§ sciendo ,Central European Management Journal”
Vol. 28, No. 3/2020, p. 98126, ISSN: 2658-0845, e-ISSN: 2658-2430

© 2020 Authors. This is an open access article distributed under the Creative Commons BY 4.0 license
(https://creativecommons.org/licenses/by/4.0)

Reducing the Tax Burden in Ukraine: Changing Priorities
Tetiana Paientko!, Valeriy Oparin?

Submitted: 8.10.19. Accepted: 6.07.20

Abstract

Purpose: To determine the impact of changes in tax burden in Ukraine on the country’s economic
freedom.

Methodology: The study applies qualitative methods for historical analysis, periodization of reforms,
and classification of their key priorities and influences. Quantitative methods are applied to com-
pare tax burden (tax-to-GDP ratio) in Ukraine and OECD countries. The overall success and failure
of tax reforms was measured by the index of economic freedom, including its component, the index of
tax burden (fiscal freedom). The first hypothesis suggested that a reduction in tax burden positively
impacted the level of economic freedom in Ukraine; the second hypothesis stated that a reduction
in tax burden positively affected the fiscal freedom of Ukraine. Regressions in average tax burden
and the index of economic freedom, including the index of tax burden, were built in R software.

Findings: Regression analysis did not confirm the first hypothesis. The second hypothesis was con-
firmed. Reduced tax burden does not affect the level of economic freedom of Ukraine. This is explained
by the slow progress of institutional reforms in Ukraine. The reduction of tax burden has a signifi-
cant positive impact on the level of fiscal freedom.

Practical Implications: The results obtained have practical relevance for the elaboration of fiscal
policies in developing countries, in accordance with the country’s economic and political develop-
ment priorities.

Research Limitations/Implications: Future research will include a more in-depth comparative
analysis of tax reforms in Ukraine, focusing on the key taxes.
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Introduction

After gaining independence, Ukraine launched a series of tax reforms. An important
part of these reforms was the reduction of tax burden, which was initially seen as
a way to enhance economic growth and, at later stages, to curb the shadow economy
present in the country. The reforms involved changes in the number of taxes and
structure of the tax system, base, rates, administration, and other elements.

In Ukraine, scarcely a year has passed without some form of change in the tax law or
other related fields. Eventually, this lack of stability triggered a public discussion about
the need to freeze tax reform since it was hard for businesses to keep up with the
changes. Let us note that although such a measure was considered to be necessary
and even urgent, it was never implemented. In light of the above, questions arise as
to how adequate the goals and priorities of the Ukrainian tax reforms were, whether
they were really needed, whose interests they served, how efficient they were, and what
determined the change of priorities during reforms.

This article aims to determine the impact of changes in tax burden in Ukraine on the
economic freedom of the country. We propose the following hypotheses:

H1: The reduced tax burden in Ukraine has a positive impact on the level of
economic freedom of Ukraine.

H2: The reduced tax burden has a positive effect on the level of fiscal freedom
of Ukraine.

Quantitative and qualitative methods were used to test the hypotheses. Qualitative
methods are needed to assess institutional changes in taxation. Quantitative methods
were used to obtain quantitative indicators of tested variables impact on the result.

The article is structured in the following way. The introduction is followed by a lit-
erature review on tax reform practices in OECD countries and in Ukraine. In the third
section, we describe our research methodology and hypotheses. The fourth section
focuses on the evolution of taxation in Ukraine. The fifth section contains the results
of the research. The last section contains conclusions and prospects for further
research.
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Literature Review

The evolution of tax law can be considered from a variety of different approaches and
angles. The choice of approaches largely depends on the differences in the development
of national economies and, therefore, in the specific problems in the tax sphere that
certain countries need to address.

The fundamental contribution to the study of links between taxation and country
development was made by Tanzi (1997), who defines how budgetary policy and econo-
mic aggregates interact, and how economic indicators respond to fiscal policy.

Western economists mostly seek to identify the weaknesses in current taxation systems
and search for ways of solving existing problems. Let us note that the majority of tax re-
forms in developed countries are aimed at minimizing the negative impact of taxation
on key macro-indicators (see Gale and Samwick, 2014). This study shows that reduced
income tax burden can increase the productive capacity of businesses, which means
that fewer government subsidies will be required. The connection between taxation
and economic growth is discussed by McBride (2012). Joseph et al. (2015) highlight
the connection between policy choices regarding state revenues, and expenditures
and the impact of changes in taxation on economic growth, taking time lag into consi-
deration. Barrios et al. (2012) research the impact of taxation on decision-making in
international firms concerning the location of their foreign subsidiaries. Noteworthy,
problems of profit shifting to low-tax jurisdictions and the resulting tax base erosion
are widely discussed by international researchers, who describe the possible reforms
of tax systems that would allow states to tackle these problems more effectively.
Another related question concerns the influence of taxation on inequality and the tax
reforms needed to reduce inequality and its associated risks. For example, Agrawal
and Foremny (2018) analyze how tax rates influence the choices of location made by
high-income taxpayers. A similar question is raised in the study by Schmidheiny and
Slotwinski (2018). The impact of tax reforms on the international mobility of investors
is considered in the study of Akcigit, Baslandze, and Stantcheva (2016). Guvenen et al.
(2017) research the phenomenon of tax base erosion caused by offshore profit shifting.
Another question that attracts much scholarly attention is the impact of tax reforms
on economic growth (Barro et al., 2017; Furman and Jason, 2016) and macro-economic
equilibrium (Gale and Samwick, 2014).

The goals pursued by reformers in developed countries are often similar, although
there may be different reasons for initiating these reforms, such as the wish to main-
tain the macro-economic equilibrium when dealing with political pressures or the
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search for optimal taxation mechanisms to satisfy state and public fiscal needs. We
should keep in mind that in developed economies, reforms are implemented in a trans-
parent environment with low corruption levels and high degrees of government
accountability.

The latest publications focusing on Ukrainian reforms focus on specific aspects of
these reforms. Some studies consider the problem of taxation in the light of Ukraine’s
integration with the European Union; for example, Hrechko (2014), Nohinova (2014),
and Ilyashenko (2013). Another group of studies considers the anti-crisis aspect of tax
reforms: Melnik and Koschuk (2014), Turianskyi (2014). In comparison, Borzenkova
(2015), Paientko and Proskura (2016), Paientko and Oparin (2017) investigate the out-
comes of the reforms.

Although there is a vast amount of research literature on various aspects of tax reform,
little attention has been given to the dominant factors that determined the course of
the evolution of tax law in Ukraine. For example, tax reform in Ukraine is impeded
by the high level of corruption, low information transparency, and the lack of govern-
ment accountability (Fedosov and Paientko, 2017). These factors create resistance
among taxpayers and curb the reforms’ impact on the country’s economic performance.
Therefore, the results of the evolution of tax legislation in Ukraine are contradictory.

Methodology

The theoretical part of our study employs the historical and system methods. The his-
torical method is applied to propose a periodization of tax reforms in Ukraine. The
system method was used to describe the structure of changes in respective tax systems
at specific stages; together with the inference method, it also helped identify factors
and priorities of the tax reforms.

In the empirical part of the study, tax burden in Ukraine and their OECD counterparts
are compared, and the impact of the tax reform on Ukraine’s progress in the ranking
of economic freedom is evaluated. The calculations were made with the help of R soft-
ware. The databases for calculations were downloaded from the OECD (2019) and
World Bank (2019) official websites.

