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Abstract

Introduction: While the government aims to maximise its tax revenues to prop-
erly administer its affairs, companies try to minimise their tax liabilities through
acceptable tax management and unacceptable tax evasion. Tax management
among companies is a means of temporarily exaggerating earnings to defer finan-
cial distress. Consequently, companies’ tax-aggressive activities generate cash and
increase liquidity. However, the reputational costs resulting from the companies’
engagement in aggressive tax planning also pose financial constraints for creditors.
Research Gap: Researchers have studied the relationship between financial
distress and tax aggressiveness, but the results are mixed.

Objectives of the Study: This systematic literature review aims to analyse the
existing literature on the relationship and suggest further research opportunities.
Research Methodology: This article analyses the existing literature using the
PRISMA methodology, using |5 peer-reviewed articles from 13 leading journals
published between 2015 and 2023.

Findings of the Study: The reviewed literature shows mixed results regarding
the nexus of tax aggressiveness and financial distress. Some studies show that
aggressive taxation practices are higher in firms facing financial distress, while
others show a negative or insignificant impact. Studies also depict that firms
involved in tax-aggressive activities often face a higher likelihood of bankruptcy.
Implication of the Study: Based on the results of this study, the relationship
between tax aggressiveness with financial distress can be comprehended under
different set-ups. Moreover, the study also identifies further research opportuni-
ties on the subject.
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Introduction

Tax is the largest source of income for the government, and a major portion of it
comes from direct taxes (Gober & Burns, 1997). Corporate tax is a direct tax that
companies pay to the government against their profits, reducing their available
distributed profit to the shareholders (Putri et al., 2017).

While the government aims to maximise its tax revenues for the proper admin-
istration of its affairs, companies try to minimise their tax liabilities through
acceptable tax management as well as unacceptable tax evasion (Aliani et al.,
2016). Companies adopt different techniques, such as investment in fixed assets,
profit shifting to tax haven countries, base erosion, thin capitalisation, intellectual
property structuring, capital structuring, etc., to reduce their tax liabilities.
Acceptable tax management methods include tax planning and avoidance mea-
sures, which take advantage of loopholes in the tax legislation, whereas tax eva-
sion is aggressive measures that violate taxation rules and are illegal in nature.

Various definitions of tax avoidance are provided in the literature. Hanlon and
Heitzman (2022) defined tax avoidance as a continuum of strategies of tax plan-
ning that has legal tax management activities on one end and illegal tax evasive
activities on either end. Malkawi and Haloush (2008) refer to tax evasion as finan-
cial manipulations as a means of tax sheltering. According to Dyreng et al. (2010),
tax avoidance includes all transactions that result in a reduction in the tax liabili-
ties of a company.

The academic literature is rich in studies that examine tax aggressiveness as
the antecedent as well as the result of internal and external corporate phenomena.
Duhoon and Singh (2023) illustrate four major predictors of tax saving
behaviours, namely, tax knowledge (Bhalla et al., 2022), low effective tax rate
(Cooper & Nguyen, 2020; Gober & Burns, 1997), higher debt financing (Fatica
et al., 2013; Pramajaya et al., 2019) and higher investments in tax haven jurisdic-
tion (Ngelo et al., 2022).

There has been an increasing focus of researchers on the determinants as well
as consequences of tax avoidance in the last decade. Existing literature on the
subject suggests that tax avoidance is more prevalent in companies in financial
distress, based on the cost-benefit trade-off theory (Edwards et al., 2016) and the
agency theory (Desai & Dharmapala, 2006). Research also shows that the tax
aggressiveness level among firms affects their likelihood of default. The resource-
based view suggests that tax-aggressive practices act as cash-generating activities
and provide liquidity to the firm, making it less likely to default (Gabrielli &
Greco, 2023; Hasan et al., 2017; Magerakis, 2022; Medioli et al., 2023). However,
tax aggressiveness also taints the reputation of the firm, resulting in financial
constraints and distress.

Despite the extensive research, aspects remain unclear regarding the precise
mechanisms employing which tax aggressiveness influences financial distress and
vice versa. The role of tax aggressiveness in alleviating financial distress under dif-
ferent economic conditions is still debated. Moreover, the extent to which these two



Arora 3

variables act as moderating factors in each other’s outcomes, such as in capital
structure decisions or firm performance, is not fully understood.

