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Statement of the problem
Taxes on income in most developed countries of the 

world have both fiscal and regulatory capacity. While 
the fiscal and regulatory effects of income taxes are 
basically balanced, income taxes in Ukraine have long 
been considered only in the case of reaching of their fis-
cal capacity. This practice has led not only to a loss of 
regulatory capacity of income taxation, but to a grad-
ual reduction in the tax base. It has affected the fis-
cal capacity of income taxation badly. Nowadays the 
government is stating a need to improve the country’s 
tax system, and I agree with this idea. However, such 
improvements should not simply copy the success-
ful experience of foreign countries. The government 
must take into account the economic and psychologi-
cal backgrounds of tax reform. Only in this case there 
is a chance that the reforms will work to the benefit of 
the society.

Analyses of recent researches and publications 
Taxes on income are the subject of scholarly debate, 
both in Ukraine and abroad. However, the object of 
these discussions is significantly different. A. Slavkova 
focuses attention on the problems of personal income 
tax administration. She believes that the low efficiency 
of administration negatively affects revenue. Among the 
main causes of the low efficiency of administration, she 
names the low level of tax culture and the high level 
of shadow economy [9, p. 221-222]. I. Tsymbalyuk 
explores the problems of the fiscal efficiency of increas-
ing income taxes [10]. Debatable aspects of the harmo-
nization of income taxation are presented in the arti-
cle by I. Legkostup and K. Katsuba [6]. The regulatory 
effects of income tax have been researched by R. Van 
[13]. The behavioral aspects of the impact of income 
taxation are explored by M. Dragota, V. Drаgota, 
L. Tatu, D. Tatu [11].
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Recent studies by Ukrainian scientists focus on the 
problems of implementing fiscal capacity of income 
taxation. Western researchers often focus on the regu-
latory capabilities of income taxation. Also, it should be 
noted that many scientists abroad focus on the behavio-
ral aspects during the solving the problem of taxation. 
This problem is relevant for Ukraine as well. Ignoring 
the behavioral effects of tax reforms, in my view, is one 
of the key reasons for their failure. Therefore, the goal of 
this article is to assess the influence of behavioral factor 
on the implementation of fiscal and regulatory capacity 
of income taxation in Ukraine.

Presentation of the basic material. Income taxes 
worldwide are generally divided into current income tax 
and tax on accumulated income (property taxes, wealth, 
inheritance). In Ukraine, taxing accumulated income is 
in a developmental stage, that is why to assess their fis-
cal and regulatory impact is quite difficult. In this article 
we will focus on the current income tax situation. Three 
taxes on current income are levied in Ukraine: corpo-
rate income tax, personal income tax and a single tax.

Corporate income tax. The fiscal capacity of corpo-
rate income tax is sufficient for Ukraine at present. Its 
share of revenue was about 20% in 2002, but gradually it 
decreased to 16% in 2010, and was down to 10% in 2014. 
The decline in the share of corporate income tax can be 
measured in two ways. On the one hand, the reduction 
of fiscal role of corporate income tax is the evidence of a 
reduction of capital available to a business, which should 
contribute to its development. That is, an increase in cor-
porate income tax regulatory effects should be expected. 
Is this really easy in Ukraine actually?

The high tax burden on the profits of companies 
over a long period of time has become one of the key 
motifs of income tax evasion. This is evidenced by 
the large share of unprofitable enterprises in the econ-
omy of Ukraine. Additionally, the share of unprofita-
ble enterprises and the shadow economy are closely 
linked (fig. 1).
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Charts show that the studied variables are closely 
linked. The increase in the shadow economy contrib-
utes to the growth in the share of unprofitable enter-
prises. The share of the shadow economy is estimated 
by the Ministry of Economic Development and Trade 
to be 40-45% (2014 – 42%); the World Bank estimates 
that the share of the shadow economy reaches 60%. In 
such circumstances, the implementation of corporate 
income tax regulations is impossible because the lack 
of response to change by taxpayers will be extremely 
low. Moreover, in the long term, this situation adversely 
affects the fiscal capacity of corporate income tax. The 
business get-away into the shadows is a reason for the 
reduction of the tax base, and at the same time, it is a 
cause of the decrease in tax revenue.

The Laffer curve, which is widely known [12], 
shows that with an income tax rate increasing the budget 
revenue will grow only to a certain optimum point, and 
then it will fall. However, this does not mean that by 
reducing the tax rate the reverse effect can be achieved. 
Therefore, attempts to reduce the tax burden of corpo-
rate income tax by applying the benefits or reducing tax 
rates have not yielded the expected results. Taxpayers 
are used to working in the shadows. Moreover, Ukrain-
ian business even cannot be called 100% shadow. This 
is a hybrid phenomenon taking place, when officially 
registered enterprises concurrently operate in both the 
formal sector of the economy and in the shadow sec-
tor. These working conditions are so familiar and com-
fortable to taxpayers that the way out of the shadows, 
in fact, is contrary to the taxpayers’ interests. There-
fore, a reduction of tax rates or the introduction of addi-
tional benefits will not affect taxpayers’ behavior. They 
will enjoy a reduced tax rate on the profits calculated 
officially, and will still continue to conduct business in 
the shadows as well. This is the situation when fiscal 
and regulatory capacities of corporate income tax were 
blocked by the negative effects of the shadow economy.