The first stage of the study conducted a statistical analysis of tax burden in OECD
countries. The main mission of the OECD is to contribute to the development of the
world economy, promote the economic growth of member countries, and increase
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their contribution to global economic growth and development, along with the develop-
ment of other countries outside of the organization. Thus, we may assume that tax
systems of OECD member countries are constructed in a way to ensure the balanced
development of economies. Due to the lack of data for Australia (no data for 2017) and
Japan (no data for 2017-2018), those countries were not included in the sample. The
sample covers the period from 1995 to 2018.

At the second stage, we constructed regressions of the mean tax burden (including
social security contributions) and the index of economic freedom (including the index
of fiscal freedom: tax burden). Tax burden (tax-to-GDP ratio) was used as an independent
variable since tax reforms in Ukraine prioritized its reduction.

In order to evaluate outcomes of tax reforms and conclude about their success or failure,
we should first examine the general state of Ukraine’s economy. The tax climate shapes
many indicators, including the dynamics of business development, investment activity,
and rates of economic growth. It is practically impossible to comprehensively analyze
the impact of tax law evolution within one study. At the same time, the analysis of
only one factor is not enough to gain a full and accurate picture. Therefore, we selected
an aggregate indicator for the purpose of research: the index of economic freedom.
According to Berggren (2003), the index of economic freedom “enables researchers to
carry out statistical analyses of the importance of economic freedom.” Many researchers
see the index of economic freedom as a measure of economic development, for exam-
ple, Carlsson and Lundstrém (2002), Doucouliagos and Ulubasoglu (2006). Scholars
also study the relationship between economic growth and taxation, for instance, Egger
and Winner (2004) and Furman (2016). Therefore, the indices of economic and fiscal
freedom can be indicators that characterize the results of changes in tax legislation.

The index of economic freedom and the index of fiscal freedom (tax burden) were
chosen as dependent variables. The index of economic freedom is an integral indicator
characterizing the level of economic freedom for business development in any given
country. To measure the level of economic freedom in a country, we should examine
not only certain characteristics of its tax system (tax burden and fiscal freedom) but
also the institutional characteristics such as property rights protection, freedom from
corruption, along with investment and financial freedom. Depending on their scores,
countries are assessed and divided into the following groups:

®m free countries, with index values between 80 and 100;
= mostly free, 70-79.9;
= moderately free, 60-69.9;
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= mostly unfree, 50-59.9; and
= repressed, 0-49.9.

The index of tax burden characterizes the degree of tax system’s impact on the ease
of doing business in a specific country. The values of this index may vary from zero
and 100. The higher the index, the more attractive the country is for business.

According to Carlsson and Lundstréom (2002), draw attention to the fact that most
studies on the relationship between economic freedom and GDP growth have shown
a positive relationship. However, an important problem in this area is the identification
of measures that the governments use to achieve or sustain economic freedom. The
index is aggregated, so it is difficult to identify individual political or economic instru-
ments. Similar ideas appear in Gehring (2012), Rode and Coll (2012), and others. This
means that the index of economic freedom is an adequate indicator of the description
of the economic development of a country.

According to Berggren (2003) assert that economic freedom can be an explanation for
economic growth and income distribution. That is why the index of economic freedom
can be an independent variable in econometric models. At the same time, it should
be considered that economic freedom is also influenced by other factors such as
democracy, political freedom and wealth; in this case, the index of economic freedom
is a dependent variable. Since changes in taxation affect business activity, economic
wealth, poverty, and other factors, the tax-to-GDP ratio can be used as an independent
variable and the index of economic freedom as a dependent variable.

Fiscal freedom is a measure of tax burden imposed by a government. It includes margi-
nal direct tax rates, and overall taxes, including all forms of direct and indirect taxation
at all levels of government as a percentage of GDP. Thus, fiscal freedom is composed
of three quantitative factors:

® top marginal tax rate on individual income;
= top marginal tax rate on corporate income; and
= total tax burden as a percentage of GDP.

In scoring fiscal freedom, each of these numerical variables is weighted equally as one-
-third (Index of Economic Freedom, 2019).

The index of fiscal freedom shows tax burden and reflects institutional changes in
taxation. Thus, the analysis of taxation’s impact (tax-to-GDP ratio) on fiscal freedom
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allows us to better understand whether tax reforms agree with the institutional environ-
ment of the country.

The Evolution of Taxation in Ukraine

A brief historical overview of taxation in Ukraine is necessary in order to gain a better
understanding of the problems Ukrainian reformers sought to address. Originally,
Ukrainian tax legislation had a two-level structure: there was the General Law on the
Taxation System and laws for specific taxes such as VAT, corporate income tax, or
personal income tax. The General Law on the Taxation System (revised in 1991, 1994,
and 1997) determined the structure of tax system and defined the general principles
of taxation. Since 2011, tax legislation has been codified. In 2015, the Tax Code was
substantially amended.

In general, Ukrainian taxation reforms can be classified into four stages. At the initial
stage in the development of the country’s tax system (1991-1997), the key priority was
to establish a tax system able to ensure stable budget revenues. At this stage, the fiscal
function prevailed in government thinking, although some steps were taken to reduce
tax burden. Rates were reduced for key taxes: first, the VAT rate was lowered from
28% to 20% in 1995, which was a bold decision considering the level of budget deficit
at that time. Let us note that there was an attempt to set the VAT rate at 20% in 1993, but
it proved too hard to retain the rate at this level, so it had to be raised after only four
and a half months.

At the same time, the rates of business taxes were lowered. Initially, the corporate
income tax rate on net profit was set at 35%. In 1992-1994, the system of business
taxation changed several times: income tax (the sum of commercial profit and wage
fund minus gross income) had a rate of 18%; in 1994, it was raised to 229; later, this
tax was replaced by a corporate income tax of 30%. Finally, the government decided to
set the tax rate on corporate profits at 30%.

Furthermore, personal income taxation also underwent significant changes. At first,
there was a “citizen income tax” but, later, it was renamed into “tax on the income of
individuals;” tax rates and mechanisms of taxation were also adjusted multiple times.
The situation was particularly volatile in the early 1990s. Until 2003, Ukraine had a pro-
gressive tax scale, which changed three times.
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The second stage (1997-2000) involved the development of tax regulation and harmo-
nization of main taxes with international norms. In 1997, the principles of VAT and
corporate income tax collection were revised, and the principles of VAT collection
were harmonized with those of western countries. As for corporate income tax, the
reform resulted in the separation of bookkeeping from tax accounting, and profit
started to be calculated differently from the way profit is calculated in bookkeeping,
which resulted in an unmanageable situation, since corrected. The introduction of
a simplified taxation system for small businesses — which stimulated entrepreneurship
and self-employment — was one of the positive aspects of tax regulation in this period.

At the third stage of the reforms (2000-2010), policymakers sought the right balance
between the fiscal and regulating function of taxes; for example, excessive VAT benefits
and corporate income tax benefits were liquidated. In the same period, the progressive
personal income tax scheme was replaced by a proportional scheme. From 2004 to 2007,
the proportional tax rate in Ukraine was 13%, but in 2007 it was raised to 15%. One
of the most significant results of the reforms in this period was the adoption of the law
“On the Procedure for Payment of Taxpayers’ Liabilities to Budgets and State Purposed
Funds” of 21 December 2000 No. 2181. This law systematized approaches to tax liabi-
lity settlement and to the application of penalties for violating tax legislation. Principles
of penalizing taxpayers changed considerably; moreover, the grounds for imposing
penalties were expanded, and the size of penalties became dependent on the type of
tax check and the kind of violation.

