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Abstract 
The purpose of this paper was to investigate the impact of tax audit and tax penalty on tax 

compliance and examine the moderating effect of religiosity on the associations between tax 

audit and tax penalty with tax compliance in Pakistan. In this study, 400 questionnaires were 

distributed by using convenience sampling to actual as well as potential taxpayers of Pakistan, 

after which a total of 247 useable questionnaires were deemed suitable for analysis. Partial 

least squares structural equation modelling (PLS SEM) was devised using SmartPLS software 

to validate the measurement model and structural model and the predictive relevance of the 

study’s model. The findings showed that tax audit and tax penalty were positively associated 

with the level of tax compliance. They also demonstrated the moderating significant effect of 

religiosity on the relationship between tax penalty, tax audit and tax compliance. Tax 

authorities and policymakers in developing majority societies in developing countries and in 

other South Asian countries, especially in Pakistan may use the results to focus their interest 

on the formulation of policies founded on the outcomes of the study to strengthen revenue 

collection. This study extended the deterrence theory in the context of tax compliance by 

studying tax audit and tax penalty as well as the proposed moderating effect of religiosity in 

the purview of deterrence theory on tax compliance. The study explored the potential effect of 

these significant factors of tax compliance among actual as well as potential taxpayers in socio 

cultural context of Pakistan. Moreover, the suitability for the use of PLS-SEM as a statistical 

tool in investigating the above-mentioned relationships was also discussed. 

Keywords: Religiosity, Deterrence Theory, Tax Compliance, Tax Audit, Tax Penalty. 

 

Introduction 
Taxation is a major factor that a government considers while taking financial decisions. 

(Gilligan & Richardson, 2005; Hanlon, Maydew, & Thornock, 2015). Tax collection is the 

backbone of the projects of public finance such as development and maintenance of 

infrastructure as well as providing the general public with necessary facilities and amenities. 

This spending is essential for economic growth of a country (Alm & Torgler, 2006; Gangl et 

al., 2016; Miskam et al., 2013). Therefore, researchers have focused on tax compliance thanks 
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to its significance and active role in financial development (Alon & Hageman, 2013; Andreoni 

et al., 1998; Khlif et al., 2016; Torgler & Schneider, 2007; Torgler et al., 2010).  

Despite being essential, even the developed countries fail to achieve hundred-percent tax 

compliance. This is because there always remains a fraction of wealthy and powerful public 

that is considered ‘hard to tax’. This fraction always tends to evade or avoid to dispose the 

actual tax liability through different sinister means such as under-declaration of the wealth and 

wrong calculation of the tax liability (McGee et al., 2008). Therefore, tax evasion and 

avoidance exert an adverse effect on the economy, especially keeping in view the fact that tax 

noncompliance is such a major issue worldwide, that the actual volume of the tax money 

evaded is colossus (Farrar et al., 2019). Precisely, it was estimated that the amount of tax 

evasion in United States surpassed 3.1 trillion Dollars in 2011 (Murphy, 2011). 

In order to deter tax non-compliance, multiple factors have been considered in literature. Tax 

audit is one of the most significant factors in this regard. Tax audit is the systematic study and 

scrutiny of tax self-assessments, accounting records, vouchers, invoices, and other pertinent 

documents for the goal of assessing a person's actual and fair tax due. In Pakistan, a tax audit 

can be either a desk audit (going into fewer details) or a full-fledged audit (requiring in-depth 

investigations) under Section 177 of the Income Tax Ordinance 2001. Tax audit is regarded as 

the most effective weapon in the arsenal of tax authorities for curbing tax evasions and 

avoidances (Harelimana, 2018; Jackson & Milliron, 1986).  

Unlike a traditional audit of a company, where the auditor is not always looking for something 

fishy in a person's financial affairs, a tax officer is much more likely to catch some tax 

avoidance or evasion and create a recoverable tax demand (Chau & Leung, 2009). As a result, 

the greater the number of tax audits, the greater the likelihood of tax compliance. Allingham 

and Sandmo (1972) pioneered research into the relationship between tax audit and tax evasion. 

