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Abstract

This article investigates the relationship between tax evasion and corruption, in order to determine
if there can be found a significant connection between the two, and in order to fest previous research
results that found tax evasion as being positively related to corruption. Moreover, the research
exanines if tax evasion conld be predicted based on data regarding corruption. To this extent,
theoretical hypothesis on how corruption influences tax evasion were developed and empirically
tested. The research was carried on a cross-country data for the 28 European Union’s Member
States for the period 2012 - 2017 and it used IBM SPSS' Statistics 20 in order to analyze and
interpret the results. The main finding is that corruption is statistically significantly related to tax
evasion and that such relationship is a positive one, as highly corrupt countries also register high
levels of tax evasion — as measured by the proxy values used. These findings could be of great use
Jor policymakers all around the world, as a policy against corruption could have major implications
on tax evasion and vice versa.
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1. Introduction

Traditionally, the threats, risks and vulnerabilities to the wellbeing
and security of the state are evaluated through military concepts, but the
current environment requires an extended approach, covering elements of
social, political and economical nature.

Corruption and tax evasion [1] are two distructive activities, which
often work hand in hand, sapping the states authority.

According to legal literature [14] tax evasion is ,,the logic result of
the inadvertencies and oversights of an imperfect legislation, of the
inefficient means of enforcement and of the lacunose regulations”. The
state’s lack of foresight when enacting laws is as culpable as those who
commit fraud.

One definition for tax evasion is breaking the law knowingly so that
one may obtain monetary benefits to the detriment of the general state
budget, usually through tax noncompliance [19].

No matter the definition, tax evasion represents, in fact, not fulfilling
ones fiscal obligations to the state. Manifesting itself in a limitless domain,
tax evasion is as varied as the taxes that are implemented.

It is generally undisputed that theoretically tax evasion has two main
forms of display: the legal form (tax avoidance) and the fraudulent/illicit one
51, [0], [11].

Settling the boundaries of this grey area is raising difficulties, but
defining lawful and illicit is useful because it enables propetly estimating and
ascertaining the causes of this phenomenon.

According to The World Bank, corruption reflects ,,the illegal use of
public resources with the aim of personal gain” [17]. On the same note,
Transparency International defines corruption ,,as the abuse of power in
otder to obtain private benefits” [20].

In our opinion, corruption can be defined as an illegal and immoral
use of power, connections and/or of collective ot public resources in order
to obtain for oneself or someone close undue advantages and/or monetary
benefits.

2. Problem Statement
Some previous studies conducted regarding the relationship between

tax evasion and corruption found that the latter increases the size of the
shadow economy — which is caused mainly by tax evasion.
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According to [22], corruption usually occurs alongside other major
financial crimes such as tax evasion, embezzelment, money laundering or tax
fraud.

Also, according to some authors [7] corruption and the shadow
economy —proxy measure for tax evasion — are complements only in the
countries that register low incomes.

Previous research [9] has also found that shadow economy and
corruption are substitutesand that variability in the latter increases shadow
economy.

Other studies (10) [10] show that tax evasion does not influence
corruption activities, while the budgetary repercussions of tax evasion induce
less corruption.

Moreover, other findings [13] suggests that at an international level,
tax compliance is related to bureaucracy (inverse relationship) and to the
successful control of corruption (positive relationship). Also, there is
suggestive evidence [2] that corruption (bribes) increase where there can be
found opportunities for tax evasion activities.Also, more corruption enables
the existence of more tax evasion, as some studies concluded [3].

Furthermore, some findings [12] suggest that the perception of
corruption is related to the motivation ofcompanies to engage in the
earnings’manipulation,especiallyfor those located in emerging countries.

This paper’s contribution to the current literature is the issuance of
new proofs on the relationship between tax evasion and corruption. By
taking a comprehensive theoretical and empirical approach, by using more
up-to-date data and information, this research extends on prior studies
which tested similar relationships.

3. Research Questions/Aims of the research

In the context described above, this study aims to answer the
following research question: Does corruption, as measured by the
corruption perception index influences tax evasion at country level? In order
to answer it, the following hypotheses will be tested:

e Hypothesis 1. There is aneither positive or a negative statistically
significant relationship between corruption and tax evasion.

e Hypothesis 2. Tax evasion could be predicted based on data
regarding corruption.
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4. Research Methods

The research methodology can be structured as follows:

e Determining the proxy measure for the level of tax evasion in the
European Union’s Member States (including United Kingdom): the VAT
Gap (BEuropean Commission).

As shown in a great number of works [4] , [15], [18] tax evasion is a
phenomenon whose measurment is especially difficult to be made, due to its
nature, as it cannot be directly observed. In this context, in this study, a
proxy measure is used instead of tax evasion (the VAT gap), as the indirect
taxes are considered to be the most significant component of the shadow
economy, together with unemployment [16].

e Determining the proxy measure for the level of corruption in the
European Union’s Member States (including United Kingdom): the
Corruption Perceptions Index(Transparency International).

