation is referred to as tax compli-
ance (TC), it is also a taxpayers’ behaviour
or action in meeting or failing to meet tax
rules [6]. Voluntary tax compliance (VTC)
and enforced tax compliance (ETC) are two
types of compliance behaviour [7]. VTC re-
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fers to taxpayers who voluntarily disclose
their income, calculate the exact their in-
come taxes, and file tax returns on time [8].
Whereas, ETC presents taxpayers as non-
cooperative, egoistic and must be coerced
into contributing to taxation in order to ful-
fil tax commitments [9].

Commonly, the degree to which an
individual adheres to tax regulations
and laws indicates TC. However, indeed,
this is not the case. It is far from simple
or straightforward to comply with tax
responsibilities. Many factors can influ-
ence a taxpayer’s ability to meet their tax
payments. Based on control or the power
strength, TC determinants can be classi-
fied into two groups.

Firstly, the factors under the control
of tax authorities such as tax service [10],
trust in government [11] [11], tax audits,
tax rates and penalties [12].

Secondly, factors influenced by cul-
ture of society and values (e.g., beliefs &
customs) [3] or by taxpayer itself such as
personal norms [13]. The two categories
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are known as enforcement approach and
psychology approach.

Allingham & Sandmo [14]'s model,
which designed as an economic model to
deal with tax non-compliance behaviour,
was essential in persuading scholars to use
the deterrence strategy. The model came
to the conclusion that economic factors,
particularly income level, audit, tax rates,
and penalties, had an influence on the tax
decision. In this aspect, the enforcement
paradigm has previously dominated TC
studies, because Allingham & Sandmo’s
model of tax evasion was popular at the
time [15]. However, the inconsistency be-
tween the model’s prediction and actual
data has prompted numerous researchers
to look for other factors that influence TC
[16]. Several governments are currently
seeking to adopt an expansive fiscal poli-
cy as seen by rising government spending,
although the actual tax revenues are not
fully as expected due to the tax gap [17].
Hence, it is critical to ensure that people
pay their taxes so that the intended tax
revenue is achieved.

Power is a term used to describe a tax
authority’s ability to find and prosecute
tax evaders [7]. Presence of a tax investi-
gation accompanied with consequences
against non-compliant taxpayers, power
grows. Some prior research [18; 19] has
found that when taxpayers have a positive
opinion of the power of tax authorities,
they are more likely to follow the rules.

Although having the power is vital
for increasing TC, relying just on power is
insufficient because not all taxpayers have
the same impressions or perceptions on
tax authorities. Previous studies [20-24]
suggest that taxpayers’ trust in authorities
has an effects on taxpayers’ compliance,
and taxpayers’ trust is dependent on their
perception whether the authorities are re-
sponsible, transparent, and trustworthy or
not. Further, increasing TC needs not only
power, but also trust [25; 26], and trans-
parency [27; 28]. Thus, when taxpayers
feel that the tax authority has significant
taxing powers, as well as appropriate
transparency and a high degree of trust,
they are more inclined to comply with the
law because they believe that non-com-
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pliance is illegal action. Several authors
and taxations experts have pointed out
many factors that might affect tax com-
pliance behavior. Nevertheless, empirical
evidence from integrating economic and
non-economic factors is needed [15].

With the increase of published arti-
cles on the relation between economic ap-
proach and TC, especially in the last dec-
ade, the relation between power, trust and
transparency with TC is now the subject
of extensive research. However, prior stu-
dies did not address the issue completely
and accurately. For instance, several stu-
dies, especially in European countries
such as [29; 30], provided evidence on
TC but the scope was only limited to the
Slippery Slope Framework. Moreover,
previous studies e.g., [31; 32] adopted the
Slippery Slope Framework to investigate
the direct relation between power, trust
and TC, however no consistent conclusion
found related to the examined determi-
nants. Thus, this review suggests that the
role of trust in authorities and transparen-
cy as a mediator factor is deserved to be
considered in the future model. On top
of that, studying socioeconomic factors is
essential in determining tax compliance
behavior. Historically, the economic de-
terrence approaches that included in the
tax compliance model have not offered
a complete compliance perspective [33].

To counter the inadmissible level of
tax gap, it would be important to imple-
ment a measure that will lead to enhance
TC, and therefore, it is so critical to identify
and bear in mind the main determinants of
TC as discussed in this study. Furthermore,
the practical benefit of this study is that it
is useful for tax authorities and in other re-
lated financial sectors to comprehend the
taxpayers’ behaviour of tax payments and
establish strategies to eliminate the tax gap.

The main objective of this article is to
systematically review the literature on tax
compliance based on three determinants:
coercive power, trust in tax authorities
and transparency; and provide a direction
for future research.

Hence, to achieve the purpose of
the study, this review seeks to answer
the following research questions through
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a systematic literature review of related
literature:

RQ1. What is the present situation of
the literature on the connection between
coercive power and tax compliance?

RQ2. What is the present situation of
the literature on the connection between
trust in tax authorities and tax compliance?

RQ3. What is the present situation of the
literature on the connection between “rela-
tion transparency” and tax compliance?

This manuscript is organized into
five sections, the first which is this intro-
duction. The methodology is presented in
Section 2, which includes the systematic
process of the study, information source,
studies selection, data recording, and the
review criteria. Section 3 explains the pa-
per’s results (search results) and lists for
all of the studies that were included as tab-
ulated in Tables 1, 2 and 3. Section 4 shows
the findings of the review and suggestions
for future research. Finally, Section 5
brings the paper to a close, main contribu-
tions, and limitations of the study.

2. Data and Methodology (the Protocol)

2.1. Stages of a systematic review

This study followed a systematic re-
view protocol, which aids in gaining a full
understanding of the research topic and
giving more data for future investigations.
Furthermore, due of its broad impact
across a variety of study fields and sci-

entific disciplines, the systematic review
methodology was selected as an advanced
approach.