It doesn’t mean that corporate income tax payment 
mechanism should continue unchanged. Also, I don’t 
approve of the idea of raising the tax rate on profits. 
Further reform of the corporate income tax should be 
implemented in the case of tax harmonization with the 
European Union. The government has to take steps that 
would enable a business to exit the shadow sector of the 
economy. Economists in recent years have made popu-
lar certain ideas about the need for guaranteeing prop-
erty rights, the development of partnerships between the 
fiscal service and taxpayers, etc. I support these ideas 
too. However, this won’t reduce the amount of shadow 
profit which is not taxed. The force of habit is too large 
and taxpayers have absolutely no motivation for stop-
ping shadow activities. In fact, the government has to 
find a way to motivate taxpayers to think not in the usual 

Fig.1. RELATIONSHIP BETWEEN THE SHARE OF UNPROFITABLE 
ENTERPRISES AND AN INTEGRAL INDEX OF SHADOW ECONOMY
Source: constructed by the author on the basis of information from the 
State Statistics Service of Ukraine and the Ministry of Economic Develop-
ment and Trade of Ukraine
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short-term frame of mind, but long-term. This means 
that government has to put them in a situation known 
as the prisoner’s dilemma [4, p. 34]. This is not the clas-
sic zero sum game, where one player is winning and the 
other is losing. In this case, it is necessary to achieve 
a win for both parties (the government and taxpayers) 
or avoid loss.

The win for both parties in this case is the exit of the 
taxpayer from the shadow economy, the full payment 
of income tax by taxpayers, and the effective use of the 
funds received by the government, which will benefit 
the entire society. 

As an option, the government can offer taxpayers a 
tax amnesty. According to its conditions the taxpayer 
receives preferences from the government if it moves 
out of the shadow sector of economy and declares its 
hidden profit. The rewards could be tax or non-tax. The 
success of such ideas is almost entirely dependent on the 
government. It should provide information about such 
opportunity, ensure the implementation of its obliga-
tions, to guarantee the preservation of property rights. 
However, the most important thing is to ensure that the 
rules of the game will not change in the long run.

Is this possible in Ukraine? Yes, if the formal rules of 
taxation would not be blocked by informal rules. At the 
beginning, the government has to renounce the practice 

of requesting informal advance payments, that is when 
taxpayers pay artificial income taxes upfront to avoid a 
threatened tax audit.

Personal income tax. This is a very important tax for 
the government. Its share of tax revenue is 20% on aver-
age. This figure is consistent with international practice. 
However, there are a number of problems that the gov-
ernment has been trying to solve for more than a dec-
ade. One of these challenges is how to increase the fis-
cal capacity personal income tax. Statistics shows that 
positive changes in economic dynamics are not condu-
cive to an equivalent growth in personal income tax rev-
enue. Replacement of progressive taxation with a flat 
tax, and then a subsequent return to a progressive scale 
have not seen a growth in the tax base. In fact, reducing 
the tax burden on individuals was equal to reducing tax 
revenues. At the same time regulatory incentives, such 
as social benefit taxes and tax credits, were increased, 
there was practically no effect on the tax base.

As in the case of corporate income tax, the main rea-
son is the high share of shadow incomes declared by 
individuals. Using the monetary method, the minimum 
volume of shadow income and budget loss of personal 
income tax (PIT), based on a rate of 15%, has been cal-
culated (table 1).

SHADOW INCOME AND BUDGET LOSSES OF PIT IN UKRAINE BETWEEN 2002-2014 Table 1

YEAR SHADOW INCOMES, BLN UAH BUDGET REVENUE LOSSES 
OF PIT, BLN UAH

2002 51.26 7.69

2003 34.93 4.54

2004 5.49 0.82

2005 68.65 9.85

2006 18.88 2.83

2007 87.26 13.09

2008 84.56 12.68

2009 8.94 1.34

2010 108.13 16.22

2011 36.15 5.42

2012 42.21 6.33

2013 56.18 8.43

2014 78.91 11.84

Source: calculated by the author using the monetary method based on information of the State Statistics Service of Ukraine 
and the National Bank of Ukraine. 

As can be seen from table 1, the volume of shadow income has no overall single trend during the study period. 
A trend towards rapid growth is visible in the example of the last three years. In this situation, using the regula-
tory capacity of PIT is impossible. Because any attempt to manipulate tax rates will increase budget losses. How-
ever, the PIT has a significant fiscal capacity through the legalization of shadow income.