Financial distress is the firm’s inability to service its debt or other obligations,
which can be due to challenges with cash flow and profitability, leading to either
restructuring or bankruptcy (Andrade & Kaplan, 1998). The prediction of finan-
cial distress among companies before entering into insolvency or bankruptcy is of
utility to various stakeholders of companies, including investors and the govern-
ment. It helps companies implement strategic measures to avoid insolvency at
times of financial vulnerability and other stakeholders to analyse the company’s
performance more efficiently (Batista da Silva et al., 2023).

Based on the systematic review of the literature, this article aims to address the
relationship between tax aggressiveness with financial distress. Analysing the
methodology and findings of 15 peer-reviewed articles from 13 leading journals
published between 2015 and 2023, this article gives insight into how financial
distress impacts corporate tax aggressiveness, and tax aggressiveness impacts
financial distress, and the moderating role of either variable on their determinants
and consequences.

The remaining study has been organised as follows. The second section defines
the keywords used for the study and describes the sample and research methodology
used in the analysis. It also discussed the descriptive analysis of the sample. The
third section lays out the results of the systematic analysis of shortlisted articles. The
fourth section discusses the scope for future research based on the analysis. Finally,
the fifth section concludes the study and discusses the contribution.

Research Methodology

Since tax aggressiveness has been defined differently by different authors, this
study integrates terms used synonymously with tax aggressiveness, namely, tax
avoidance, tax evasion, tax management and tax planning. Similarly, to include
articles that use different definitions of financial distress, the terms bankruptcy
and insolvency are also considered to synthesise an array of literature on the
subject.

The potentially relevant literature was meticulously acquired by conducting a
comprehensive search in the Scopus and Web of Sciences databases, which are
most extensively used for peer-reviewed journals, following the Preferred
Reporting Items for Systematic Review and Meta-Analysis (PRISMA) frame-
work. To extract relevant studies from both databases, the Boolean search string
used was: (‘Tax Aggressiv*’ or ‘Tax Avoid*’ or ‘Tax Evas*’ or ‘Tax Manag*’ or
‘Tax Plan*’) and (‘Bankrupt*’ or ‘Insolven*’ or ‘Distress*’) and (‘Corporat*’ or
‘Compan*’). The study only included peer-reviewed academic journal articles
published in English. Peer-reviewed articles are considered for the study to focus
on thorough, evidence-based research. Further, the subject area was limited to
‘Economics, Econometrics and Finance’ and ‘Business, Management and
Accounting’ for the Scopus database and ‘Business Finance’, ‘Management’,
‘Business’ and ‘Economics’ for the Web of Sciences database. Further, the lan-
guage was restricted to ‘English’ only. The refinement resulted in an initial sample
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Figure I. PRISMA Framework.

of 26 articles on the Scopus database and 20 on the Web of Sciences database.
After eliminating repeated articles, the initial sample totalled 37 articles.

For the next screening step, the titles, abstracts and keywords of the articles
were carefully reviewed. Articles that analysed tax aggressiveness and its rela-
tionship with financial distress or their moderating or moderating role on each
other were included to give a final sample of 15 articles. Figure 1 represents the
design of the study.

Analysis of the arrived sample shows that studies on the relationship between
tax aggressiveness and financial distress have emerged only after 2015. An over-
view of the studies included in this review is presented in Table 1, depicting the
year-wise frequency, the country-wise frequency and the journals in which these
articles were published. Panel A of Table 1 shows a significant increase in research
on the topic in the year 2023. Panel B of the tables shows that a majority of
research is conducted in the US and Indonesia. Panel C shows that 11 out of the
13 journals in which the articles are published are ABDC journals, with nine jour-
nals belonging to the B category or above.

Results of Systematic Analysis

This part is divided into three sections. The first section elaborates on the existing
literature on the impact of financial distress on tax aggressiveness among firms,
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Table I. Distribution of Sample Based on Year, Area, and Publication.