Tranfield et al. [34] published a com-
parative study between medicine disci-
pline and management field about con-
ducting a systematic review in the two
mentioned fields. After the analysis for
the applicability to conduct systematic re-
view in management field, Tranfield et al.
[34] proposed a set of steps as protocol, as
presented in Figure 1. Based on that, this
study has followed the suggested steps for
review.

2.2. Data source

For information search, downloading,
screening, extraction, and establishing of
this review, four scientific digital databases
were chosen:

1) Web of Science (WoS), which has
a diverse set of manuscripts in a variety of
fields such as applied sciences and social
sciences.

2) Science Direct (SD) database, which
provides a large number of scientific man-
uscripts across a variety of academic do-
mains.

3) Scopus database, which contains
multiple publishing contents connected to
many and diverse disciplines of research.

4) Google Scholar, the most well-
known database and comprehensive
search engine for scholarly literature and
academic resources.

\/ * Identifying the need for a review h
; * Prepare a proposal for a review
Plz?;?\%ﬁgAt.he * Developing a review protocol )

review

<

Stage B:
Conducting
areview

¢ Identification of research
* Selection of studies

* Study quality assessment
® Data extraction
* Data synthesis

q

Stage C:

e Reporting the results
* Getting evidence into practice

J

Reporting

4

Figure 1. Stages of a systematic review (Tranfield et al. [34])
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The employed search strategy in the
current review was designed and summa-
rized as in Figure. 2.

Tranfield et al. [34] designed a metho-
dology for developing knowledge re-
search in management field by systema-
tic review. Tranfield et al. [34] stated that
the information source for data are all the
relevant resources of the search. Relevant
sources will be obtained for a more in-
depth analysis of the literature, and some
will be selected for systematic review.

Moreover, these four databases were
used which mostly are reiterated by seve-

ral researchers and authors such as [35-38].
Therefore, these databases were consi-
dered adequate and most appropriate
for our review and assessment. Additio-
nal search sources were investigated and
used in this research because of their im-
portance in text analytics.

2.3. Search process

This study carried out an electro-
nic literature search for the eligible ma-
nuscripts using four databases namely:
WoS, SD, Scopus and Google Scholar.
The search was conducted during 2021, to

Ve

Identification

iindividual taxpayer")

Queries / keywords

Topicl=("coercive power" OR "legitimate power" OR "power") AND
("tax compliance" OR "tax noncompliance" OR "tax non-compliance"
OR "tax evasion" OR "tax avoidance " OR "tax fraud")

Topic2=("trust in tax authority" OR "trust in tax authorities" OR "trust")
AND ("tax compliance" OR "tax evasion" OR "individual taxpayer")
Topic3=("transparency" OR "transparency in tax authority" OR
“taxpayer transparency”) AND ("tax compliance" OR "tax evasion" OR

~N

J

<

First results

(
Web
of Science

Science
Direct

Google J

) =

Scholar
|

Topicl -n=68 Topic2-n=95 Topic3 -n =28 Total - n =192

Duplicate records

A 4

Screening

n =160

Included <Engibﬂity <

Records screened

Full-text studies
assessed for
eligibility n = 107

n=232

Records excluded
after reading titles
and abstracts n = 53

Studies judged
ineligible n = 41

Final included set
n=66

Figure 2. Flowchart of information through the different phases
of a systematic review
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download and draft the scientific manu-
scripts, the updating for recent literature
was included. The search started in the
identified boxes for searching in the se-
lected databases as listed earlier. For the
search the conjunctive symbols were used
(e.g., AND, OR), as well as three groups
of terms (keywords/queries) were em-
ployed as shown in Figure 2.

The Boolean operators were used to
find the most relevant articles, because
they were more practical in this review.
Content was picked for searching and fil-
ters based on various sorts of published
manuscripts, review articles, and confer-
ences. This choice was beneficial in terms
of covering the most recent and pertinent
publications in the review’s chosen topic.

2.4. Screening and study selection

The search process consisted of three
steps, began with articles collecting, fol-
lowed by article’s title, abstract scanning
and full-text reading.

The articles with the preliminary re-
sults were collected in the first step from
the identified databases (WoS, Science Di-
rect, Scopus and Google Scholar). In this
step, the number of results was large, but
the researchers read the results systema-
tically until they saw no more relevant
articles which then, they suffice with that
much screening. After screening and com-
paring the collected articles n = 32 dupli-
cate articles were removed.

In the second step, the relevant papers
were identified in this phase by scanning
their titles and abstracts. All of the publica-
tions that were extracted were thoroughly
checked (reading the titles and abstracts)
to see if they met the inclusion criterions.

If the paper was a match, it will be
moved on to the next step. In the third
step, the full-text reading was implemen-
ted, if the paper did not meet the review’s
criteria, it was eliminated. For the papers
that met the study’s inclusion criteria
(n = 66) which gathered as the final col-
lection, full-text reading was undertaken,
and the relevant and important infor-
mation was extracted (data extraction).
Details about these processes will be dis-
cussed in the next section.
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2.5. Data extraction and assessment

The data extraction elements in this
study were formulated and identified as
that author, year of publication, database
for downloading, type of article, aims
of the study, method, and key findings
which designed to provide insights for
this review. In this stage, the data was
collected and extracted by assessing and
summarizing the numerous attributes of
each article, which were then listed and
classified in proper categories utilizing
an Excel software. These elements were
deemed the most relevant in determi-
ning the major points of discussion for
this systematic review. The operation
was wrapped up with a summary table
of the key information of the final collec-
ted studies.

Furthermore, the critical assessment
was implemented because of its thor-
oughness in judging the quality of the
outcomes. The topic of each study, as
well as the quality of the technique, were
taken into account while evaluating the
results. A comparison of studies was
made to highlight the important aspects,
strengths, and weaknesses of each paper.
Furthermore, the geographical area of the
data, the methodologies employed, and
the outcomes were all evaluated more
thoroughly (e.g., presentation of the re-
sults, whether the final results reflect the
analysis).