Apart from tax audit, tax penalty is also another significant determinant to enhance tax 

compliance (Sarwar et al., 2023). Penalty is defined in the Income Tax Ordinance 2001 as the 

imposition of a default surcharge, fine, and a marking lien on the bank accounts of individuals 

who fail to comply with tax laws and engage in tax avoidance and evasion practices within the 

purview of section 182 and other relevant sections of the Income Tax Ordinance, 2001. Tax 

penalties have been shown to have a significant impact on tax compliance (Allingham & 

Sandmo, 1972). Many other studies, such as Thiga and Muturi (2015), Fischer et al. (1992) and 

Witte and Woodbury (1985), found a significant effect of tax penalties on tax compliance.  

Some studies have found that tax penalties have a negative effect on tax compliance (Feld & 

Tyran, 2002; Fjeldstad & Semboja, 2001; Martinez-Vazquez & Rider, 2005). Nonetheless, 

previous research has found that tax penalties have no significant effect on tax compliance 

(Collins & Plumlee, 1991; Mohdali, Isa, & Yusoff, 2014; Pommerehne & Weck-Hannemann, 

1996) discovered that penalties had a significant effect on eradicating tax noncompliance. 

Further, In order to counter tax non-compliance, religion has been observed as an effective 

factor (Boone et al., 2013). Weber and Kalberg (1930) first investigated the relationship 

between religiosity and economic development. Although it was believed that there is no 

connection between religion and economy (Tomes, 1985); nonetheless, later researches found 

evidence that the religiosity of the people and economy are not irrelevant of one another; where 

religion was seen to be affecting the economic progress significantly (Riahi-Belkaoui, 2004). 

Based upon the databases of the World Values Survey as well as the European Values Survey, 

empirical investigations indicated that in developed countries, religion is found to be positively 

impacting the economic development (Carsamer & Abbam, 2023). 

It can be observed that in Pakistan, the allocation of public funds is heavily reliant on tax 

revenue, which serves as a crucial factor in the process of budgetary appropriation for the public 

sector. A total of Rs. 6148 billion in taxes was collected during the fiscal year 2021-2022 in 

Pakistan (FBR, 2023). Notwithstanding the recent implementation of diverse fiscal measures 
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by the Pakistani government aimed at augmenting domestic revenue, Pakistan continues to 

grapple with a substantial issue of tax non-compliance. Specifically, an estimated annual loss 

of Rs. 1 trillion is attributed to tax evasion (Express-Tribune, 2023).  

In conclusion, it is imperative to emphasize the necessity of further research on the topic of tax 

compliance. Therefore, the study aimed to investigate the effect of different factors affecting 

the tax compliance namely tax audit and tax penalty. The study also took into account the 

moderating effect of religiosity. The study examined the above-mentioned determinants in the 

socio-cultural context of Islamic Republic of Pakistan. 

 

Literature Review 
Tax Compliance 

Every country worldwide has its own tax policies and legislation specifically designed to meet 

the wants and suitability of its society. The existence of these differences makes it extremely 

difficult to establish a universally agreed-upon operational definition of tax compliance. Tax 

compliance is often shown by the willingness of taxpayers to fulfill their tax obligations. This 

compliance can be either mandatory or optional. Non-compliance with taxes occurs when a 

taxpayer fails to adhere to the tax law and fulfill their obligation to pay the required amount of 

taxes. This lack of compliance may be intentional. According to James and Alley (2002), tax 

compliance refers to a taxpayer's dedication to the purposes and goals of both society and the 

government in terms of enforcing tax laws. 

Tax compliance is taken as the dependent variable in the current study. Voluntary tax 

compliance motivates behavioral intentions of a taxpayer to pay its taxes due. Parallel to tax-

morale, as discussed earlier, voluntary tax compliance leads to the inclination that stems from 

the moral obligation of a taxpayer to the general public (Wahl et al., 2010). This attitude is a 

self-employed tax compliance attitude that is developed in the taxpayers. While Enforced tax 

compliance describes the coercive measures of tax authorities in order to enforce the tax laws 

by the means of prosecution system of a state. 