The fourth stage (from 2011 to date) involved the codification of tax legislation, the
simplification of the tax system, and its further harmonization with EU legislation.
The search for ways to further reduce tax burden continues.

The modern Ukrainian tax system consists of five central government taxes, two local
taxes, and two local fees. Central government taxes include corporate income tax,
personal income tax, value-added tax, excise tax, ecological tax, and fees (Table 1).

Local taxes include property taxes and a unified tax. Property tax is levied on real
estate, land, and cars. The unified tax is paid by small businesses. Local fees consist of
parking and tourist fees. Local taxes do not have significant fiscal effectiveness.

To provide state pension insurance, employers pay a unified social security contribu-
tion. The unified social security contribution is not included in the tax system. This
payment is regulated by a separate law.
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Table 1. Central Government Taxes in Ukraine

Tax Tax rates The object of taxation

Profit, which is calculated based on accounting data

_Corporate 18 and adjusted for tax differences. Main tax differences are

income tax S L . . .
related to depreciation, provisions, and financial transactions.

_Personal 18 Gross personal income from all sources.

income tax

Value added LI e e sl il Goods delivery, providing services, and conducting work.

tax 7% IS the rate for VAT is levied using the same methodology as in EU countries.
medical goods

Excise tax Fixed and ad valorem Excisable goods are alcohol and tobacco products, cars, and fuel.

Ecological Differentiated rates The amount of emission of harmful substances or disposed
tax waste.
The use of land for the extraction of minerals, the use of subsoil
Fees for purposes other than mining, the use of Ukrainian radio
. . frequency resources, the special use of water, the special use
(rent Differentiated rates £ for th ion of oil
payments) of forest resources, rent payment for the transportation of oi

and oil products by oil pipelines, the transit of ammonia
by pipelines through Ukrainian territory.

Source: own elaboration.

Instability in Ukrainian tax legislation can be explained by many factors. One of the
key factors was that the country lacked the necessary experience required for the for-
mation of statehood attributes, in particular a tax system. Presently, the structure of
tax systems in different countries is approximately the same, which is particularly
true for the range of taxes and mechanisms of taxation in EU countries. Therefore, as
a newly independent and inexperienced country, Ukraine could benefit from the
experience of developed countries. However, some adjustments had to be made regard-
ing the country’s peculiar needs and specificities in order to build an efficient, reliable,
and stable tax system. Even though tax systems of different countries share the same
principles, no two systems are identical. Therefore, it would have been unreasonable to
expect the newly emerging Ukrainian tax system to be free of issues at the beginning.

Subjective factors included the low quality of draft laws and their ill-advised adoption.
For example, the draft Tax Code was first presented for adoption to Ukraine’s parlia-
ment (Verkhovna Rada) in 2000 and subsequently mired in an approval process last-
ing until 2010, when the government was forced to rush through a third version of
the law. According to Oparin and Paientko (2017), each new Ukrainian government
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—including the current one — instituted its own tax reforms, which invites the suppo-
sition that the government’s prime concern is not about tax efficiency or the quality
of tax legislation but lobbying for self-interests of the legislators.

Research Results

Comparative Analysis of Tax Burden in Ukraine and OECD Countries

General Characteristic

A high tax burden is generally considered to have been one of the major drawbacks
of the Ukrainian tax system throughout its development. Therefore, the first question
needed to be answered here is whether tax burden in Ukraine is indeed high or not.
There is a widely shared misconception held by Ukrainian citizens about the excessive
number of taxes in Ukraine. However, each round of tax reforms in this country included
eliminating some of the taxes, when the Tax Code was adopted or amended. As a rule,
these were the taxes of secondary importance or those that produced little revenue.
A really important matter was the cancelation of contributions to different special
budget funds, in particular those that created a substantial tax burden such as the
Fund for the Liquidation of Chernobyl Disaster Consequences, the Social Security
Fund, the State Innovation Fund, and the Fund for Road Construction and Repair.
Such funds were created in large numbers in the first year of Ukraine’s independence.
Expenditures financed from these funds were included in various lines of government
expenditures. In other words, programs financed from these funds continue to receive
financing, although the targeted charges for their financing have been canceled. Cur-
rently, the most significant one remaining is the contribution to the Fund of Social
Security of the Disabled, paid as a penalty if disabled people are not employed by
a company of a certain size.

The level of tax burden is measured as a percentage of GDP and by comparing tax
rates for key taxes. Since the question about whether to include social contributions
into tax burden or not remains open, we compare tax burden (as a ratio of tax revenues
to GDP) in Ukraine and OECD countries (see Table 2, Figure 1). For Ukraine, we con-
sider the period starting from 2004, which is when the necessary information was
first made publicly accessible.

The graph in Figure 1 shows that the share of tax revenues in GDP was the smallest
in 2004 and the highest in 2012. Revenues from the entire general government sector
were included in calculations. The mean value in the given period is 36.35%. Public
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sector indicators are also included in the calculations, as public entities also pay taxes
on a general basis. As can be seen from graphs in Figure 1, the share of tax revenues
in GDP in Ukraine is constantly changing, which is partly due to changes in tax legis-
lation. In 2011, the Tax Code came into force, as a result of which some taxes were
removed, and the corporate income tax rate was reduced. In 2011-2014, the corporate
tax rate was reduced from 25% to 18%. Furthermore, in 2011, a unified social contri-
bution was introduced in Ukraine, which combined contributions to four funds:
Pension Fund, Social Insurance Fund for Temporary Disability, Social Insurance Fund
for Unemployment, and Social Insurance Fund for Work-Related Accidents. Therefore,
from 2011 to 2014, there is a decrease in the share of tax revenue in GDP in Ukraine.

Figure 1. The share of tax revenues in the GDP of Ukraine in 2004—2018, in %

45,00

38,9139,29 38 35 37,51 5 o 38,07 38,05

40,00 36,02 5,96

37,35 36 34 36,77

34,03 35,47 34,93

35,00 +

27,26 28,21 28,04 26,93

30,00

24,94 2587 24,87 25,80 25,72 25,56

25,00 121,86
20,00 o

15,00 T T T T T T T T T T T T T T 1
2004 2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018

=== Tax revenue in Ukraine (social contributions are included), % GDP

Tax revenue in Ukraine (social contributions are not included), % GDP

Source: own elaboration of World Bank data.

Excluding social insurance contributions from 2014, the increase in the share of tax
revenue is due to the introduction of a military charge, the introduction of an additional
VAT rate of 7% on medical goods, and the introduction of electronic VAT administra-
tion. Table 2 shows results of the statistical analysis of tax burden in OECD countries.

We see above that Ukraine has no abnormal deviations from the global trend concern-
ing tax burden: in the given period, its tax burden remained within the range of
21.86-32.06% in the net of social security contributions and 29.75-39.29% including
social security contributions. The tax burden in Ukraine is below average among
OECD countries and is at approximately the same level as that of the Czech Republic,
Germany, Iceland, the Netherlands, Poland, Portugal, and the Slovak Republic. There-
fore, the opinion that tax burden in Ukraine is high appears ungrounded. Thus,
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Ukraine can be described as a country with a medium level of tax burden. The tax
burden of key taxes is analyzed below.