2.6. Inclusion criteria

In order to find the most relevant pa-
pers in the process of research selection,
certain inclusion and exclusion criteria
were applied. The keywords employed
in the current study served as the basis
for the inclusion criteria. There were no
restrictions on the type of publishing or
the year of publication. Only English-lan-
guage papers were retained in all the da-
tabases that were chosen.

Literature review articles were inclu-
ded, if relevant. All research articles, con-
ference papers, conceptual papers, and
thesis dissertations are included. Besides,
all relevant manuscripts such as books
and official reports were identified and in-
cluded if it supports the aims of this study.
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The published version of a working paper
was preserved in the analysis after it was
published in a scientific publication. Stu-
dies that do not meet any of the criteria for
inclusion were excluded.

3. Analysis and Results

The data analysis and findings are
divided into four sections. Section 3.1 de-
scribes the general trend and information
of studies. In Section 3.2, the first unit of
analysis was utilized to analyse the cur-
rent state of the literature on the relation
between power and TC (RQ1) for 29 arti-
cles that studied this relationship. In sec-
tion 3.3, analysis on the current state of
the literature of the relation between trust
and TC (RQ2) for 25 articles related to this
relationship was undertaken. Finally, in
section 3.4, the content analysis of 12 arti-
cles was performed to analyse the relation
between transparency and TC (RQ3).

3.1. Descriptive findings of studies

The general trend and information for
the review outcomes are shown in Figu-
res 3 to 6. From Figure 3, it is apparent
that the majority of studies have been in
developed countries which indicates the
importance of economic factors towards
TC issues. In developing countries, the re-
search is still in growing stage, but not as
much as developed nations. With regards
to Southeast Asia region the research is
still in infancy stage which need more con-
cern and these studies do not focus on real
taxpayers as their respondents.

In Figure 4, the outcomes illustrate
that most of these studies were conducted
through quantitative approach, neverthe-
less the results were rather inconclusive.
There are some studies that employed
experimental method, however most
of them focused on students as subjects
for research. The dearth of research was
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found in qualitative approach, thus more
research can be taken in particular the
qualitative research is the initial under-
pinning for upcoming research. Moreover,
the inconclusive results in the quantitative
approach are probably attributable to the
paucity of qualitative research in order to
provide a profound explanation.

The distribution of studies by pub-
lication year are shown in Figure 5. The
numbers point out that a large number
of studies have been published in the last
five years which imply to the significant
of the concerned factors in these studies.
Besides, the results shown that these poin-
ted factors are recently within concentra-
tion and could be the more related to the
changes of TC phenomenon.

Finally, the last Figure (Figure 6) pre-
sents the level of the quality of studies.
The dominant group of the studies was
ranked in ISI index, this translating for us
the quality of research and shows its im-
portance for those interested as hot topics.

3.2. Power of tax authorities

Summary of published studies on tax
compliance based on coercive power de-
terminant is shown in Table 1.

In today’s practice and research,
the connection between tax authorities
and taxpayers is becoming increasing-
ly important. Several scholars claim
that enhancing the deterrent power of
tax authorities, particularly the coercive
power to increase ETC, can raise tax pay-
ments [7; 31]. Due to the expected effect
of non-compliance is lower than the ex-
pected outcome of compliance, taxpayers
are more inclined to avoid paying tax-
es [7; 39]. According to several studies
[31; 40], enforcing compliance is achieved
in case of a combined application of high
power with trust.

In accordance with [41]’s concep-
tual approach, the model speculates on
a dynamic relation between tax autho-
rities and taxpayers to fuel cooperation
in social dilemmas. This dynamic can be
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Table 1
Summary of studies on tax compliance based on coercive power determinant
Study (Year) ‘ Theory ‘ Approach Name of Journal ‘ Index

Kasper et al. (2015) SSF  Experimental Journal of Behavioral and ISI
Experimental Economics (WoS)

Kogler et al. (2013) SSF  Experimental Journal of Economic Psychology ISI

Kastlunger et al. (2013) SSF  Quantitative Journal of Economic Psychology ISI

Gangl et al. (2015) N/A  Conceptual New Ideas in Psychology ISI

Faizal et al. (2017a) SSF Quantitative Asian Journal of Accounting and ISI
Governance

Kaplanoglou & SSF Experimental Journal of Behavioral and Scopus

Rapanos (2015) Experimental Economics

Mas’ud et al. (2015) SSF  Quantitative International Journal of Business ISI
and Society

Wahl et al. (2010a) SSF  Experimental Law & Policy ISI

Wahl et al. (2010b) SSF  Experimental Law & Policy IsI

Batrancea et al. (2019) SSF  Experimental Journal of Economic Psychology ISI

Scenario

Damayanti & SSF Experimental Montenegrin Journal of Economics ISI

Supramono (2019) Scenario

Chong and SSF Quantitative In Advances in Taxation ISI

Arunachalam (2018)

Gangl et al. (2019) SSF Qualitative  Frontiers in psychology ISI

Hartl et al. (2015) Experimental PloS one ISI

Gangl et al. (2020a) SSF Quant Policy Studies ISI

Dijke et al. (2019 a, b) Quantitative Frontiers in psychology ISI

Hofmann et al. (2017) SSF Experimental Frontiers in psychology ISI

Hofmann et al. (2014) SSF  Experimental Law & policy ISI

Mas’ud et al. (2019) Quantitative Economics & Sociology ISI

Olsen et al. (2018) SSF Experimental International Review of Law and ISI
Economics

Muehlbacher & SSF Quantitative European Journal of Law and ISI

Kirchler (2011) Economics

Taing & Chang (2020) TPB  Quantitative International Journal of Public ISI
Administration

Mas’ud et al. (2015) SSF Quantitative International Journal of Business Scopus
and Society

Benk & Budak (2012) SSF  Quantitative African Journal of Business Scopus
Management

Lozza et al. (2013) SSF Quantitative Journal of Social and Political Scopus
Psychology