According to research in the tax compliance field, effective collection of taxes includes the 

application of coercive power and authority, persuasion, moral principles, and a feeling of the 

fairness of the tax system (Kessler et al., 2016). Nevertheless, is no agreement on the reasons 

why individuals pay or do not pay taxes (Shaukat et al., 2024). Deterrence theory was one of 

the first models used to explain tax compliance behavior (Jackson & Milliron, 1986). The 

deterrence theory proposes, among several other things, that the danger of being caught is a 

more potent deterrent for illegal conduct than punishment and that increasing the perception of 

the possibilities of getting caught aids in the reduction of crime (Becker, 1968). The Becker 

model of the economics of crime (1968) inspired the concepts of deterrence theory. Becker 

advocated that the level of tax noncompliance be determined by criteria such as audit and 

penalties. 

 

Tax Audit 

A systematic examination and scrutiny of tax self-assessments, accounting records, vouchers, 

invoices, and other relevant documents for the purpose of calculating true and fair tax liability 

of a person is called tax audit. In Pakistan, tax audit may refer to a desk audit -going in to less 

details- or a full-fledged audit under section 177 of the Income Tax Ordinance 2001, 

demanding in-depth investigations. In order to contain the tax evasions and avoidances, tax 

audit is considered to be the most effective weapon in the arsenal of tax authorities 

(Harelimana, 2018; Jackson & Milliron, 1986).  

Unlike the conventional audit of a company, in which auditor is not always after something 

fishy in the financial affairs of a person, a tax officer is highly likely to catch some tax 

avoidance or evasion and create a recoverable tax demand (Chau & Leung, 2009). Therefore, 
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the more the number of tax audits, the more there will be tax compliance. Allingham and 

Sandmo (1972) pioneered the investigations of relationship between tax audit and tax 

avoidance. The findings of the study showed that tax audit significantly and positively affected 

the tax compliance. Many subsequent studies reported the similar results; for instance Feld and 

Larsen (2012), Alm and McKee (2006), Chung and Trivedi (2003a) and Witte and Woodbury 

(1985). Oppositely, there also have been reported a significant negative effect of tax audit on 

tax compliance (Feld & Frey, 2007; Mittone, 2006; Slemrod et al., 2001); however, a few 

previous studies, for example Spicer and Thomas (1982) and Wärneryd and Walerud (1982), 

also reported that there was no sign for any effect of tax audit on tax compliance.  

As clarified from the above discussion, the literature on tax audit provided mixed results. 

Whereas, that literature lacks insight on the role of tax audit in fostering tax compliance in 

Pakistan. Therefore, the above discussion led the researchers to the following hypothesis: 

H1: Tax audit has significant effect on tax compliance. 

 

Tax Penalty 

Penalties are essential in enforcing tax laws effectively and ensuring compliance (Sarwar & 

Khan, 2022). They serve as a powerful tool for tax authorities to combat tax fraud. 

Consequently, sanctions, surcharges, fines, and penalties are often enforced to address 

noncompliance with tax regulations. Although effective, this approach is also expensive (Dunn 

et al., 2018). Penalty is defined in the purview of Income Tax Ordinance 2001 as imposition of 

default surcharge, fine and marking lien on bank accounts of the persons not complying with 

the tax laws and indulging in practices of tax evasion and avoidance within the scope of section 

182 as well as other relevant sections of the Income Tax Ordinance, 2001. Evidence has been 

found that tax penalties significantly affect the tax compliance (Allingham & Sandmo, 1972). 

Many other studies also revealed a significant positive influence of tax penalties on the tax 

compliance; for instance: Thiga and Muturi (2015), Fischer et al. (1992) and Witte and 

Woodbury (1985).  

Conversely, a negative effect of tax penalties on tax compliance has also been reported by some 

studies (Feld & Tyran, 2002; Fjeldstad & Semboja, 2001; Martinez-Vazquez & Rider, 2005). 

