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Abstract: Tax evasion has been a continuous challengeto policy makers globally. Palestine, being a newly
developing country, relies heavily on tax revenue and international aids to fund its nation moving forward. A
good tax administration and an efficient tax collection are a prerequisite to secure a sufficient tax revenue.
Similar to both developing and developed countries globally, understanding factors that influence tax evasion
in Palestine and the appropriate strategies to address thesefactors can mitigate the adverse consequences of
tax revenue loss. Hence, this study is developed based on prior literature, mainly the economic deterrence
theory. Consequently, this study argues that integrating economics factors, namely tax penalty, probability of
detection and tax rates, together with tax knowledge could probably better explain the determinants of tax
evasion behaviour in the Palestinian context. 
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INTRODUCTION Globally, numerous studies have investigated the factors

Globally, tax has long been adopted by governments countriesand some developing countries [9], but studies
to raise funds to financeeconomic and non-economic on the Middle East region is very limited[10]. However,
activities and to ease running of the government [1, 2]. the determinants of tax evasion are not
Therefore, numerous studies have revealed that tax comprehensive[11]. For example, a numberof the economic
evasion is a global phenomenon [3] that has led to a factors (e.g. tax rates, penalty and the probability of
significant revenue loss [4], particularly in developing detection) have been examined in relation to tax evasion
countries, compared to the developedones [5]. Tax over the years, but some of the findings were
evasion is an unlawful and deliberate behaviourof citizens inconclusive [12, 13]. 
to lessen their tax dues [6] and is often regarded as a The complex tax systemstructure is one of the major
modern financial crime [3]. Regarding the Palestinian causes for the phenomenon of tax evasion [14].
context,  Palestine  faces  challenges related to declining Accordingto the Deterrence Theory, the efficacy of tax
tax revenues and as a result, thisnegatively affects the system is affected by tax rates, penalty and the probability
ability  of  the  government  to  meet the accelerating of detection.  However,  prior studies in Palestine on tax
public expenditures [7]. For example, the estimated tax are  extremely  limitedand seemtofocus on a single factor
revenues  loss  is  around  USD  396  million  in  2010 and [7, 15, 16]. Thusit is important to examine the combined
in  2015,  itincreased  to USD 568 million [7]. Although effects of penalty, probability of detection, tax rates and
there are manytax laws and rules in place, revenue tax knowledge on tax evasion. Based on the above
lossseems to be on an increasingtrend [7], and the regular discussion, this studyoffers a conceptual model
amendment of the tax laws tends to lead to legal chaos [8] embodying the investigation of the effect of penalty,
as well. probability of detection, tax rates and tax knowledge on

Tax evasion is prevalentin developing countries the income tax evasion in Palestine. In the next section,
although continuous governmental efforts are taken to anoverview of the income taxation in Palestine is
reduce it. As a result, some governments face huge presented, followed by a review of the literature
financial challenges, and consequently these challenges conducted for the purpose of developing a framework and
threatentheimplementation of sound economic policies hypotheses. The concluding remarks are presented at the
and provision of essential services to the citizens. end.

affectingtax evasion, covering mainly the developed
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Table 1: Total tax and income tax revenues, 2011-2015
Total tax (USD million) Income tax (USD million) Income tax over total tax(%)1 2 3

2011 1, 998 127 6%
2012 2, 020 154 8%
2013 2, 204 156 7%
2014 2, 652 188 7%
2015 2, 811 179 6%
extracted from [18], the report stated in USD; translated from [19], the report stated in Shekel (NIS). 1USD = NIS3.80 (caution to be made as the original1 2