Gangl et al. (2020b) N/A  Experimental Policy Studies Scopus

Gobena & Dijke (2016)  SSF~ Quantitative Journal of Economic Psychology Scopus

Gangl et al. (2016) SSF  Quantitative Contemporary Issues in Taxation Google
Research Scholar

Rodrigues (2020) SSF Quantitative Instituto Superior de Economia Master
eGestao thesis
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established by elaborating the potential
interaction effects of power and other eco-
nomic factors in order to develop TC and
committed cooperation in the improve-
ment of public goods. Hence, the relation
between tax authority and taxpayers is
a significant component that forms TC be-
haviour [39]. The interview results gene-
rated from taxpayers and tax auditors [42]
that supported the prior arguments which
indicated to that tax auditors and tax-
payers consider power as relationship de-
terminant and they use this determinant
to explain their tax relationships and for-
mulating the TC behaviour.

The general trend of the results of
the experimental studies in developed
countries such as [40; 43] indicate that
the power of the authorities leads to an
improvement in TC generally. However,
a few of these studies [40; 44] showed
a significant impact of the power of au-
thorities on TC. Moreover, prior stud-
ies provided that coercive power and
legitimate power have the influence on
TC decisions, if applied separately with
the targeted compliance. For instance,
legitimate power has increased VTC,
but coercive power has increased ETC
[45-47]. Notwithstanding the improve-
ment in key indicators of TC, we should
here refer to that most of the previous
findings came from experiments on
groups of students, which are not pro-
duced from actual taxpayers. Neverthe-
less, findings from these prior studies
are still beneficial for researchers to de-
velop TC by different approach and dif-
ferent groups.

The results of the survey instru-
ment from developed countries show
that voluntary cooperation by taxpayers
depends on legitimate power of tax au-
thorities while ETC depends on coercive
power, and coercive power was correla-
ted negatively with voluntary complian-
ce [48-51]. It was also found that com-
mitted cooperation behaviour originates
from a climate of confidence [47] which
is characterized by reason-based trust,
the effect of enforced compliance leads to
at least tax avoidance and increased eva-
sion [18]. Furthermore, the political affi-

321

liation has represented a significant
factor in shaping TC among partici-
pants [32]. However, the analysis of the
findings showed a little evidence of
a significant influence on TC [32; 49; 51],
probably due to the sampling method
which was not clear or inappropriate to
almost all survey-based studies.

This section will further discuss pre-
vious studies that were conducted in
developing countries. The ability of tax
authorities to reinforce compliance, for-
ming compliance behaviour of taxpayers
is a matter of interest, which in turn would
lead to VTC or ETC [19; 43].

In a scenario-based experiment on
Turkish taxpayers of 411 self-employed,
Olsen et al. [52] found that highlighting
authorities’ enforcement capacity (e.g.,
high power) elevates intention of ETC,
but induces negative emotions for the
readiness to evade. A combination of high
power and high trust, on the other hand,
decreases negative feelings and promotes
compliance intentions by reducing the
willingness to avoid tax. In the same way,
[53]'s result from students experiment
match with [52] and show that TC is in-
fluenced by the perceptions on tax autho-
rities” power among taxpayers. However,
taxpayers present a higher TC level when
they find reciprocity in trust. In this case,
we comprehend that perception on tax
authorities” power is important but on its
own not enough to explain TC. Therefore,
mutual trust is required.

In contrast of the prior debate using
global cross-country data, Mas'ud et al.
[21; 54] documented through pioneer em-
pirical evidence that the power of autho-
rities showed no influence on ETC across
37 African countries and 158 globally
countries.

In a study conducted by [26] the data
set was obtained from the survey ques-
tionnaire of 300 self-employed taxpayers.
The result of the study confirmed the
main assumptions of many past models
such as [39] and [7], where they found
that the power improves ETC, but only
partially. Nevertheless, the result still
supports the general trend of the prior
studies.
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Conversely to the former results, the
outcomes via survey data of students and
some citizens by [55] demonstrated that
the power of authority did not show any
significant effect on intended TC. This
contrary result can be attributed to the
sample used (snowball sample), and to
the nature of the population which was
indeterminate and wunclear. Similarly,
a Malaysian study by [20] used the Slip-
pery Slope Framework as a model and
investigated the determinants of intention
of ETC using a mixed sample (students &
taxpayers).

A survey study by quota sampling ap-
proach found the power of tax administra-
tion has influenced the intention of ETC,
and the results propose that respondents
will comply with their tax obligations if
they consider that the tax authorities are
efficient in their administration of the tax
code. With opposite findings, Faizal et al.
[56] revealed that coercive power has no
influence on TC.

3.3. Trust in tax authorities

Summary of published studies on
tax compliance based on trust in tax au-
thority determinant is shown in Table 2.
According to [19], when trust is low com-
pared to high trust, strategic taxpaying
behaviour (e.g., utilizing tax loopholes)
will increase. Likewise, [7] and [25] claim
that when individuals’ trust in tax au-
thorities is poor, they are more likely to
try to maximize their individual results
by dodging taxes, lowering compliance.

Governments, particularly tax au-
thorities, need to encourage taxpayers to
follow the law and pay their fair share of
taxes in a timely manner. They can ac-
complish so through influencing the be-
haviour of taxpayers by building a trust
connection with them [26]. Moreover, the
public’s opinion of the tax authority, as
well as the wider culture of feeling re-
sponsible toward a nation, play a large
role in trusting tax authority. Those who
regard the tax authority as trustwor-
thy will have their attitudes and beliefs
modified or re-shaped [57; 58]. Therefore,
increasing trust in the tax authorities
would eliminate misconceptions about
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co-paying taxes and promote voluntary
compliance.