Table 2. Descriptive statistics on tax revenues in OECD countries in 1995—2018,
in % of GDP, by country

Year
Austria
Belgium
Canada

Chile

the Czech Republic

Denmark
Estonia
Finland
France
Germany
Greece
Hungary
Iceland
Ireland

Israel

Italy

Korea

Latvia
Lithuania
Luxembourg
Mexico

the Netherlands
New Zealand
Norway

Poland

mean

42.076
43.569
33.056
19.784
33.571
46.247
32.347
43.170
43.523
35.654
32.741
38.070
36.097
28.470
32.931
41.305
22.873
28.861
29.298
32.067
12.511
36.243
32.613
41.047
33.404

sd

0.991
0.788
1.605
1.310
0.795
1.028
1.596
1.472
1.297
1.059
3.014
1.115
4.220
2.652
1.823
1.532
2.278
1.065
1.662
1.018
1.765
1.110
1.705
1.420
1.638

min

40.408
42.370
30.875
17.334
32.283
44.756
29.969
40.788
41.528
33.860
27.890
36.250
31.187
22.837
29.834
38.583
19.118
27.466
26.966
34.850
9.912
34.804
30.055
38.228
31.199

ql

41.195
43.081
31.791
18.943
33.177
45.547
31.192
42.073
42.409
34.948
30.803
37.313
33.998
27.358
31.221
40.165
21.620
27.950
27.965
36.502
11.511
35.515
31.572
40.024
32.010

median

42.233
43.451
32.766
19.591
33.454
46.189
31.667
43.333
43.334
35.574
31.982
37.950
35.592
28.458
33.331
41.668
23.391
28.646
29.203
37.325
12.467
36.047
32.313
41.850
32.940

q3
42.704
44.083
34.473
20.554
34.224
46.720
33.519
44.138
44.304
36.316
34.901
38.828
37.142
30.796
34.308
42.228
24.617
29.470
30.152
37.632
12.803
37.027
33.816
42.059
34.383

max

43.886
45.106
35.912
22.710
34.893
48.531
36.033
45.820
46.231
37.544
39.386
40.776
51.595
32.268
35.421
44.050
26.900
31.222
32.758
38.654
16.634
38.752
36.058
42.831
36.617

QD
1.509
1.062
2.682
1.611
1.047
1.172
2.327
2.064
1.895
1.368
4.098
1.514
3.144
3.437
3.087
2.063
2.998
1.520
2.187
1.130
1.293
1.512
2.245
2.035
2.373
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Portugal 31601 1658 29.278 30.290 31.247 30.073 34.708 1.783
the Slovak Republic  32.185  3.222  28.075 29.258 32.179 33.263 39.562 4.005
Slovenia 36.878 0.611 36.021 36.406 36.822 37.263 38.360 0.857
Spain 32944 1538 29.708 32.014 33.077 33.593 36.358 1.579
Sweden 45269 2111 42506 43.588 45.174 46.724 48.984  3.136
Switzerland 26.819 0.685 25519 26.507 26.882 27.016 28.456 0.509
Turkey 23.368 2382 16390 23.104 23.592 25.017 25899 1914

the United Kingdom 31.966  1.105  29.311 31.504 32.283 32.705 33.258 1.201

the United States

) 25919 1.464 23.017 24782 25975 27.049 28.202 2.266
of America

Source: own elaboration of OECD data.

Corporate Income Tax

The tax-to-GDP ratios for key taxes in Ukraine are also far from the highest. For instance,
the corporate income tax-to-GDP ratio is even lower than in many OECD countries
(see Table 3).

The corporate income tax-to-GDP ratio in Ukraine is lower than in Chile, Canada, Bel-
gium, New Zealand, and Norway. Since 2015, the corporate income tax-to-GDP ratio
in Ukraine has been lower than the mean corporate income tax-to-GDP ratio in OECD.
It should be noted that the Ukrainian government has been continuously declaring
that the stimulation of business and attraction of investment are its top priorities,
although no significant reduction in profit tax rates ever ensued. The corporate income
tax rate was reduced very slowly and, therefore, had no visible effect either on taxpayers
or the country in general.

Effective corporate income tax rates in all OECD countries are lower than nominal due
to tax benefits and preferences applied for certain transactions. In the majority of these
countries, both nominal and effective corporate income tax rates are higher than in
Ukraine, which clearly disproves the common misconception about the high level of
corporate taxation in Ukraine. In some countries, such as Ireland, Switzerland, and
Germany, the corporate income tax rates are lower than in Ukraine, but the fiscal signi-
ficance of this tax is higher, which can be related to the mechanisms of providing tax
preferences or the level of shadow economy. In these countries, this level on average does
not exceed 20%, while in Ukraine, according to the Ministry of Economic Development
and Trade, in the first quarter of 2017, the level of shadow economy reached 37%

DOI: 10.7206/cem;).2658-0845.28 Vol. 28, No. 3/2020



Reducing the Tax Burden in Ukraine: Changing Priorities CEMJ 111

(Shadow Economy in Ukraine, 2019). This indicator is even higher if we look at World
Bank estimates, which show that in the last five years, the level of shadow economy in
Ukraine has been hovering at around 50-60%. Due to tax evasion, this level has a nega-
tive impact on the fiscal efficiency of taxes.

Table 3. Corporate income tax-to-GDP ratio in OECD countries and Ukraine in 2010—2018, in %

Country 2010 2011 2012 2013 2014 2015 2016 2017 2018
Austria 1.9 2.0 2.0 2.2 2.1 2.2 2.4 2.5 2.7
Belgium 2.5 2.8 3.0 3.1 3.1 3.3 3.4 41 4.4
Canada 3.2 3.2 3.2 3.3 3.3 3.4 3.7 3.7 3.7
Chile 4.0 4.9 5.8 4.4 4.2 4.3 4.2 43 4.7
the Czech Republic 3.2 3.2 3.3 3.4 3.5 3.6 3.7 3.7 3.5
Denmark 2.3 2.2 2.6 2.8 2.8 2.8 2.8 3.3 29
Estonia 1.3 1.2 14 1.7 1.7 2.1 1.7 1.5 2.0
Finland 2.4 2.6 2.1 2.4 1.9 2.2 2.2 2.7 2.6
France 2.3 2.6 2.6 2.6 2.3 2.1 2.0 2.3 21
Germany 1.5 1.7 1.7 1.8 1.7 1.7 2.0 2.0 2.1
Greece 2.5 2.1 1.1 1.1 1.9 2.1 2.5 1.9 1.9
Hungary 1.2 1.2 13 1.4 1.6 1.8 2.3 2.1 1.2
Iceland 0.9 1.7 1.8 2.1 3.2 2.3 2.5 3.1 2.5
Ireland 2.4 2.2 2.3 2.4 2.4 2.6 2.7 2.8 3.2
Israel 2.6 3.0 2.7 3.5 3.2 3.0 3.1 3.3 3.2
Italy 2.3 2.2 2.4 2.6 2.2 2.0 2.1 2.1 1.9
Korea 3.2 3.7 3.7 3.4 3.2 3.3 3.6 3.8 4.5
Latvia 1.0 1.4 1.6 1.6 1.5 1.6 1.7 1.6 1.0
Lithuania 1.0 0.8 1.3 1.4 1.4 1.5 1.6 1.5 L5
Luxembourg 5.8 5.0 5.1 4.8 4.3 4.5 4.6 5.2 59
Mexico 1.8 2.1 1.8 2.4 2.5 3.2 3.5 3.5 3.4
the Netherlands 2.3 2.2 2.1 2.2 2.5 2.7 3.3 3.3 3.3
New Zealand 3.7 3.9 4.5 4.4 4.2 4.4 49 4.7 5.1
Norway 9.9 10.8 10.3 8.2 6.6 4.5 4.0 49 6.0
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Poland 1.9 2.0 2.1 1.8 1.7 1.8 1.8 1.9 2.1
Portugal 2.7 3.1 2.7 3.3 2.8 3.1 3.0 3.2 3.4
the Slovak Republic 2.5 2.4 2.4 2.9 3.3 3.7 3.5 3.4 3.2
Slovenia 1.8 1.7 1.2 1.2 1.4 1.5 1.6 1.8 1.9
Spain 1.9 1.9 2.2 2.1 2.1 2.4 2.3 2.3 2.5
Sweden 3.3 3.1 2.6 2.6 2.7 2.9 2.7 2.8 3.0
Switzerland 2.7 2.8 2.8 2.8 2.8 3.0 3.1 3.1 3.0
Turkey 1.8 1.9 1.8 1.6 1.6 1.4 1.6 1.7 2.1