Nonetheless, some previous studies also reported that there was no significant effect of tax 

penalties on the tax compliance (Collins & Plumlee, 1991; Mohdali et al., 2014; Pommerehne 

& Weck-Hannemann, 1996). However, Sinnasamy and Bidin (2017b) revealed that penalties 

had been observed to have a significant positive effect on the noncompliance of the federal 

excise duty (FED).  

Whereas, some researchers, for example Woodward and Tan (2015) and Webley et al. (2019) 

concluded that there was a positive effect of penalty on tax compliance. Conversely, Faridy et 

al. (2014) denied any significant relationship between the two variables in his findings. To 

summarize the previous discussion, it is evident that researchers have not reached a consensus 

regarding the impact of tax penalties on tax compliance. Therefore, it was neccessary to find 

out what dimension did this relationship take while studying in the setting of tax culture of 

Pakistan. The discussion above completed the second hypothesis of the investigation as below: 

H2: Tax penalty has a significant effect on tax compliance. 

 

Religiosity 

The role of religiosity on economic advancement and development was initially investigated 

by Weber and Kalberg (1930). Although some studies, for instance Tomes (1985), held the 

opinion that religion or religiosity has fundamentally nothing to do with the economics. 

Nonetheless, the further studies revealed that religiosity or religious practices are not 

necessarily disconnected from economic development as considered before; and the later 
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studies began to provide evidence that religiosity has a significant relationship with economic 

development (Riahi-Belkaoui, 2004).   

Chapter 90, Verse 10 of the Holy Quran reads: “ُ النَّجْديَْنُ  وَهَديَْنَاه” translated: “And (have We not) 

shown him (the human being) the two highways? (of right and wrong)?” (The Holy Qur'an, 

2008). And having the sense of identifying the good from the evil been instilled, the mankind 

was urged to choose the path of righteousness, as mentioned in the Holy Quran in Chapter 41, 

Verse 34: “َُي  ئةَ ُ لَُ وَُ الۡحَسَنَة ُ تسَۡتوَ ى وَل ُؕ  السَّ  translated: “Good and evil can never be ”احَۡسَنُ  ه ىَُ ب الَّت ىُۡ ا دۡفَعُۡ 

equal; (therefore) repel evil deeds with good ones” (The Holy Qur'an, 2008). 

Besides, the Holy Bible also testifies the same in the book of Genesis 3:22 (ESV/181) as: “Then 

the Lord God said, “Behold, the man has become like one of us in knowing good and evil. 

Now, lest he reach out his hand and take also of the tree of life and eat, and live forever” (The 

Bible, English Standard Version (ESV), 2001). Similarly, Isaiah 5:20 (ESV/336) says: “Woe 

to those who call evil good and good evil, who put darkness for light and light for darkness, 

who put bitter for sweet and sweet for bitter!” (The Bible, English Standard Version (ESV), 

2001).  

Hence, the religiosity potentially keeps a person from indulging into malpractices for monetary 

gains, therefore, from tax fraud and evasion. Most of the literature on religiosity and tax 

compliance is related to the developed economies, and there is dearth of literature associated 

with the developing countries (Carsamer & Abbam, 2020). Therefore, true in case of Pakistan. 

Unlike the monetary or physical penalties and punishments, religion acts in a quite different 

way. It directly affects the inner-self or the moral sense of a human being.  

A person feels internally ashamed and embarrassed as a result of committing or even thinking 

of committing a bad deed; tax fraud for instance; and that contriteness keeps him from 

indulging in the tax evasion in the future (Grasmick et al., 1991). While Strielkowski and 

Čábelková (2015) revealed that practicing religious-persons discharged their tax liability 

voluntarily and maintained high tax morale. Although many studies in the past have 

investigated the effect of religion on tax compliance, tax avoidance and tax evasion, for 

instance, Carsamer and Abbam (2020), Khalil and Sidani (2020) and Benk et al. (2017); 

however, these studies have investigated the direct effect of religiosity on tax compliance.  