exchange rate is ranged between 3.58 = 3.89]; computed by the author.3

Income Taxation in Palestine: The Palestinian Authority rates, penalty and probability of detection influence the
was established in 1994 based on the Oslo Agreement. tax behaviour and extends it by incorporating the effect of
The first Palestinian Income Tax Law was established in tax knowledge on tax evasion. According to the
2004 (Act 17/2004) by the Palestinian Legislation Council, Deterrence Theory, the difference in crime among people
that has been legally effective since2005. Prior to 2005, is not because of a difference in motivation to committing
during the Israeli occupation era, the Jordanian and the the crime but as a result of the expected cost and the
Egyptian income tax law was enforced in the West Bank expected benefit. This means that the theory suggests
and Gaza, respectively [17]. In 2011, major reforms to the that a person is a rational being, who is attempting to
Income tax law of 2004 took place with an introduction of maximize  the expected utility. Consequently, the
a new Palestinian Income Tax Law (Act 8/2011). Key proposed framework, as shown in Figure 1 below,
changes have involved the use of the Israeli currency suggests four hypotheses, which are presented in the
(Shekel) for taxing the Palestinian income, as well as tax following sub-sections.
rates reduction and exemptions.

The Palestinian tax matters are administered by the
Council of Tax Administration under the Ministry of
Finance. The Council is structured into five directorates,
differentiated by type of taxes, namely the General
Directorate of Income Taxes, the General Directorate of
Property taxes, the General Directorate of Customs, Excise Fig. 1: Proposed Tax Evasion Framework 
and Tobaccos, the General Directorate of Value Added
Tax and the General Directorate of Petroleum. Table 1 Tax Rates and Tax Evasion: The tax rate determines the
shows the total tax revenue collection and income tax for amount of tax a taxpayer is going to pay according to the
the year 2011 until 2015. taxable item and the principle of taxation. A significant

As can be noticedin Table 1, income tax collections number of researchers has carried out studies on the
range between 6% and 8% for the year 2011 until relationship between tax rate and the tax evasion.
2015.This implies that the Palestinian income tax Numerous studies revealed a significant positive
contribution is the lowest compared to other regional relationship between tax rate and tax evasion [e.g. 21, 22].
countries. For example, in 2015, the income tax percentage As a result, these studies concluded that the tax rate
of Jordan, Lebanon and Egypt are 12.6%, 20% and 24.4%, significantly influences the tax behaviour. The taxpayers
respectively [20]. Besides political and other economic use the high tax rate scenario as a chance for evading
factors, this may indicate a very high likelihood of income taxes and reporting their income and earnings to the tax
tax evasion in Palestine. Rahhal estimated the income tax authorities. In contrast to the above findings, other
evasion between 40 million and 62 million for the period researchers found eithera negative relationship between
2011 to 2015 [7]. However comparison of the income tax tax rate and tax evasion [23, 24] or no effect of the tax rate
performance of the neighbouring countries to Palestine on the tax evasion [25, 26] or tax misreporting [27].
signifies that the tax evasion could be really high. Thus Therefore, these discussions suggest that the relationship
this phenomenon needs further investigations. between tax rate and tax evasion are somewhat mixed,

Theoretical Framework and Hypothesis Development: positive relationship between tax rate and tax evasion.
The framework proposed in this study is underpinned by Therefore, hypothesis 1 implies that tax rates positively
the economic Deterrence Theory, suggesting that tax relates to tax evasion behaviour.