the United Kingdom 2.9 2.8 2.7 2.6 2.5 2.4 2.7 2.8 29

the United States 1 15 20 21 23 21 20 17 11

of America
Sample Mean 2.61 2.71 2.71 2.70 2.66 2.69 2.80 2.90 2.96
Ukraine 373 418 3.96 3.78 2.57 1.97 2.54 248 2.52

Source: own elaboration of OECD and World Bank data.

As for corporate income tax, its rate was gradually lowered, and in 2005-2010 the tax
rate was 25%. In accordance with the Tax Code of 2010, the tax rate was planned to
be lowered to 23% in 2011; to 21% in 2012; to 19% in 2013; and to 16% in 2014. These
plans were never fully implemented and, at the moment, the corporate income tax rate
remains at 18%. Thus, since Ukraine became an independent state, the tax rate was
almost halved. Compared with other countries, this rate is generally on a par with
that of other post-communist countries, but significantly lower than that of developed
countries.

In addition to the above, tax burden was also lowered due to changes in corporate
income taxation. Since 2015, taxable income is defined as the financial result calcu-
lated according to national accounting standards and international financial reporting
standards, which depend on local application. Thus, financial results calculated with
the above method are further adjusted for tax differences defined in the Tax Code of
Ukraine. The main tax differences are those related to the depreciation of non-current
assets, financing transactions, and provisions for incurred and probable expenses. This
approach does not contradict existing international practice but, on the contrary, is
methodologically close to the international practice. However, in Ukraine, this change
caused creates a conflict between taxpayers and tax authorities. What in fact happened
is that, since 1997, tax accounting prevailed over bookkeeping, which remained relevant
only for the companies subject to mandatory audits and, thus, required to publish
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their financial reports, such as issuers of securities, financial institutions, and public
joint-stock companies. In OECD countries continue corporate tax rate cuts, led by coun-
tries with high tax rates. EU and OECD countries are working on the implementation
of BEPS rules, which stands for base erosion and profit shifting (Tax Policy Reforms,
2019; Taxation trends in EU, 2019).

Personal Income Tax

Personal income tax can be considered less harmonized than the corporate income
tax. Since 2007, the rate of Ukraine’s personal income tax was 15% and, in 2011,
a second rate of 17% was introduced for higher-income individuals. In 2016, a single
rate of 18% was instituted. At the same time, the unified social security contribution
was canceled for employees. Such instability in tax law may signify a lack of clear
strategic and tactical vision behind the tax reforms. We also notice a perceptible lack
of agreement among policymakers as to what direction reform should take; for example,
high-income groups now enjoy a proportionally lower level of taxation, while disad-
vantaged groups, on the contrary, are struggling with higher taxation levels. In com-
parison with other countries, Ukraine has the lowest level of personal income tax in
the world. Most countries have fixed progressive tax schedules. In Western Europe,
tax burden on personal income is reduced considerably through tax deductions and tax
rebates. First, in almost all countries, there is a tax-exempt minimum income, which
either equals or slightly exceeds the minimum wage. In Ukraine, only a limited num-
ber of people can take advantage of the full scope of tax benefits.

Second, western states strive to promote self-employment and, therefore, offer self-em-
ployed citizens an opportunity to deduct their home office expenses and expenses of
operating their personal vehicles for business against their self-employment income,
thereby reducing their income tax. To claim self-employed tax benefits, citizens do
not have to be registered as entrepreneurs. However, there is no such option in Ukraine.

The current practice of personal income taxation in Ukraine is inconsistent with the
government’s intention to stimulate the development of non-state pension schemes.
The only incentive available in Ukraine is the right to claim tax deduction and, even
in this case, there is a limit on the amount of pension contributions for which one
might obtain a tax deduction. In many EU countries — like Germany, France, and the
UK - governments stimulate contributions to private pension plans by incentivizing
the employer and the insured. For instance, in the progressive income tax system,
individuals are entitled to a higher tax threshold or to tax deduction on their pension
contributions. In OECD countries, small cuts in personal income taxes for low — and
middle-income earners were implemented (Tax Policy Reforms, 2019; Taxation trends
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in EU, 2019). Unfortunately, this concept is absent in Ukraine. The personal income
tax-to-GDP ratio in OECD countries and in Ukraine are presented in Table 4.

Table 4. Personal income tax-to-GDP ratio in OECD countries and Ukraine in 2010—2018,

in %

Country

Austria
Belgium
Canada
Chile

the Czech Republic
Denmark
Estonia
Finland
France
Germany
Greece
Hungary
Iceland
Ireland
Israel

Italy

Japan

Korea
Latvia
Lithuania
Luxembourg
Mexico

the Netherlands
New Zealand

Norway

2010

9.2
12.0
10.9

1.3

3.3
23.2

5.3
12.0

7.2

8.5

4.0

6.5
11.8

8.1

5.5
11.3

4.9

3.3

6.2

3.6

79

2.3

17
11.4

9.9

2011

9.2
12.2
111

1.4

3.5
23.2

5.1
12.3

14

8.8

4.8

5.0
12.5

8.5

5.5
11.0

5.1

3.5

5.6

3.5

8.2

2.4

74
10.8

9.7

2012

9.5
12.3
114

L5

3.6
23.3

5.2
12.5

8.0

9.4

7.0

5.6
12.7

8.9

5.4
11.6

5.2

3.7

5.7

3.5

8.4

2.5

6.9
11.7

9.7

2013

9.7
12.9
11.3

1.4

3.7
25.0

5.4
12.8

8.4

9.6

6.0

5.3
13.2

9.0

5.4
11.6

5.5

3.7

5.8

3.6

8.7

2.6

6.8
11.2

919

2014

10.0
13.0
114
1.4
3.6
26.2
5.7
13.4
8.5
9.6
5.8
5.2
13.0
9.1
5.7
11.2
5.7
4.0
519
3.6
8.7
2.9
6.9
11.7
9.8