Panel A: Year-wise Distribution

Year Frequency
2015 2
2017 |
2018 2
2020 2
2021 |
2023 7
Panel B: Area-wise distribution

Area Frequency
us 6
Indonesia 4
Australia 2
Vietnam |
China |

Cross country |

Panel C: Distribution of articles in publication outlets

Journal Frequency = ABDC rating
Advances in Accounting | A
Asian Journal of Accounting Research | C
Cogent Business and Management 2 -
Contemporary Accounting Research | A*
Economic Modelling | A
Financial Management I A

International Journal of Economic Research | -
International Journal of Finance and Economics | B
Journal of Banking and Finance | AF
Journal of Contemporary Accounting and Economics |

A
Management and Accounting Review 2 C
Management Decision | B

A

National Tax Journal |

the second section discusses the research on how tax aggressiveness impacts
financial distress and the last section discusses the moderating role of financial
distress on the relationship of aggressive tax practices with its antecedents.

Impact of Financial Distress on Tax Aggressiveness

Tax avoidance acts as a synergy-motivating tool for financially distressed firms hav-
ing higher risk appetite by minimising tax expenses, allowing firms to garner higher
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profit margins and increase liquidity to finance using internal funds (Ariff et al.,
2023). Managers of firms under distress have a higher incentive to employ strate-
gies involving greater risks, particularly risk-shifting behaviour. Dictated by the
cost-benefit trade-off theory, the costs of tax-aggressive activities in financially dis-
tressed firms are lesser than the potential benefits (Edward et al., 2013; Richardson,
Taylor, et al., 2015). Moreover, the agency theory suggests that managers act in their
self-interest rather than in the best interest of the shareholders during times of finan-
cial distress and engage in more tax-aggressive activities to overstate the income
and increase associated compensation (Desai & Dharmapala, 2006).

Using a sample of 80 listed companies, Kamayanti et al. (2023) studied how
corporate social responsibility, corporate governance and financial distress affect
tax avoidance in Indonesia between 2016 and 2020 and found that firms facing
distress have a higher degree of tax avoidance. Zhou et al. (2023) studied a sample
of 51,205 firm-year observations from US-listed companies between 1988 and
2018 and found tax avoidance to be more pronounced in firms closer to financial
distress and bankruptcy. These results are aligned with Dang and Tran (2021),
who conducted a similar study between 2008 and 2020 using a sample of 369
Vietnamese-listed companies. On the contrary, Kalbuana et al. (2023) also studied
the impact of CEO narcissism, corporate governance, company size and financial
distress on tax avoidance using a sample of 29 Indonesian listed companies and
found no relation of financial distress on the level of tax avoidance. These find-
ings can be supplemented by Sun et al. (2023). Sun et al. (2023) examined the role
of tax planning behaviour in mitigating a firm’s financial constraints in Chinese
listed companies between 2010 and 2018 and found a positively significant asso-
ciation which was stronger for non-state-owned enterprises, big firms and non-
political firms. However, the study also suggested that tax planning increased
financial constraints in the long run.

Furthermore, Richardson, Lanis, et al. (2015) examined the impact of board
independence and financial distress on tax aggressiveness using a sample of 753
listed companies in the US between 2006 and 2010 and found a positive relation,
which was magnified during a global financial crisis. Richardson, Taylor, et al.
(2015) also conducted a similar study in Australia using a sample of 203 listed
companies in Australia and found similar results, signifying that during an exter-
nal financial crisis, firms under distress are more tax-aggressive than those with
sound finances. Ariff et al. (2023) carried out a cross-country examination on the
association of financial distress with tax avoidance affected by the COVID-19
pandemic using a sample of 38,958 companies from 2015 to 2020 and found
financially distressed firms to exhibit higher tax avoidance during the pandemic
signalling that the pandemic enhanced the relationship. Kustono et al. (2023) also
examined the impact of the pandemic on the causes of tax avoidance in the hospi-
tality sector on the basis of political costs, monitoring mechanisms and financial
decisions and found that firms facing financial distress exhibit a higher level of
tax avoidance during the pandemic as well as non-pandemic times. These studies
indicate that firms under distress adopt more tax-aggressive measures in the inci-
dence of an external shock.
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Impact of Tax Aggressiveness on Financial Distress

The impact tax aggressiveness has on financial distress faced by firms can be
explained using the resource-based view, which dictates that tax-aggressive mea-
sures act as cash-generating activities that help firms avoid financial constraints
and minimise the likelihood of facing financial distress. However, the reputational
costs associated with engaging in tax-aggressive activities make the firms suscep-
tible to scrutiny and resistance from creditors, resulting in lowered liquidity and a
greater likelihood of facing distress.