In contrast, previous studies have identified various factors that may potentially influence the 

relationship, such as religion (Alshira'h & Abdul-Jabbar, 2020b). Hence, this study posits that 

religiosity could serve as a moderating variable in order to enhance comprehension of the 

varied outcomes observed in the associations between tax compliance, tax audit, tax penalty. 

Based on the presented argument, it can be posited that the degree of religiosity among 

taxpayers may have an influence on their conduct, regardless of the certainty of a tax audit or 

the severity of the tax penalty. In essence, religiosity may serve as a moderating factor in the 

relationship between tax compliance and the aforementioned factors. This gives rise to the 

development of the subsequent hypotheses.: 

H3: Religiosity moderates the relationship between tax audit and tax compliance. 

H4: Religiosity moderates the relationship between tax penalty and tax compliance. 
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Figure 1: Conceptual Framework 

 

 

 

 

 

 

 

 

 

Source: Authors’ design 

 

Methodology 
The researchers employed a closed-ended structured questionnaire that was adapted to suit the 

specific circumstances of Pakistan in order to collect data from the intended participants. 

Demographic variables encompassed in this study were gender, age, level of education, 

registration with the Federal Board of Revenue in Pakistan (FBR), and filing status, which 

refers to whether an individual is a filer or a non-filer. The study's population consisted of two 

groups: the actual taxpayers, who were individuals registered with the Federal Board of 

Revenue Pakistan (FBR) and possessing a valid National Tax Number/NTN, and the potential 

taxpayers, who were individuals not registered with the FBR and lacking a valid National Tax 

Number/NTN.  

It is reported that a mere 4.2 million individuals completed the process of submitting their 

income tax return as on 2023 (Sarfaraz, 2023). Due to the time-consuming and expensive 

nature of collecting fresh hand responses, as well as the significant level of accessibility 

required, the convenience sampling technique was chosen to administer the questionnaire. The 

utilization of convenience sampling technique is deemed appropriate in situations where there 

are limitations in terms of time, cost, and accessibility or outreach (Denscombe, 2009). The 

aforementioned assertion is supported by several comparable studies (Carsamer & Abbam, 

2020; Mohdali & Pope, 2014; Nkundabanyanga et al., 2017; Yuniarta & Purnamawati, 2020).  

A total of four hundred questionnaires were distributed, of which two hundred and eighty-six 

responses were received. Upon conducting a more thorough examination, a total of two 

hundred and forty-seven responses were deemed suitable for analysis. This finding suggests a 

response rate of sixty-two percent. One potential bias that was taken into consideration in the 

design of the questionnaire was the respondents' ability to accurately envision tax compliance 

based on the items or wordings utilized in the questionnaire. Therefore, a pilot study was 

conducted in order to incorporate several crucial aspects into this research. These include the 

opportunity to eliminate ambiguity and enhance the clarity of certain instrument items, as well 

as the ability to make any required modifications based on the findings of the pilot study.  

Furthermore, the researcher administered the questionnaire to six individuals with expertise in 

tax accounting within the academic community, three individuals who hold positions as 

business owner-managers, and ten tax authorities in Pakistan. The tax authorities included 

officers ranging from inspectors to deputy commissioners, as well as additional commissioners 

inland revenue. These individuals were asked to review the questionnaire and provide 

feedback, which was used to enhance the accuracy and the items underwent evaluation in order 
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to identify any potential construction faults, assess the flow of the content, detect ambiguity, 

and examine the sequencing of the information. Subsequently, the questionnaire underwent 

necessary revisions.  

The questionnaire comprised a total of 27 questions and statements, excluding the demographic 

inquiries. The researchers utilized a Likert-type scale with five points to assess both the 

dependent and independent variables. We employed Harman's single factor test was used to 

assess if there presented any common method bias (Podsakoff et al., 2003). The unrelated factor 

analysis procedure encompassed both the independent and dependent variables. The findings 

of the study revealed that the data exhibited a multifactorial structure and a limited shared bias. 