The importance of trust as a driver of
TC is generally supported by conceptual
evidence for example [12; 41; 59]. Some
economic models like Slippery Slope
Framework suggests that the social dilem-
ma of TC can be solved by trust in authori-
ties [7; 41]. In line with that, an experimen-
tal study using data from a 44-countries
(the majority are developed countries)
and students as an experiment discovered
that trust in tax authorities enhances TC
intentions and relaxes tax non-compliance
across nations which differ in economic,
cultural backgrounds and political [43]
(Table 2).

TC research is progressively posit-
ing that the goodness of the connection
between tax authorities and taxpayers
is a critical component in determining
TC [6; 7; 39]. The results of the qualita-
tive study [42] and secondary data from
31 European & Soviet countries [60] sup-
port the prior findings from both con-
ceptual and experimental analysis which
indicate that taxpayers indeed perceive
trust in authorities as determinants of
the relationship and it can explain the
relationship between tax authority and
taxpayer. Habibov et al. [60] added that
establishing trust is one of the welfare
state’s most important defence in pre-
venting tax manipulation, and it works
by reinforcing people’s willingness to be
obedient and pay more taxes.

In the tax literature from developed
countries utilizing survey method, the
significance of the connection between
tax authorities and taxpayers, as well
as the ensuing climate between the two
sides, has been repeatedly emphasized.
For example, [9] found that the best pre-
dictor of VIC was trust in tax authori-
ties, but ETC was adversely associated to
trust. Trust appears to hearten TC while
reducing the feeling of being obliged to
pay taxes. This result was corroborated
by [61] who found that trust in tax au-
thorities is a powerful predictor of over-
all TC, and that trust in tax authorities is
a vital element in motivating individuals
to voluntarily comply.
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Table 2
Summary of studies on tax compliance based on trust in tax authority determinant
Study (Year) ‘ Theory ‘ Approach ‘ Name of Journal ‘ Index
Kastlunger et al. (2013) SSF Quantitative Journal of Economic Psychology ISI
(WoS)
Gangl et al. (2015) N/A Conceptual New Ideas in Psychology ISI
Faizal et al. (2017a) SSF Quantitative Asian Journal of Accounting and ISI
Governance
Batrancea et al. 2019 SSF Experimental Journal of Economic Psychology ISI
Damayanti & SSF Experimental Montenegrin Journal of 1sI
Supramono (2019) Economics
Gangl et al. (2019) SSF Qualitative  Frontiers in psychology ISI
Gangl et al. (2020a) SSF Quantitative Policy Studies IsI
Hofmann et al. (2020) SSF Experimental Frontiers in psychology ISI
Olsen et al. (2018) SSF Experimental International Review of Law and ISI
Economics
Muehlbacher & SSF Quantitative European Journal of Law and ISI
Kirchler (2011) Economics
Benk & Budak (2012) SSF Quantitative African Journal of Business Scopus
Management
Lozza et al. (2013) SSF Quantitative Journal of Social and Political Scopus
Psychology
Gangl et al. (2016) SSF Quantitative Contemporary Issues in Taxation
Research
Gobena & Van Dijke Fairness  Quantitative Journal of Economic Psychology ISI
(2017) Heuristic
Theory
Habibov et al. (2017) N/A Qualitative  International Social Security ISI
Review
Hauptman et al. (2015) N/A Quantitative Journal of Local-Self Government ISI
Kogler et al. (2015) SSF Quantitative Economics of Governance ISI
Nasution et al. (2020) TPB Quantitative Entrepreneurship and ISI
Sustainability Issues
Horodnic (2018) N/A Review International Journal of Sociology ISI
and Social Policy
Nurkholis et al. (2020) SSF Review Cogent Business and ISI
Management
Youde & Lim (2019) N/A Quantitative International Journal of Public 18I
Administration
Mardhiah et al. (2019) SSF Quantitative Center for Economic Studies and ~ Google
ifo Institute (CESifo), Munich Scholar
Rodrigues (2020) SSF Quantitative Instituto Superior de Economiae Master
Gestao thesis
Alia & Ahmada (2014) N/A Quantitative International Journal of Public ISI
Administration
Azmi & Aziz (2015) Social Quantitative Electronic Government Google
Exchange Scholar
Theory
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Notwithstanding the significant role
of trust in tax relationship, many stu-
dies [18; 32; 50] offered a medium
role for trust (only positive direction).
The findings evidenced that VTC is pro-
foundly associated to trust, where the
committed cooperation was discovered
to emerge from a trust climate marked
by reciprocal trust and a moral obligation
to collaborate. According to the findings,
lawful authorities have a direct impact on
taxpayer cooperation, trust in the autho-
rities, and the notion of a service-oriented
climate. Also, the outcomes [32] showed
that, political-leaning participants ex-
pressed different levels of VTC depen-
ding on the party they followed.

On the other hand, despite the sam-
ple respondents are real taxpayers, the
empirical analyses of survey (online &
interview) by prior studies [47; 62] indi-
cated that trust in tax authorities was not
found to be a determinant substantially
associated with TC. However, the popu-
lation of these two studies was from four
different countries i.e., the respondents
were from several cultures, thus it is quite
normal to find a conflicting result. Trust
in tax authority is negatively associated
with ETC in the US case and not in the
Ethiopian case [63]. Further, it was found
that trust in tax authority is statistically
significant and negatively correlated with
tax non-compliance [51]. These converse
results may attribute to intention as pre-
dictor, non-random sampling technique
or self-reported measures. For a long time,
trust has been acknowledged as a critical
component of TC. Consequently, tax au-
thorities establish a trust relationship to
induce taxpayers’ behaviour to comply
with tax law. As a result, it is critical to
know what factors influence taxpayers’
attitudes about TC.

From developing countries, an In-
donesian study examined 324 students
using an experimental research design
with regression analysis. The findings
revealed that trust in tax authorities has
a significant impact on TC. Surprisingly,
when taxpayers have trust reciprocity,
they have the highest TC [53]. In another
experimental study performed by [52]
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used the same technique but utlized
411 self-employed taxpayers for testing.
The findings showed a positive direct
impact of trust in tax authorities on VTC.
Although the positive effect, the study
examines behavioural intention rather
than real taxpayer behaviour, thus it does
not provide enough insights into tax-
payers’ decisions of TC.