2015

10.3
12.6
12.1
2.0
3.6
25.3
5.7
13.3
8.5
9.8
5.7
5.3
13.0
7.3
6.1
11.2
5.8
4.3
5.9
3.8
9.1
3.3
7.6
11.8
10.8

2016

9.1
12.1
11.9

1.8

3.8
243

5.8
13.0

8.6

9.9

5.9

5.2
13.5

7.4

6.2
10.9

5.7

46

6.3

4.0

9.4

3.4

7.1
11.7
10.7

2017 2018
9.1 9.4
12.1 12.1
11.7 12.0
1.9 1.4
4.0 43
24.2 24.4
5.7 5.5
12.6 12.3
8.6 9.5
10.2 10.4
6.2 =
5.4 5.2
143 14.5
7.0 7.0
6.7 6.4
10.8 10.8
5.9 6.0
4.8 5.2
6.6 5.9
3.9 4.1
9.1 0.8
3.4 3.4
8.3 8.0
12.1 12.1
10.3 9.9
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Poland 4.4 43 4.5 4.5 4.6 47 4.8 5.0 5.3
Portugal 5.4 6.0 5.8 1.7 1.7 7.3 6.8 6.5 6.6
the Slovak Republic 2.6 2.8 2.9 2.9 3.0 3.1 3.3 3.4 3.6
Slovenia 5.6 5.6 5.7 5.1 5.1 5.1 5.2 5.1 5.3
Spain 6.8 7.1 7.4 73 7.6 7.2 7.1 7.3 7.6
Sweden 12.0 11.7 11.9 12.2 12.2 12.5 13.2 13.3 12.7
Switzerland 8.5 8.4 8.5 8.4 8.3 8.6 8.6 8.6 8.5
Turkey 3.5 3.5 3.6 3.5 3.6 3.7 3.7 3.6 3.8

the United Kingdom 9.3 9.3 8.9 8.9 8.7 8.9 9.0 9.1 9.1
the United States 8.2 9.3 9.2 919 10.1 10.6 10.4 10.4 9.9
OECD Average 1.6 1.7 7.9 8.0 8.2 8.3 8.2 8.3 8.3
Ukraine 47 4.6 4.7 4.7 47 5.0 5.8 6.2 6.4

Source: own elaboration of OECD and World Bank data.

The last step towards the reduction of tax burden in Ukraine was cutting the rate of
the unified social contribution for enterprises. While it previously varied between
36.76% to 49.7% of the salary budget, depending on the occupational hazard class, in
2016 the rate was reduced by more than half, to 22%. Much had been said about the
need for such a measure long before it was introduced, one of the arguments being
the experience of developed countries, where the average rate of social security contri-
butions is 18-20%. Nevertheless, such comparisons are flawed, since most of the
countries where this rate is applied have funded pension systems, while Ukraine has
a PAYG (Pay-as-you-go or PAYE - pay-as-you-earn) system. As Oparin and Paientko
(2017) indicate, it is more effective to combine lowering of the unified social tax rate
with a more radical reform of the pension system which, unlike the one of 2017, is
more likely to lead to fundamental improvements. Furthermore, many taxpayers had
to face a significant expansion of the tax base through the unified social tax, which
included most of compensation payments such as compensation for rent payments.

Value Added Tax

The dynamics of VAT burden and its reform trends are different from those described
above (see Table 5).
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VAT-to-GDP ratio in OECD countries and Ukraine in 2010—2018, in %

Country 2010 2011 2012 2013 2014 2015 2016 2017 2018

Austria 7.7 7.6 7.7 1.7 7.6 7.6 1.7 1.7 7.6
Belgium 6.9 6.9 6.9 6.9 6.9 6.7 6.8 6.8 6.9
Canada 4.2 4.2 4.3 4.1 4.1 4.4 4.5 4.5 4.5
Chile 7.5 7.8 8.0 8.1 8.2 8.3 8.3 8.4 8.5
Czech Republic 6.6 6.9 7.0 7.4 7.4 7.3 7.4 1.7 1.7
Denmark 9.4 9.5 9.5 9.2 9.2 9.2 9.4 9.5 9.7
Estonia 8.5 8.2 8.4 8.2 85 9.1 9.1 9.1 9.1
Finland 8.3 8.8 9.0 9.3 9.2 9.0 9.1 9.1 9.2
France 6.8 6.8 6.8 6.8 6.9 6.9 6.9 7.0 7.2
Germany 7.0 7.0 7.0 7.0 6.9 7.0 6.9 6.9 7.0
Greece 7.1 7.3 7.2 7.0 71 7.3 8.1 8.1 8.1
Hungary 8.5 8.4 9.1 8.9 9.2 9.6 9.3 9.5 9.3
Iceland 7.3 7.5 7.8 7.6 7.8 8.0 8.2 89 8.3
Ireland 6.0 5.7 5.8 5.8 5.9 4.5 4.7 4.4 4.4
Israel 7.5 7.5 7.3 1.7 7.9 7.8 7.5 7.4 7.6
Italy 6.1 6.0 6.0 5.9 6.0 6.1 6.1 6.2 6.2
Korea 4.1 4.1 4.3 4.1 4.2 3.8 4.2 4.3 4.3
Latvia 6.7 6.8 1.2 7.4 7.6 1.7 8.1 8.0 83
Lithuania 1.7 7.8 7.5 7.5 7.5 17 7.8 7.8 7.8
Luxembourg 6.4 6.6 7.1 7.3 7.4 6.6 6.4 6.2 6.3
Mexico 3.8 3.7 3.7 3.4 3.8 3.8 3.9 3.7 3.9
Netherlands 6.7 6.4 6.4 6.4 6.4 6.5 6.8 6.8 6.8
New Zealand 9.3 9.4 9.6 9.3 9.5 9.6 9.5 9.7 9.8
Norway 7.8 7.5 7.5 7.6 17 8.2 8.6 8.6 8.5
Poland 7.6 7.8 7.1 7.0 7.1 7.0 7.2 7.8 8.1
Portugal 7.5 8.1 8.3 8.1 8.5 8.5 8.5 8.6 8.9
Slovak Republic 6.2 6.7 6.0 6.3 6.6 6.8 6.7 7.0 7.0
Slovenia 8.1 8.1 8.0 8.4 8.4 8.3 8.2 8.1 8.2
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Spain 5.3 5.2 5.4 5.9 6.2 6.4 6.4 6.4 6.6
Sweden 9.2 9.0 8.9 9.0 9.0 9.0 9.2 9.3 9.3
Switzerland 3.4 3.5 3.5 3.5 3.5 3.4 3.4 3.4 3.3
Turkey 5.4 5.6 5.2 5.6 5.0 5.2 5.0 5.0 4.8

United Kingdom 6.0 6.8 6.7 6.7 6.7 6.8 6.8 6.9 7.0
Sample mean 6.66 6.74 6.78 6.80 6.89 6.89 6.96 7.02 7.06
Ukraine 797 9.88 9.85 8.82 8.87 9.02 5.88 5.95 6.01

Source: own elaboration of OECD and World Bank data.

As Table 5 shows that — in Ukraine — the VAT-to-GDP ratio in 2015 was higher than
in other countries, while in 2016-2018, it was lower than the mean value in the sample.
This can be explained by the fact that the Ukrainian state adopted a more harmonized
procedure for refunding VAT and cut delays in VAT refunds. The nominal VAT rate
in Ukraine is quite moderate, lower than in Germany, Turkey, and Switzerland. In
almost all of these countries, the effective VAT rate is lower than the nominal, which
can be explained by the fact that reduced VAT rates are applied to certain groups of
commodities.