 

Data Analysis 

The current study employed Partial Least Squares Structural Equation Modelling (PLS-SEM) 

analysis method using Smart PLS data analysis software to investigate the proposed hypotheses 

and analyses the research model. PLS-SEM is a statistical tool that is increasingly recognized 

and employed by researchers for the analysis of empirical data across diverse academic 

disciplines, such as tax compliance (Farouk et al., 2018). PLS-SEM possesses the capability to 

simultaneously examine multiple relationships (Ringle et al., 2012). PLS-SEM is a suitable 

approach for investigating intricate models characterized by a large number of items, variables, 

and associations (Chin, 2010). In addition, it should be noted that PLS-SEM has the ability to 

analyses datasets with limited sample sizes (Hair et al., 2014).  

 

Table 1: Convergent validity and reliability assessment 

Latent Construct Items Loading CA CR AVE 

Tax Compliance (TC) TC1 0.827 0.831 0.868 0.671 

 TC2 0.816    

 TC4 0.835    

 TC5 0.747    

 TC6 0.593    

 TC8 0.878    

 TC9 0.795    

 TC10 0.817    

Tax Penalty (TP) TP1 0.668 0.775 0.818 0.704 

 TP2 0.619    

 TP3 0.776    

 TP4 0.831    

Tax Audit (TA) TA1 0.583 0.712 0.799 0.598 

 TA2 0.881    

 TA3 0.618    

Religiosity (R) R1 0.629 0.809 0.874 0.601 

 R2 0.712    

 R3 0.799    

 R4 0.867    

 R5 0.886    

 R6 0.719    

 R7 0.694    

 R9 0.771    

 R10 0.834    

Note: TC3, TC7 and R8 were deleted because of low AVE 

Source: Authors’ calculations 
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The evaluation of the measurement model in this study was conducted with consideration for 

both convergent validity and discriminant validity. Convergent validity refers to the degree to 

which the indicators used to measure variables accurately represent those variables and are 

capable of positively correlating with other measures of the same variables (Hair et al., 2014). 

The assessment of convergent validity involved the evaluation of indicators' loadings, 

composite reliability, and average variance extracted (AVE). According to the findings 

displayed in table 1, the loadings of the indicators, as well as the values of Cronbach's alpha 

(CA) and composite reliability (CR), surpass the minimum threshold of 0.40 and 0.70, 

respectively (Hair et al., 2014).  

However, certain tax compliance items (TC3, TC7) and a religiosity item (R8) were excluded 

from the analysis due to their low indicator loadings and in order to enhance the composite 

reliability. Moreover, the rule of thumb proposed by Kenny (1979) and Kline (2023) regarding 

the recommended number of items, specifically a minimum of two items, was adhered to. This 

criterion was upheld even after eliminating certain items, as all constructs still consisted of at 

least three items. Therefore, it can be concluded that the study yielded satisfactory results in 

terms of convergent validity. 

Following the confirmation of convergent validity, the subsequent step entailed the assessment 

of discriminant validity using Fornell-Larcker's criterion, as proposed by (Hair et al., 2014). 

The discriminant validity of the latent contracts was assessed through the examination of the 

square roots of the average variance extracted (AVE) and the correlation coefficients between 

variables. According to the findings presented in table 2, it can be observed that the square 

roots of all the average variance extracted (AVE) values were higher than the diagonal values 

in their corresponding rows and columns. This suggests the presence of discriminant validity 

at the variable level. In summary, it can be inferred that the measurement model has 

successfully met the criteria for reliability, as well as convergent and discriminant validity, 

both at the level of indicators and variables. 

 

Table 2: Discriminant validity assessment 

 TC TP TA R 

TC 0.820    

TP 0.034 0.840   

TA 0.173 0.251 0.773  

R 0.088 0.097 -0.058 0.775 

Note: The figures are rounded-off to three decimal points. 

Source: Authors’ calculations 

 

The measurement model was assessed using the PLS-SEM technique in order to determine the 

R2 value and assess the extent to which the exogenous variables explain the variance. 