Citizens will have trust in autho-
rities if they believe authorities treat
them with respect and if taxpayers and
authorities have a mutually respectful
relationship. In addition to respect, the
authorities’” ability to treat taxpayers
fairly and transparently is essential to
their credibility. Thus, the key factors
that contribute to trust in authorities are
respect and fair treatment of taxpayers
[7; 39; 41].

Moreover, the premier suggestion
by [7]’s framework accentuated that trust
in authorities predicts VTC. From the
foregoing literature review of the survey
for developing nations, it was conclu-
ded by [64] that trust in tax authorities is
pivotal in explaining TC. In particular,
it was assured by [65] that in a scenario
where authorities are trustworthy, VIC
is at a high level. Another research re-
vealed that trust in tax authorities boosts
voluntary compliance, and that tax re-
venue has a close correlation to VTC [66].
However, the study by [26] failed to find
evidence of the relationship of trust in tax
authorities with voluntary cooperation,
although the data was collected from
self-employed taxpayers.

Trust in authorities is one of the cru-
cial aspects of comprehending TC and
trusting the tax authorities is expected
to lead to high compliance [57]. From
this point, in a survey study, trust in tax
authorities has been investigated. For in-
stance, [56] used questionnaire to inves-
tigate the effect of trust in tax authorities
on VTC. The outcomes supported the
prior findings from other researchers in
which trust was linked to VIC. Howe-
ver, the questionnaires were distributed
only in limited population specifically for
a group of academic staff in some public
and private universities which would in-
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fluence the generalization of the results.
Not only that, the use of academics as
respondents represents a very limited
category of salaried-taxpayers and ig-
noring other groups of taxpayers. In this
regards, [25] highlighted that the inten-
tion to file a tax return is substantially
correlated by trust in the tax authority.
Also, the study discovered that working
youngsters still had a low degree of tax
literacy. However, [67] found no signi-
ficance relationship for tax agents’ trust
of tax authorities towards their inten-
tion to continue using e-filing systems of
authorities.

3.4. Relationship transparency

Summary of published studies on tax
compliance based on trust in “relation
transparency” determinant is shown in
Table 3.

Enhancement of the relationship be-
tween tax authorities and taxpayers ne-
cessitates a grasp of taxpayer behaviour.
Further the observed TC is contingent
on taxpayers’ willingness to participate,
which also is contingent on tax authorities
and taxpayers’ viewpoints of tax-related
phenomena being similar [68]. Increasing
transparency is one technique for boos-
ting public trust. As well as transparency
regarding poor performance may, in fact,
increase public-sector distrust. The most
intuitive of the aspects driving confidence
in tax systems is reciprocity between tax
authority and taxpayers [23]. To increase
TC, efforts must be made to raise the
quality of tax services and transparency in
the tax system [24].

Hence, it is reasonable to conclude
that information transparency in tax rela-
tionships will benefit both taxpayers and

Table 3
Summary of studies on tax compliance
based on “relation transparency” determinant
Study (Year) ‘ Theory| Approach Name of Journal Index
Capasso etal. (2020) N/A Quantitative Journal of Policy Modeling Scopus
Adeyeye & Otusanya TPB  Quantitative International Journal of Economics and Google
(2015) Accounting Scholar
Kiow et al. (2017) N/A Review  International Business and Accounting  Google
Research Journal Scholar
Noked (2018) N/A  Conceptual Laws Google
Scholar
Siahaan (2013) N/A Quantitative Journal on Business Review Google
Scholar
Nunkoo etal. (2018) N/A Quantitative Tourism Management ISI
Meijer (2007). N/A  Conceptual Eur. Food & Feed L. Rev Google
Scholar
Mohamad & Othman N/A  Conceptual International Journal of Economics and Google
(2013) Management Engineering Scholar
Pasquier & Eyers N/A  Conceptual IEEE International Conference on Cloud Scopus
(2016) Engineering Workshop
Park & Blenkinsopp  N/A Quantitative International Review of Administrative  ISI
(2011) Sciences,
Al-Maghrebi et al TPB  Quantitative South East Asia Journal of Contemporary Master
(2017) Business, Economics and Law Thesis
Eggert & Helm (2003) N/A Quantitative Industrial Marketing Management ISI
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tax officers as tax office representatives.
This means there would be no informa-
tion imbalance, or unilateral control of
information, which could affect the deci-
sion-making and compliance process of
taxpayers and tax officials.

It is believed that transparency could
give the authorities a wonderful oppor-
tunity to improve taxpayer’'s compliance.
Taxpayers will try to avoid paying taxes
if they believe the authorities is not trans-
parent. On other hand, authorities anti-
cipate from taxpayers to be transparent in
their dealing and compliant with tax au-
thorities” procedures and laws.

In a conceptual study [27] asked that,
“Does transparency lead to more com-
pliance?” where the author argued that
transparency can have an impact on the
market relationship between citizens and
businesses. Because citizens have more
full information on which to base their de-
cisions, thus transparency can strengthen
the market. Supported to that argument,
an empirical study by [69] in marketing
sector found that, relationship transpa-
rency (between vendor and customers)
is greatly associated with customers’ de-
cisions, and it increased repurchase and
customers’ satisfaction from vendors.
This information, which is made availa-
ble through transparency, aids consumer
decision-making, and a key underlying
assumption is that transparency encou-
rages compliance behaviour. The role of
flow of information as part of transparen-
cy in enhancing compliance is supported
by [70] who believed that information
flow can aid in demonstrating regulato-
ry compliance, allocating accountability,
assisting investigations, and boosting
transparency in general.