Noteworthy, the above countries experience no significant fluctuations in the VAT-to-GDP
ratio, which signifies a relatively stable level of taxation in these countries. An increase
in the VAT-to-GDP ratio in the Czech Republic, Estonia, and Latvia stems from the
gradual increase in the basic VAT rate by 1-2 percentage points each time.

At this point, we should emphasize that among other taxes in Ukraine, VAT is the one
most harmonized with EU legislation. If we compare the current VAT rate in Ukraine
with that of other countries, we notice that it generally corresponds to international
norms, as VAT-rates in EU and OECD countries tend to be stable (Table 6); more tax
revenue is expected from administrative and anti-fraud measures (Tax Policy Reforms,
2019; Taxation trends in EU, 2019).

Therefore, debates about VAT now mostly focus on its administration and collection.
However, we should remember that all EU countries, except for Denmark, apply
reduced VAT rates to some pharmaceutical products, food necessities, public trans-
portation fees, and periodicals. In Ukraine, a reduced VAT rate (7%) is applied only
to pharmaceutical products and medical equipment. This rate does not qualify as
a reduction of tax burden, since medical drugs and equipment were VAT-free before
it was introduced.
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Table 6. VAT rates in OECD countries and Ukraine in 2010—2018

2010 2011 2012 2013 2014 2015 2016 2017 2018
Country Reduced Rate
Standard Rate

Austria 10 10 10 10 10 10 10 10 10 0
Belgium 20 20 20 20 20 20 20 20 20 10/13
Canada 5 5 5 5 5 5 5 5 ® 0

Chile 19 19 19 19 19 19 19 19 19 -
D] 20 20 20 20 21 21 21 21 21 10/15
Republic

Denmark 25 25 25 25 25 25 25 25 25 0
Estonia 20 20 20 20 20 20 20 20 20 0/9
Finland 22 23 23 24 24 24 24 24 24 0/10/14
France 196 196 196 196 20 20 20 20 20 2.1/5.5/10
Germany 19 19 19 19 19 19 19 19 19 7
Greece 19 23 23 23 23 23 23 24 24 6/13
Hungary 25 25 27 27 27 27 27 27 27  5/18
Iceland 255 255 255 255 255 24 24 24 24 0/11
Ireland 21 21 23 23 23 23 23 23 23 0/4.8/9.0/13.5
Israel 16 16 16 17 18 18 17 17 17 0

Italy 20 20 21 21 22 22 22 22 22 4/5/10
Korea 10 10 10 10 10 10 10 10 10 0
Latvia 21 22 22 21 21 21 21 21 21 5/12
Lithuania 21 21 21 21 21 21 21 21 21 5/9
Luxembourg 15 15 15 15 15 17 17 17 17 3/8/14
Mexico 16 16 16 16 16 16 16 16 16 0

the Netherlands 19 19 19 21 21 21 21 21 21 6
New Zealand 125 15 15 15 15 15 15 15 15 0

Norway 25 25 25 25 25 25 25 25 25  2/12/15
Poland 22 23 23 23 23 23 23 23 23 5/8
Portugal 20 23 23 23 23 23 23 23 23 6/13
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e s 19 20 20 20 20 20 20 20 20 10
Republic
Slovenia 20 20 20 20 22 2 2 22 22 95
Spain 6 18 21 21 21 21 21 21 21 410
Sweden 25 25 25 25 25 25 25 25 25 0/6/12
Switzerland 16 8 8 8 8 8 8 8 77  0/6/12
Turkey 18 18 18 18 18 18 18 18 18 1/8
e United 175 20 20 20 20 20 20 20 20 0O/5
ingdom

Sample Mean 18.51 19.06 19.31 19.40 19.56 19.58 19.55 19.58 19.57
Ukraine 20 20 20 20 20 20 20 20 20 0/7

Source: own elaboration of OECD data.

Changes in approaches to VAT administration in Ukraine raise a number of questions.
Overall, however, the introduction of the electronic VAT administration system in
2015 helped the authorities to minimize risks of fictitious tax credits and simplify the
process of VAT declaration and payment. On the other hand, the majority of firms
offering their customers deferred payment terms faced difficulties when trying to
register their tax invoices in the electronic system while shipping products. In order
to register a tax invoice, it is necessary for them to have the corresponding sum of
money on the taxpayer’s account in the Treasury Service. For example, if a tax invoice
for the sum of UAH 120,000, including VAT of UAH 20,000, needs to be registered, the
taxpayer’s electronic account must have a balance of UAH 20,000. This amount consists
of the VAT amount in tax invoices registered by the company’s suppliers, the VAT
amount paid to import goods, the money transferred by the taxpayer, and the monthly
average of the VAT amounts declared by the taxpayer in the last twelve fiscal months
and discharged (or amortized/deferred). If the sum on the taxpayer’s account is insuf-
ficient, the taxpayer has to transfer funds from their current bank account (however,
funds cannot be withdrawn back from your taxpayer’s account) to avoid paying a fine
for delayed registration and losing a customer, because without the registered tax
invoice, the customer loses their right to the tax credit. The purpose of the electronic
system is to prevent VAT fraud and evasion due to fictitious tax credits, but this system
also hampers the efficient operation of companies.

The introduction of the system in 2015-2016 did not help the government solve the
problem of timely VAT refunds on exported goods. The situation improved only in
2017, when the register of companies claiming the VAT refund became publicly open.
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Before 2017, such registers were closed, which led to a high risk of corruption asso-
ciated with ‘line jumping.’ When the registers became open, the transparency of the
‘line jumping system’ also improved as companies were now able to keep track of the
process.

Another problem taxpayers faced in 2017 was that the system blocked the registration
of tax invoices if it detected a high level of risk of fictitious transactions. Sometimes
this mechanism created absurd situations. For instance, tax invoices of a manufac-
turing enterprise were blocked because the system did not have the information that
this production was previously bought by the same enterprise.

Confusion and uproar among taxpayers led to a large number of lawsuits filed against
the State Tax Service. As a result, the Ministry of Finance had to revise the criteria
for blocking tax invoices. Thus, the improvement of the electronic system remains
a work in progress.

Empirical Findings

The reform of the mid-1990s — which involved the lowering of VAT rate and the elimina-
tion of contributions to special budgetary funds — generally brought positive effects.
These measures allowed the government to stabilize the decline in GDP growth rate
and ensure a level of macro-economic stability. In the early 2000s, the country finally
achieved a position of economic growth. Undoubtedly, tax burden reduction made
a substantial contribution to this success, even though it was not the sole factor.

However, it is much harder to evaluate the impact of the transition from progressive
personal income taxation to proportional taxation. The rationale behind this transition
was the need to deal with the problem of unreported income and tax evasion, thus to
encourage businesses to move from the shadow economy to the formal economy.
Proponents of this reform argued that transition would boost tax revenues even with
lower tax rates. Nevertheless, as practice revealed, no breakthrough occurred in this
respect as the problem of tax evasion remained unsolved and even worsened. On the
other hand, there also ensued no slump in tax revenues.