Dhawan et al. (2020) studied the impact that tax aggressiveness and thin capi-
talisation have on bankruptcy risk in Australian firms between 2005 and 2016 and
found that firms engaging in tax avoidance, along with thinly capitalised firms,
faced higher bankruptcy risk. Bayar et al. (2018) additionally examined how cor-
porate governance affects the relationship between tax avoidance and financial
constraints using data from 35,000 US firms between 1990 and 2015 and found
a negative relationship, which was higher for firms with weaker corporate
governance.

Gabrielli and Greco (2023) also studied the impact of tax planning on the like-
lihood of financial default in different stages of the corporate life cycle among US
firms between 1989 and 2016. They found tax planning firms to be less likely to
default in the introduction and decline stages and more likely in the growth and
maturity stages. On the contrary, Assagaf (2017) studied the relationship using
data from seven Indonesian firms between 2014 and 2021 and found that tax
aggressiveness had no significant impact on the financial distress faced by firms.

The Moderating Role of Financial Distress on the Antecedents of
Tax Aggressiveness

Research reveals that financial distress moderates the impact of antecedents of tax
aggressiveness. Kubich et al. (2020) studied the moderating role of financial dis-
tress on the relationship between CEO/CFO debt and tax avoidance using a sam-
ple of 4735 firm-year observations from US-listed companies from 2007 to 2012
and found that the positive relationship is magnified in firms with greater likeli-
hood of default. Chen et al. (2018) also conducted a study using 29 broker merg-
ers and 22 closures in the US between 1988 and 2008 to examine the moderating
impact of financial distress in firms undergoing merger deals on tax avoidance
and found that more financially constrained firms had a higher tax avoidance
level.

Scope for Future Research

This study provides a thorough coverage of existing literature on the relationship
between corporate tax aggressiveness and financial distress and highlights the
scope for future researchers to study the extent further and the factors that affect
the relationship. One of the most important concerns among academicians
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regarding conducting a study on corporate tax aggressiveness is related to its defi-
nition and measurement. With numerous definitions and measurement proxies
available, operationalising based on suitability is a challenge. Dunbar et al. (2010)
identify nine measures of tax aggressiveness employing effective tax rates and
book-tax differences. Moreover, companies do not readily disclose their tax liabil-
ity and avoidance strategies. Thus, the availability of data also poses a challenge.
In the future, researchers can focus on comparing various proxies of tax aggres-
siveness in terms of its effectiveness as a determinant of financial distress.
Furthermore, there exists a need for longitudinal studies to examine the
dynamic nature of the relationship over time. Moreover, the present literature is
predominantly conducted on samples from the US, Indonesia and Australia.
Research can be expanded by examining a sample from other developed and
developing countries. Upcoming researchers can also focus on cross-country
research to provide insight into how institutional differences influence this rela-
tionship along with the segmentation of developing and developed nations.

Conclusion

Tax aggressiveness, characterised by strategic manoeuvres to minimise tax liabili-
ties, has become a focal point in contemporary corporate finance literature. Due
to the risk associated with tax-aggressive activities, companies are often levied
with higher costs of debt and lower credit ratings, indicating a likelihood of
default. Additionally, the cash-generating nature of tax-aggressive activities often
incentivises managers to indulge, to avoid financial constraints. Researchers have
increasingly explored the relationship between tax aggressiveness and financial
distress in the past decade.

The reviewed literature presents mixed observations regarding the relation-
ship between tax aggressiveness with financial distress. Some studies exhibit
that tax aggressiveness is higher in firms facing financial distress, supported by
the cost-benefit trade-off theory and the agency theory, whereas other studies
show a negative or no significant impact therein. Studies also indicate that firms
involved in tax-aggressive activities often face a higher likelihood of bank-
ruptcy. This can be justified by the reputational damage caused to these firms,
which further poses financial constraints. Research also shows that tax aggres-
siveness has a negative impact on financial distress, which the resource-based
view can explain.

Based on the investigation of existing literature, future researchers can explore
the relationship by considering more facets that affect the relationship. Research
can also be conducted to further study how the relationship is different for devel-
oping and developed countries.
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