Regarding the influence of incom-
plete tax transparency on tax non-com-
pliance, Noked [71] discussed that li-
mited tax transparency is problematic,
although increasing tax transparency is
not the optimal, but can addresses tax
non-compliance. Capasso et al. [72] con-
firm that tax transparency and tax morale
have a positive link. This demonstrates
that citizens are more willing to pay tax
if they have a better understanding of
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the fiscal framework that they are sup-
porting. Also, the study implies that in
the availability of more information, dis-
plays incentives and participation may
enhance the implicit contract between
the government and taxpayers, namely
tax morale. According to [28], there are
substantial links between government
accountability, transparency, clarity, fis-
cal corruption reduction, and VIC. Spe-
cifically, they found that government’s
transparency individually or collective-
ly impacts VTC significantly. Likewise,
transparency, as a moderating factor,
was found to be a crucial moderator
in enhancing citizens’ satisfaction and
lowering corruption through its role in
the process, in which corruption dimi-
nishes satisfaction [73].

On the other hand, although trans-
parency has been found to have a major
influence on citizens’ reactions to author-
ities and on their degree of willingness,
an Indonesian study on individual tax-
payers working in service sector [74] re-
vealed that there is no link between tax
transparency and taxpayer voluntary
compliance. Nevertheless, the study ar-
gued that tax transparency has a positive
and considerable indirect influence on
VTC through trust, as people will trust
regulators’” motives if regulators acting
transparently, and they will willingly
acquiesce to their choices. In this regard,
the evidence by [75] on the effect of trans-
parency on trust towards citizens compli-
ance have supported and reinforced the
arguments made by the optimistic trans-
parency experts, where the survey results
stressing that transparency in public in-
stitutions is the solution to public mis-
trust in the authorities.

To determine the factors that influence
individual taxpayers’ compliance. A re-
view study by Kiow et al. [76] proposed
that the individual taxpayers’ behaviour
is determined by their ethical judgments,
which are further affected by government
transparency. Transparent environments
will boost taxpayers’ compliance beha-
viour by increasing their trust in public
authorities. Taxpayers are worried about
the government’s transparency in pro-
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viding information, particularly when
utilizing tax dollars. Inefficiency in the
public sector may be hampered by a lack
of transparency. On the other hand, the
review also found that increasing trans-
parency may lead to less rather than more
trust since it will be easier for taxpayers to
monitor authorities and they will be more
likely to blame authorities for little mis-
takes over time.

A review by [76] was supported by
the findings from a conceptual approach
to [77]. Transparency is vital to guaran-
tee the cooperative’s long-term viabili-
ty by providing relevant financial and
non-financial facts now and in the future.
Failure to communicate enough informa-
tion to members and other stakeholders
might lead to bad perceptions. Compli-
ance behaviour, on the other hand, can
be achieved by transparency in addition
to procedure monitoring and evaluation.
These conceptual consequences were fur-
ther corroborated through an empirical
examination from a very specific popula-
tion in Selangor state by [78], where the
results demonstrated that taxpayers are
more likely to pay taxes if they perceive
the government is more transparent in
its budget and doing better. Further, the
transparency in the public budget has
a significant role when accompanied with
tax knowledge and tax education amongst
taxpayers.

What should be mentioned here
along with the previous discussions are
regarding the role of transparency in
the connection between authorities and
taxpayers. The Malaysian Tax Act 1967
stated that, tax authorities is required to
provide services and information for tax-
payers, fairness, integrity, and advice or
assistance, which fall under the concept
of transparency and responsibilities of
tax authority [79]. On other side, since the
tax authority is responsible, the taxpayer
must bear the responsibility and must be
co-operative, honest, well mannered, and
behave with integrity and transparency.
Moreover, providing correct and reaso-
nable information to IRBM and assis-
tance in keeping the supporting docu-
ments [80; 81].
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4. Discussion and Suggestions
for Future Research

The main objective of this systematic
review sought to discover the current
state of the empirical and conceptual
studies on the identified three factors
(power, trust, transparency) in indivi-
dual tax compliance, then to give propo-
sitions for future research. The outcomes
of this review show that the bulk of stud-
ies do not make extensive use of theories
as a foundation for enhancing the field’s
credibility.

When theoretical views are used,
there is an over-reliance on [7]'s model
(Slippery Slope Framework), and there is
no indication of innovation in expanding
or embracing new theories. Based on the
review, this study proposes three theore-
tical perspectives that are highly advan-
tageous in the field of TC for individual
taxpayers: social influence theory, so-
cial identity theory and social exchange
theory as an integrative model. These
three theoretical viewpoints are especial-
ly well suited to the field of TC because
they primarily reflect the nature of indi-
vidual taxpayers, and they also empha-
size the importance of the interaction
between the external factors and indivi-
duals” attitudes.

This review admits that other theo-
ries such as reasoned action theory and
planned behaviour theory are corner-
stone of individual behaviour theories,
but they are repeatedly and commonly
utilized in current tax research. As a re-
sult, concentrating on theories sugges-
ted will fill the major gaps and make
a significant contribution to the field of
research. Further the current systematic
review uncovered the mass used of the
Slippery Slope Framework to empiri-
cal investigations in TC issue. Howe-
ver, the evidence on using the model in
the tax environment was inconclusive.
In our view, the Slippery Slope Frame-
work may not the first and most signi-
ficant with the TC context. Nonetheless,
the framework is valuable in serving
researchers to understand taxpayer’s
behaviours and practices.
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Overall, this systematic review em-
phasizes the importance of expanding
and deepening the theoretical framework
of research on individual taxpayer com-
pliance, particularly through integrated
models. Although this review has limited
the propositions to three theoretical view-
points, the specific theories that TC re-
searchers can use should be carefully cho-
sen to give support for specific research
issues. Theories constructs can provide
perspectives, and researchers can provide
new and unique findings, if they are ap-
propriately chosen.