According to (Hair et al., 2014), the R2 coefficient signifies the proportion of variance in the 

endogenous construct (dependent) that can be explained by one or more exogenous constructs 

(independent). The R2 value of 0.133 exhibited by the two constructs suggests that 

approximately 13.3% of the variability in tax compliance can be accounted for by tax audit and 

tax penalty. Furthermore, the inclusion of the moderating effect of religiosity resulted in an 

increase in the R2 value, which reached 0.251. This finding demonstrates that a significant 

portion, specifically 25.1%, of the variability in tax compliance can be attributed to the 

combined influence of tax audit and tax penalty, with the additional indirect impact of 

religiosity. 

The primary aim of conducting the structural model test is to assess the impact of the exogenous 

variable and moderating variable on the endogenous variable. The statistical significance of the 
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path coefficients was determined using the bootstrapping method, which involved generating 

5000 re-samples. Table 3 and Figure 1 present the path coefficients (β-values), t-values, and p-

values for all the proposed hypotheses. In general, the findings presented in Table 2 

demonstrate a significant relationship between tax audit (β = 0.231, t = 3.786, p < 0.01) and 

tax penalty (β = 0.134, t = 2.394, p < 0.05) with tax compliance. These results provide support 

for hypotheses H1 and H2. The analysis of bootstrapping demonstrated the anticipated 

moderating impact of religiosity on the relationship between tax compliance and its 

determinants, as shown in table 3 and figure 2. 

 

Table 3: Hypotheses testing results 

Hypothesis Relationship Path Coefficient t-value p-value Decision 

H1 TA -> TC 0.231 3.786 0.000** Supported 

H2 TP -> TC 0.134 2.394 0.017* Supported 

H3 R × TA -> TC 0.152 2.275 0.023* Supported 

H4 R × TP -> TC 0.126 2.324 0.021* Supported 

Notes: * p < 0.05; ** p < 0.01, (one-tailed) 

Source: Authors’ calculations 

 

Figure 2: Partial least square boot strapping 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: SmartPLS3 output 

 

Hypothesis H3 posited that the degree of religiosity serves as a moderating factor in the 

association between tax audit and tax compliance. The findings of the study provided evidence 

in favor of hypothesis H3, with a significant positive relationship observed (β = 0.152, t = 2.275, 

p < 0.05). This suggests that religiosity played a moderating role, suggesting that a heightened 

level of religiosity amplifies the positive association between tax audit and tax compliance.  

Hypothesis H4 posited that the degree of religiosity serves as a moderating factor in the 

association between tax penalty and tax compliance. The findings, as presented in table 4 and 

Figure 2, indicate that there was a significant interaction effect between religiosity and tax 
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penalty (β = 0.126, t = 2.324, p < 0.05). This suggests that a higher level of religiosity enhances 

the positive relationship between tax penalty and tax compliance. Therefore, it can be inferred 

that religiosity plays a significant role in moderating the association between tax penalty and 

tax compliance.  

 

Discussion 
The main aim of this study was to examine the relationship between tax audits and tax penalties 

in relation to tax compliance. Additionally, the study sought to examine the potential 

moderating influence of religiosity on the association between tax audit and tax penalty, within 

the framework of tax compliance. As previously mentioned, the results indicate that tax audits 

have a substantial impact on tax compliance. This finding aligns with previous studies that have 

emphasized the crucial role of tax audits in promoting tax compliance (Harelimana, 2018; 

Jackson & Milliron, 1986). According to Allingham and Sandmo (1972), there is a positive 

correlation between the frequency of tax audits and the level of tax compliance. The same 

findings were also reported by Feld and Larsen (2012), Alm and McKee (2006), Chung and 

Trivedi (2003a), and Witte and Woodbury (1985).  

One plausible inference may be that the taxpayers conducted a comparative analysis of the 

costs associated with facing penalties and undergoing an audit, alongside the challenges posed 

by tax compliance. Moreover, it can be argued that the potential cause of this phenomenon is 

the apprehension among individuals regarding the commencement of tax audits conducted by 

tax authorities, which heavily depend on such audits for the purpose of revenue generation. 