In order to test the hypotheses the perceptions-based indices of
corruption from Transparency Intenational were used as mean values for the
period 2012 - 2017 for the analysed European Union Member States.

e Establishing the timespan of the research according to data
availability: 2012 — 2017,

e Retreiving the necessary data from the following sources:The
VAT Gap in the European Union’s Member States during 2012 — 2017 from
the European Commission [8]; The Corruption Perceptions Index in EU
Member States during 2012 — 2017 from Transparency International [21];

e Computing the mean for the VAT Gap and for the CPI for the

chosen time period, variables used in order to minimize measurment errors;

Table 1: The VAT Gap mean and CPI mean in European Union’s
Member States during 2012 — 2017.Source:own processing

No. Country VAT gap mean 2012 - 2017 CPI mean 2012 - 2017
1 Austria 8,62 72,67
2 Belgium 11,38 75,83
3 Bulgaria 17,95 41,67
4 | Croatia 3,78 48,50
5 | Cyprus 5,34 60,83
6 Czech Republic 16,60 52,67
7 | Denmark 10,05 90,33
8 Estonia 9,20 68,67
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9 Finland 6,41 88,67
10 | France 11,45 70,00
11 | Germany 10,75 79,83
12 | Greece 30,32 42,83
13 | Hungary 17,38 51,17
14 | Ireland 11,86 72,83
15 | Italy 27,20 44,83
16 | Latvia 18,53 54,50
17 | Lithuania 26,38 58,00
18 | Luxembourg 2,14 81,00
19 | Malta 15,44 55,83
20 | Netherlands 7,96 83,67
21 | Poland 2287 60,50
22 | Portugal 13,07 62,67
23 | Romania 37,39 45,33
24 | Slovakia 29,44 49,17
25 | Slovenia 7,40 59,67
26 | Spain 6,52 59,50
27 | Sweden 3,13 87,50
28 | United Kingdom 11,17 78,67

e Performing the linear regression analysis in IBM SPSS Statistics
20, setting as dependent variable the mean VAT gap for the period 2012 —
2017 — as a proxy measure for tax evasion and as independent variable the
data regarding the mean of the corruption perceptions index for each of the
EU Member States for the same time period;

e Interpreting and illustrating the results;

e Answering the research hypotheses.

5. Findings

In order to verify the type of relationship between tax evasion and
corruption, as well as to verify whether tax evasion could be predicted based
on data regarding corruption, the linear regression in IBM SPSS Statistics 20
was performed, setting as dependent variable the mean VAT gap as a
percentage of VAT Total Tax Liability for the analysed countries for the
period 2012 — 2017 — as a proxy measure for tax evasion and as independent
variable the data regarding the mean of the corruption perceptions index for
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each of the EU Member States for the same time period. The following
results were obtained:

Table2: Results of the linear regression analysis in IBM SPSS
Statistics, Source: own computation

Model Summary®
Ch Ch.) Statisti
Mod|p | R2 | Adjusted | ¢ p ange (Ch,) Statlstics T
el |77 value | R2 T R2Che | FCh(dfn | dR2 |08
1 | ,661* | ,437 415 6,9794156 A37 120,171 | 1 | 26 | ,000
a. Predictors: (Constant), CPI 2012 — 2017
b. Dependent Variable: VAT gap 2012 — 2017

According to Table 2, there is a high degree of correlation between
the two sets of data as the R-value is 0,661. Furthermore, the R2 wvalue
indicates that 43,70% of the total variation in the dependent variable (tax
evasion), can be explained by the independent variable (corruption
perceptions).

F? Linear = 0,437

40,0000

30,0000 A

20,0000

VAT gap 2012 - 2017

10,0000

oo T T T T T T T
40,0000 50,0000 60,0000 70,0000 80,0000 90,0000 100,0000

CPI 2012 - 2017

Figure 1.Results of the linear regression analysis in IBM SPSS
Statistics. Source: own computation
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As shown in Figure 1, on one hand, Luxemburg (2,14) and Sweden
(3,13) are the countries with the lowest levels of tax evasion, as measured by
the VAT gap mean for 2012 - 2017. As per the corruption perception index
mean for 2012 — 2017 Luxemburg registers 81 points and Sweden 87,50,
thus situating themselves among the countries with the lowest levels of
corruption also.

On the other hand, the highest levels of tax evasion are registered in
Romania (37,39) and Greece (30,32), countries that also register low values
for the corruption perceptions indexes mean for 2012 — 2017 (Romania —
45,33; Greece — 42,83), thus placing themselves among the most corrupt
countries from the dataset along with Bulgaria (41,67).

The lowest levels of corruption as measured by the corruption
perception index mean for 2012 — 2017 are registered in Denmark (90,33)
and Finland (88,67), countries with quite low levels of tax evasion also
(Denmark — 10,05; Finland — 6,41), as measured by the VAT gap mean.

6. Conclusions

In what concerns the tested research hypotheses, it can be concluded
that Hypothesis 1. There is an either positive or a negative statistically significant
relationship between corruption and tax evasion, was validated as tax evasion was
found as being positively related to corruption as highly corrupt countries
(Greece, Romania) also register high levels of tax evasion — as measured by
the proxy values, while clean countries (Finland, Sweden, Luxembourg)
register quite low levels of tax evasion.

However, inverse relationship between the analysed phenomena
were found as an exception in countries such as Croatia and Spain. In this
context, Croatia registered a very low VAT gap mean for 2012 — 2017 (thus
a low level of tax evasion) of 3,78, ranking itself in the third position from
the 28 countries and a very low level of the corruption perception index
mean for 2012 — 2017 (thus a high level of corruption) of 48,50, ranking
itself on the 24th position among the 28 analysed countries. Similarly, Spain
registered quite low levels of tax evasion (rank 6 — 6,52) and quite high levels
of corruption (rank 17 — 59,50).

Hypothesis 2. Tax evasion could be predicted based on data regarding corruption
was also validated through the research, as it was found that there is a
significant correlation between the two datasets and that 43,70% of the total
variation in the dependent variable (tax evasion), can be explained by the
independent variable (corruption perceptions index).
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Thus, corruption — as measured by the Corruption Perceptions
Index from Transparency Intenational was found to be statistically positively
related to and a significant determinant of tax evasion, as measured by the
proxy — VAT gap extracted from the FEuropean Commission’s Eurostat
database.

These findings could be of great use for policymakers all around the
world, as a policy against corruption could have major implications on tax
evasion and vice versa.
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