Over the following years after the change from progressive to proportional taxation
in 2003, tax revenues grew considerably: from UAH 34800 billion to UAH 45900 billion
in 2008. These were the years of economic boom in Ukraine in which — although we
cannot deny the positive impact of the reduced tax burden - the crucial factor was
the growth of GDP. Undoubtedly, reduced income tax rates stimulated consumption
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and thus enhanced economic growth. Unfortunately, not all income groups benefited
the same from this reform, as the rich gained the most. Reduced tax rates could be
expected to raise investment, which would signify the success of personal income tax
reform. However, the reform did not bring about the expected investment boom, which
is unlikely to happen in the near future. The reduction in the corporate income tax
rate was primarily aimed at encouraging investment, at least according to the official
version of the previous Ukrainian government. Officials insisted that the proposed
tax incentives would result in an unprecedented inflow of investment which, however,
did not happen.

Therefore, it can be concluded that the reform failed to bring the desired result or was
perhaps doomed to failure from the onset. According to studies by EY, PwC, Deloitte,
and the World Bank, the main factor in foreign investor decision-making is not corpo-
rate tax rate but the protection of their property rights, the rule of law, and the govern-
ment efficiency. According to the Heritage Foundation, Ukraine’s position remains
stubbornly low in these indicators. As for the integral indicator, Ukraine ranks among
the economically unfree countries (Index of Economic Freedom, 2019) such as Afghani-
stan, Sudan, Angola, Suriname, and Bolivia. Therefore, it is essential that changes in
the sphere of taxation are accompanied by complementary institutional transforma-
tions. Otherwise, the benefits from reform will be enjoyed only by a small privileged
circle of those who lobby for these changes in the first place, while the general level
of public welfare will remain basically the same. The same ideas were discussed by
Rudolph (2009), who proves that political trust should increase, not decrease when
the political decision to reduce the taxes is made. Figure 2 illustrates the dynamics
of the index of economic freedom and tax burden in Ukraine.

As the graph above shows, the position of Ukraine in the ranking of economic freedom
leaves much to be desired. Even though its index grew from 40.6 to 51.9, it is still not
enough for Ukraine to move into the next group in the ranking. As Figure 2 illustrates,
after 2002, the index of tax burden grew considerably, which means that the tax reforms
had a positive impact on tax climate in the country.

As previously noted, the index of economic freedom is one of the integral indicators
characterizing a country’s economic and institutional development. To evaluate the
influence of tax reforms on economic freedom, we constructed two regressions with
two dependent variables: the index of economic freedom (integral indicator) and the
index of tax burden (a component of economic freedom). Tax burden — as the share of
tax revenues in GDP — was used as an independent variable. The sample covers the
period from 2008 to 2018. The results of our calculations are shown in Table 7.
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Figure 2. Changes in the level of the index of economic freedom and the index
of tax burden for Ukraine in 1996—2018
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Table 7. Regression statistics results

Linear Model
Dependent Variable

IEF index of economic FF (Fiscal Fresdom)

freedom)

-0.006 0.231**

(0.283) (0.432)
Observations 20 20
R? 0.00002 0.613
Adjusted R? 0.056 0.592
Residual Std. Error (df=9) 3.258 0.4322
F Statistic (df=1;9) 0.0004 28.553**

Note: *p<0.1; **p<0.05; ***p<0.01.
Source: own elaboration.

The F-statistic and p-value show the significance of the second regression. The coeffi-
cient of determination (adjusted to consider the sample size) for the dependence of the
index of economic freedom/tax-to-GDP ratio is 0.056; for the dependence of the index
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of fiscal freedom (index of tax burden)/tax-to-GDP ratio is 0.592. In 2008-2018, the tax
reforms sought to reduce the tax base determined as more than 40% of the dynamics
of the country’s economic freedom index.

Table 7 reveals that the coefficient of determination for the first regression dependence
is very low. It means that there is no correlation between the variables under study.
Therefore, we must reject the first hypothesis that the reduced tax burden in Ukraine
positively impacts the level of economic freedom of Ukraine. This is due to the fact
that tax cuts are not accompanied by the necessary institutional reforms in the country.
According to the World Bank and the Heritage Fund, Ukraine has very high corruption
risks, low accountability, and low protection of property rights. Therefore, tax cuts
alone do not contribute to the growth of the index of economic freedom, despite the
fact that fiscal freedom is part of this index. Three main facts described in part 5.1
testify to the fact that institutional reforms in the field of taxation are very slow. The
first fact is the frequent changes in tax legislation. These are not just small changes
in tax rates but changes in the methodology of tax calculation and administration.
This destabilizes the institutional environment and makes it difficult for taxpayers
to plan business activities. The second fact is related to the late streamlining of tax
legislation. The Tax Code was adopted twenty years after the establishment of Ukraine
as an independent state. Before the adoption of the Tax Code, tax collection was regu-
lated not only by laws but also by many secondary pieces of legislation such as orders,
letters, or decrees. This created uncertainty in relations between the state and tax-
payers, which led to frequent conflicts. The third fact is that, before 2003, there was
no law in Ukraine that would regulate the administration of taxes. The procedure of
tax inspections, their frequency, and the imposition of fines were unregulated.

As we learn from Table 7, the coefficient of determination for the second regression
dependence exceeds 0.5, which is sufficient for panel regression. The elasticity coeffi-
cient indicates that a 1% decrease in tax burden leads to an improvement in the fiscal
freedom indicator by 0.23%. Therefore, this confirms the second hypothesis that the
reduced tax burden had a positive effect on the level of fiscal freedom of Ukraine.

We should note that although in the given period the reduction of tax burden was one
of the priorities of Ukraine’s fiscal policy — and it did not have a positive impact on
the level of economic freedom — Ukraine remained in the group of economically unfree
countries, which means that the impact of the reform was smaller than expected. The
impact of the tax-to-GDP ratio on fiscal freedom is positive. This difference in the impact
of tax burden on the economic freedom index and the fiscal freedom index can be
explained by the low efficiency of institutional reforms. In fact, Ukraine has a situation
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when the legislative basis of taxation is in line with international best practices, but
at the same time, it lacks a mechanism for tax law execution.

Conclusion

The results of our study show that Ukraine went through four main stages of tax
reform. At the initial stage (1991-1997), the key priority was to establish a tax system
that would ensure stable budget revenues. Although at this stage, the fiscal function
prevailed, some steps were taken to reduce tax burden. In the second stage (1997-2000),
tax regulations were developed, and the main taxes were harmonized with interna-
tional norms. At the third stage (2000-2010), the government attempted to balance
the fiscal and regulatory functions of taxes. The fourth stage, starting in 2011, has
involved the codification of tax legislation, the simplification of the tax system, and
its further harmonization with EU legislation. The search for ways to reduce tax burden
continues.

In Ukraine, the resulting tax system is characterized by a moderate tax burden in com-
parison to OECD countries. The tax burden of corporate tax in Ukraine is lower than
in the OECD countries. The initiators of tax law in Ukraine lacked a clear strategy
and tactics, which led to some unpredictable results. Furthermore, institutional
changes in Ukraine have always tended to recede into the background while priority
was given to the reduction of tax burden and the struggle against tax fraud and tax eva-
sion. As a result, Ukraine has remained in the group of economically unfree countries
due to its unbalanced reforms and insufficient institutional and structural changes.
Therefore, these factors have prevented Ukrainian policymakers from ensuring the
desired effect of tax burden reduction.

Future research should include a more in-depth comparative analysis of tax reform
in Ukraine by focusing on key taxes.
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