We know from prior studies, the
government practices by tax policy are
important for taxpayers. Specifically, tax-
payers act because of their understanding
of these practices, ultimately their per-
sonalized understanding impacts their
tax decisions. This systematic review
reveals that taxpayers have motivated
understanding when there are transpa-
rent practices. Thus, we suggest that by
using mediating factors can provide use-
ful research insights in the relationships
between tax authorities and taxpayers.
However, there is still a dearth of re-
search in the tax transparency literature.
Despite the fact that taxes researchers
have showed an increased interest in re-
cent years on government’s transparency
and tax transparency with tax behaviour
[74; 76; 78], as far as we know, none of
them has looked at the theoretical nor
empirical connection of the “relationship
transparency” in TC domain. Hence, fur-
ther empirical research would contribute
to the knowledge on TC literature.

Moreover, the existing research were
quite biased due to evidence of sam-
pling and population. For instance, in se-
veral studies in particular experimental
method researchers tend to select stu-
dents as respondents who are not real
taxpayers, or academics and ignore oth-
er categories, so expanded research with
actual taxpayers as respondents is en-
couraged. In addition, the investigated
population of prior studies were very
specific through examining only a speci-
fic area of a country that would affect the
precise of results in general.
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Furthermore, in order to properly
comprehend concerns of TC, apart from
focusing on actual taxpayers and re-
searchers must also be more methodical
in terms of the sorts of taxpayer catego-
ries included in samples, as well as pre-
cisely classify taxpayers in order to ful-
ly comprehend how and why taxpayer
compliance is indeed important.

Regarding the Southeast Asia con-
text, the empirical findings of the exis-
ting studies may be beneficial somewhat
to tax authorities in Southeast Asia to
comprehend the ETC amongst taxpayers
and minimizing the tax gap. However,
they have contained some limitations
like lack of generalizability by using
non-random quota sampling method
which can resulted in high skewedness
and kurtosis of sample and also mostly
examined behavioural intention of stu-
dents who are not real taxpayers [20].
Further, the results showed no signifi-
cant effects [56].

Thus, more investigation is needed.
In addition, many TC studies have been
conducted in developed countries as
discussed previously, however [82] and
[43] argued that due to cultural, social,
and political differences, the outcomes
drawn from these studies may well not
be applicable for developing nations.
Moreover, different countries and in-
dividuals have different levels of com-
pliance [29; 82]. Furthermore, almost all
studies that have investigated the trust
variable in TC only tested respondents’
intention and utilising very small sam-
ple or group [25; 67].

Although these studies found that
trust in tax authority helps to explain
individual compliance behaviour, the
role of trust in tax authorities into TC in
developing countries particularly South-
east Asia context, has not been fully un-
derstood, thus this constitutes a path for
further research using data that are more
representative of the population.

To answer the research questions,
this study provided a systematic review
analysis. Three questions were reviewed
together for their theoretical and prac-
tical importance. Based on the analysis
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of the research factors, the study factors
are essential as an integrative model
which can shape tax compliance posi-
tively. These factors are related to the
external environment of individual,
such is the government policies, and tax
authorities” procedures. The two types
of tax compliance which are voluntary
tax compliance and enforced tax com-
pliance can be affected by the identified
factors that related to the compliance
behavior and characteristics. Thus, dif-
ferent factors may determine taxpayers’
attitudes which then impact taxpayers’
behavior.

5. Conclusion

To the best of our knowledge, this
systematic review is the first synthesis
of empirical studies exploring the three
factors in individual tax compliance
field employing a rigorous methodo-
logy. Primarily, the review of 66 arti-
cles proposes some progress towards
better understanding of tax compliance.
The economics factors in tax compliance
are a worthwhile approach of research.
However, there is a need to improve re-
search quality and create more effective
integration of models. The current review
illustrates the diversity of tax compliance
scenarios and research foci that have
been examined, as well as the attractive-
ness of tax behaviour as a research top-
ic. Prior studies relied on a limited set of
theories, but there is still plenty of room
for improvement that are uniquely ap-
plicable to tax context towards develop-
ing the existing knowledge. The current
review highlighted the importance of
mixed-methods and comprehensive sam-
ples in performing tax research. There are
serious flaws in the methodology used in
prior studies, and researchers must use
effective approaches that address tax
compliance issues.

Increasing the level of deterrents,
as previous studies have shown, leads
to inconclusive findings and would be
lowering tax attitudes and, therefore,
reducing tax compliance. As a result,
governments can adopt non-enforce-
ment techniques to improve taxpayers’
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willingness and, consequently, their tax
compliance. Hence, steps must be taken
to alter formal policies not just to mo-
dernize government and improve struc-
tural economic and social conditions,
but also to foster public trust. As a lack
of trust in authorities negatively impacts
tax compliance, thus, it is necessary to
take steps to create vertical trust within
tax system. This can be accomplished,
for instance, by providing the citizens
particularly taxpayers a sufficient in-
formation and enhancing the concept of
transparency between authorities and
taxpayer.

This systematic review was comple-
ted in a methodical manner, and it has
a variety of strengths and weaknesses.
This review included articles that were
either empirical or theoretical, allowing
us to cover the entire range of intellec-
tual activity on the subject. In analy-
sing the papers, we took a stringent ap-
proach. The articles were extensively
evaluated by the authors, ensuring that
the articles assessments were more ac-
curate. With regards to the limitations,
many of the studies included in the
analysis have defined and quantified tax
compliance activities in various ways,
which is one of the review’s weaknes-
ses. This study attempted to resolve these
issues, although of that in comparing
papers for the review, arguably we may
have lost some detail. However, we did
everything we could to evaluate what
we are able to control of the subjects.
Moreover, this study acknowledged the
limited contribution since our review of
economics factors was limited for only
three factors (power, trust, transpa-
rency) on tax compliance. However, the
three identified factors are the most in-
fluential and comprehensive in econo-
mics approach. This study included only
English publications, and only looked at
articles that had been published in elec-
tronic databases so the review may suf-
fer from some of the common systematic
review flaws, such as the omission of
significant studies and a constraint on
creativity and innovation due to the ap-
plication of rigorous criteria.
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