Over the past two years, different ideas about the legalization of income has been offered. Basically these ideas 
share a common approach in establishing a complete control over costs. Total control would be quite expensive 
to implement, but the fiscal effect would be questionable. The behavioral aspect of the taxpayer has to be taken 
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into account. Taxpayers earning an unofficial income 
generally work quite hard. The question is, will the tax-
payer work as hard if all the taxes have to be paid? Most 
likely he will compare the utility from working hard and 
receiving an official income and working less hard and 
not paying taxes. From this point of view, the idea of 
total control may have a negative impact on the overall 
dynamics of economic development. It should be borne 
in mind that it is impossible to completely eradicate a 
shadow economy and this is not necessary. It exists in 
all countries, but the extent of it is much less outside 
of Ukraine. So when making decisions regarding reg-
ulation of incomes and PIT, it is necessary to take into 
account the potential effect of taxpayers’ behavior. I do 
not maintain that it is necessary to leave everything as 
it is. On the contrary, the taxation of citizens needs to 
be changed, but when making changes in the mecha-
nism of calculation and payment of PIT, first and fore-
most, government needs to think about what motivates 
taxpayers to evade taxes. After studying economic pub-
lications it is possible to observe several main reasons 
for this behavior.

1. High tax burden on the wages generated by pay-
ment of single social contribution (SSC). Many econo-
mists say it is one reason why wages are paid illegally. 
This is partly true, but, as in the case of income tax, sim-
ply lowering the SSC will not lead to the introduction 
of wages out of the shadow sector of the economy. Tax-
payers have already worked out schemes for withdraw-
ing a part of their wages in the shade, and they need sig-
nificant reasons in order to change. There are two main 
motives. The first is the process of paying wages unoffi-
cially should become unprofitable. That means the cost 
of punishment should exceed the benefit of evasion. The 
second is the process of receiving an official salary is 
supposed to gain more for the taxpayer. The govern-
ment makes efforts to implement the second motive, but 
there is no positive result. The appeals to get an official 
salary in order to receive government social guarantees 
seem unconvincing. Government social guarantees are 
so small and their quality is so poor that receiving them 
cannot be a motive for the refusal of informal income. 
Also, the size of the potential pension and its timing 
were the impetus for not declaring income. It may sound 
pathetic, but without a revival of confidence in the gov-
ernment, any reforms of PIT is doomed to failure.

2. Direct taxpayer fails to understand how much he 
pays to the government. Historically, the PIT is paid by 
the employer. That is, the person who pays the income, 
in most cases, must keep and pay PIT to the govern-
ment. The taxpayer gets the amount of income after pay-
ing PIT. On the one hand, such a scheme is very con-
venient, but on the other it is completely opaque to the 
taxpayer. The taxpayer has to understand how much he 

pays to the government for its claim for public benefits 
to be substantiated. Partly the problem could be solved 
by changing the tax mechanism, namely the shift to the 
payment of tax on the declaration. However, before this 
idea could be implemented the overall level of tax cul-
ture has to be raised. At the initial stage the tax calcu-
lator should be placed on the website of the State Fis-
cal Service for easy use by anyone. This idea has long 
been implemented in many countries of the European 
Union. The next step is a gradual transfer of taxpayers 
to a declarative way of paying PIT.

3. The third reason, encouraging taxpayers do not 
pay PIT lies in the mechanism of PIT payment. There 
is an idea of a non-taxable minimum income in the 
Ukrainian tax code. Practically it doesn’t work in its 
full meaning. This means that, even receiving wages at 
a subsistence level, the person still has to pay a PIT. It 
turns out that the working person may not always suc-
ceed even in earning a living wage. The sheer size of 
the subsistence minimum is also a subject of contro-
versy, because its value is far from reality to ensure that 
minimum requirements can be met even for an ascetic 
lifestyle.

Single tax. Single tax is a hybrid of income tax and 
sales tax. It is paid by taxpayers who chose an alterna-
tive ordinary (simplified) system of taxation, instead 
of paying income tax. The rest of its attributes char-
acterize this tax as sales (turnover) tax. The single tax 
was introduced into domestic business practice in 1999. 
The basic idea was inspiring small business develop-
ment and employment. However, in addition to the reg-
ulatory effect, a fiscal effect was achieved too. At the 
beginning of the simplified system of taxation imple-
mentation, tax service officers strongly “encouraged” 
loss-making enterprises to go on a single tax payment 
mode. As a result, the share of unprofitability in the 
years 1999-2000 was decreased. At the initial stage of 
the introduction of the simplified system of taxation, it 
had a significant positive impact on the development 
of small businesses and the economy as a whole. How-
ever, in the long run period, such a tax regime can-
not be effective. A few years later, a simplified tax sys-
tem became one of the most common tools for building 
tax evasion schemes. The government actually had not 
taken any significant steps over ten years to change this 
mode of tax payment. That is why the idea of reform 
in 2010 sparked mass protests. Relatively large-scale 
reform of the single tax was implemented by the gov-
ernment only in 2011. In fact, the simplified tax system 
has already exhausted its regulatory capacity, but never 
implemented a fiscal, primarily because of its use in tax 
minimization schemes. 