although the vast majority of the studies indicateda
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Penalty and Tax  Evasion: Taxpayers caught in the negative ([38] for a detailed review). Therefore, the
process of auditing or investigationsarepenalized by the present study proposes that the probability of detection
tax authority [28]. Penalty denotes sanctions or negatively relates to tax evasion behaviour (Hypothesis
punishments imposed with the objective of enforcing a 3).
legal obligation. Thus tax penalties are an important factor
affecting the tax compliance and the fear of penalties will Tax Knowledgeand Tax Evasion: Tax knowledge
prohibit the tax evasion tendency [14, 28]. Doran [29] represents the degree of taxpayers’ awareness or
underscores the importance of tax penalties with two sensitivity to tax laws and other tax-based information
reasons. The first reason is that the norm model assumes [41]. Tax knowledgealso involves the degree at which
that certain taxpayers will not comply with tax obligations taxpayers perceive the tax notion, tax benefits, the tax
and those taxpayers must be deterred by the threat of system, tax payment procedures, the tax reporting of tax
legal sanctions. The second reason is that taxpayers who returns, and the consequences of not meeting tax
complied must be assured that taxpayers who evade tax obligations [42]. The connection between tax knowledge
payment will be sanctioned. The findings of the literature and tax evasion has been examinedby some studies.It was
on the relationship between penalties and tax evasion are found that taxpayers with knowledge of the tax law and
somewhat mixed although the majority of the studies the system or with an understanding of tax matters or
indicateda negative relationship between penalties and tax equipped with technical knowledge of the computation of
evasion. Other studies [28, 30] established that penalties tax liability likely show a higher level of
have a negative relationship with tax evasion. In other compliancecompared to other taxpayers who lack tax
words, the severe are the penalties the lower is the knowledge [43].Consequently, enhancing tax knowledge
likelihood of cases of tax evasion. Conversely, a other can lead taxpayers to consider their own tax matters more
studies [31, 32] found a positive association between seriously, their perceptions about tax fairness increase
penalties and tax evasion, whereasfew others [33, 34] and their attitude towards other individual’s tax
found no significant relationship between penalties and evasionbecome stricter [44].Hence, the relationship
tax evasion. Thus it is hypothesized that penalties between tax knowledge and tax evasion has been
negatively influence tax evasion behaviour (Hypothesis established by several studies [44, 45];these studies
2). found that tax knowledge has a significant negative effect

on tax evasion. On the other hand, few other studies [46,
Probability of Detection and Tax Evasion: Probability of 47]found that tax knowledge does not affect the
detection can be described as a possible detection of compliance of the taxpayer. Thoughsome inconsistencies
people’s tax evasion by the tax authorities and the of tax knowledge in prior findings is observed, the vast
consequenteffort to deal with it [35]. Generally, people can majority of the studies often indicate a negative
intend to evade their tax dues, but their perceptions of relationship between tax knowledge and tax evasion
some non-zero probability of being caught would Therefore, the hypothesis 4 suggests that tax
discourage them [35]. Thus the higher is the probability of knowledgenegatively relates to tax evasion behaviour.
detection the lower is thelevel of tax evasion. An effective
measure of detection that can be employed by tax Concluding Remarks: It is obvious that tax evasion has
authorities is by way of tax audit [36], though in reality, become a challenge to the stakeholders in the world;
available resources limit the audit coverage. In this regard, therefore, a detailed understanding of the factors that
numerous studies signified a negative relationship influence tax evasion cannot be misjudged. Many factors
betweenthe probability of detection and tax evasion [37, have been adduced to cause tax evasion, but three
38]. In contrast, other studiesindicatedeither a positive factors, namelypenalty, probability of detection and tax
association between the probability of being detected and rates have been conceptualized perhapsas the most tested
tax evasionbehaviour[12, 13] or no relationship between empirically to be important determinants of tax evasion.
the probability of being detected and tax evasion Due to its nature and frequent changes in tax laws and
[39].Thisindicates that the relationship between the requirements, tax knowledge seems to attract the interest
probability of detection and tax evasionbehaviouris of recent researchers. Therefore, the need for continuous
inconclusive [40]. Nevertheless, there is a general research on this area over time is vigorous as it provides
agreement among most studies that the relationship challenging research opportunities to both academic
between the probability of detection and tax evasion is researchers and tax administrators. In brief, this is based
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on prior studies on the determinants of tax evasion that 9. Riahi-Belkaoui, A., 2004. Relationship between tax
are primarily derived from the economic deterrence
perspective and subsequently proposes future studies to
integrate tax knowledge in the deterrence model. In
addition, the synthesis of research on tax compliance has
revealed that theliterature on the tax evasion including
both analytical and empirical studies focused mainly on
developed countries. However, few tax compliance
studies have been conducted in the Middle East
region.Thusit is timely to pay more attention to newly
developing counties like Palestine.
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