To resolve this problem, the government has decided 
gradually to oblige single tax payers to use cash 
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registers. This will make it possible to control the cir-
culation of cash and reduce the possibility of using sin-
gle tax payers in tax evasion schemes. Such a decision 
is generally consistent with the norms of civilized soci-
ety, especially according to the declaration of European 
values support (countries of the European Union lacking 
cash registers is an exception, all calculations are exe-
cuted with clients are documented even if a cash reg-
ister is absent). In general the adoption of such a deci-
sion by the government is an example of group thinking. 
When members of the group agree on most issues, it 
produces a strong tendency to suppress any dissent. This 
group initially focuses on harmony, then it waits for it 
and anticipates it. If all agree and meet, nobody wants 
to hear a contrary view. This psychological effect can 
cause great harm, because team members refuse to lis-
ten to all points of view, which are often made unilater-
ally, and the result is illconsidered decisions [5, p. 50]. 
However, once it is time to apply that rule in practice, 
mass protests start. It should be noted that the single tax-
payers knew about that rule 6 months before its imple-
mentation, but did not take any steps. On the one hand, 
this can be explained by the expectation that the gov-
ernment would change its decision. Such expectations 
can be justified, because the government sometimes 
changes its decisions retroactively. But in this case, the 
government decided not to cancel anything. As a result, 
on the eve of the introduction of cash registers for sin-
gle taxpayers, protests were started. As a result of that, 
the government agreed not to allow using cash regis-
ters by those taxpayers who have income of less than 1 
million UAH per year. This reaction can be explained 
as a desire by the government to lessen social tension 
in the society. On the other hand, this is a classic exam-
ple of group polarization.

This phenomenon occurs when during the group dis-
cussion, the members of the group, by themselves, are 
beginning to lean towards very opposite viewpoints; 
outside a group this phenomenon is impossible. For 
example, at the beginning of the discussion, some peo-
ple are quite sluggish speaking out against any decision, 
but by the end of the discussion, all strongly and une-
quivocally disagree with each other on this issue, and 
opposition reaches a critical point. In order to limit the 
destructive effect of a group polarization one should 
avoid homogeneity in the group that makes decisions 
[5, p. 50]. In the field of taxation, the effect of polariza-
tion is dangerous. It is an indication that the government 
is not concerned with development priorities. This is a 

sign of government orientation in the short run, which 
undermines public confidence in its work.

Regardless of the type, whether working group, 
sports team, band or group of friends, all groups are 
characterized by similar psychological processes, and 
they all obey certain rules. Therefore, taxpayers and the 
government should be seen as groups who live by cer-
tain rules.

In any group, there are certain rules and regulations 
which are held in compliance by all members. These 
rules can change human behavior, forcing one to go 
against his beliefs, which may be even more reason-
able and correct [5, c. 52]. On this basis, if the gov-
ernment decides to change tax payment mechanisms, 
it is necessary for it to consider how these changes 
affect the behavior of taxpayers. It makes no sense 
to consider taxpayer behavior separate from govern-
ment interaction. Their behavior is always closely con-
nected with the conduct of the government. If there is 
a risk of opportunistic behavior by the government, 
the taxpayer will not comply fully with the rules of 
income tax payments. Income taxes in this case are a 
good example, because their value is directly depend-
ent on the income of the taxpayer. The process of pay-
ing taxes on the income is associated with the knowl-
edge that a portion of earned income is transferred to 
the government. Therefore, the payer expects govern-
ment, which receives part of the income of the payer, 
will contribute to their well-being.

Conclusions. Thus, further reforms in the field of 
taxation should take into account the following aspects: 

1. The continued growth of income taxes fiscal 
capacity should not be at the expense of increasing the 
tax burden, and due to the growth of the tax base. 

2. Growth in the tax base should occur at the expense 
of the shadow sector of economy decrease and the 
growth of business activity.

3. A reduction in the shadow sector of the economy 
should take place through a combination of administra-
tive and economic methods. Economic methods should 
prevail. The purpose of their use is to make work in the 
informal sector less profitable. 

4. Improving the efficiency of income tax regulatory 
capacity can be achieved on condition that the behav-
ioral aspects of taxation are considered. First of all, the 
government must change its behavior from short-term 
to a long-term orientation. This will allow a regain-
ing of taxpayer trust and making their behavior more 
predictable.
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