The primary objective of deterring non-compliance typically involves instilling fear through 

the implementation of measures that heighten the likelihood of a tax audit (Forest & Sheffrin, 

2002). Consequently, the findings of this study suggest that there is a pressing need to prioritize 

and strengthen the implementation and enforcement of audit procedures in the context of tax 

filing.  

The present findings of this study provide empirical support for the theoretical predictions put 

forth by Allingham and Sandmo (1972) in the field of deterrence theory. The researchers 

endeavored to establish a correlation between tax penalty and tax audit, and its impact on tax 

compliance. The utilization of statistical modelling has resulted in the determination that 

taxpayers have the option to either fully report their taxes or choose not to do so. In the current 

study, the findings demonstrated that an increased tax penalty had a positive impact on tax 

compliance. The imposition of tax penalties has been widely recognized as a significant 

mechanism for assessing and promoting tax compliance (Chau & Leung, 2009; Devos, 2013). 

The effectiveness of penalties as a deterrent for tax non-compliance has been widely 

acknowledged in the literature (Mohdali et al., 2014). Numerous empirical studies have 

consistently supported this finding (Thiga & Muturi, 2015; Witte & Woodbury, 1985; 

Woodward & Tan, 2015).  

The use of threats and fear can effectively diminish non-compliance among taxpayers, thereby 

incentivizing them to accurately report their revenue in a truthful manner. This observation 

further illuminates the phenomenon in Pakistani society where individuals, arguably, exhibit a 

higher propensity to comply with the law primarily driven by the apprehension of potential 

penalties and punishments. Apart from Pakistan, Alshira'h and Abdul-Jabbar (2020b) observed 

that penalties and coercion have had a notable positive impact on revenue collection in Middle 

Eastern nations such as Jordan. As a result, enhancements can be made to the tax authority in 

order to function as a means of discouraging tax non-compliance. 

The research also discovered statistically significant coefficients that indicate a positive 

relationship between the tax penalty and tax compliance, particularly when considering the 

moderating influence of religiosity. This suggests that religious beliefs contribute to the 

amplification of the beneficial effects of tax penalties in promoting tax compliance, as these 



 

786 Journal of Asian Development Studies                                            Vol. 13, Issue 3 (September 2024) 

penalties are imposed upon individuals who are found to have inaccurately reported their taxes. 

Therefore, the imposition of tax penalties results in heightened tax compliance, particularly 

when considering the influence of religiosity as a moderating factor. The results may not be 

surprising, particularly in the context of an Eastern nation such as Pakistan, as religion holds 

considerable influence over the daily lives, thoughts, and behaviors of individuals within the 

socio-cultural framework of the country. 

 

Conclusion 
The topic of tax compliance has been the subject of extensive research; however, the question 

regarding the underlying motivations behind individuals' tax payment behaviour remains 

incompletely addressed. Tax compliance is an imperative concern for governments across the 

globe. In order to stimulate economic growth and foster development, it is anticipated that 

taxpayers will adhere to tax legislation. Nevertheless, the existing literature has not adequately 

examined the determinants linked to tax compliance. Tax compliance studies typically examine 

factors that may enhance tax compliance and decrease tax non-compliance.  

This study aimed to investigate the potential effects of tax audit and tax penalty on tax 

compliance through direct relationships. Additionally, the study investigated the potential 

moderating influence of religiosity on the association between tax audit and tax penalty, and 

its impact on tax compliance. This study can be regarded as one of the initial investigations 

conducted in Pakistan that explores the relationship between the variables under consideration, 

with a specific focus on the influence of religiosity as a moderating factor. This study aims to 

address the existing gap in the literature pertaining to tax compliance. The scarcity of tax 

compliance studies in this particular context renders this finding particularly significant. The 

results of this study provide empirical support for the proposition that tax audits have a 

significant impact on enhancing tax compliance. These findings are consistent with previous 

research conducted by Harelimana and Nyabirande (2018), Jackson and Milliron (1986), 

Allingham and Sandmo (1972), Feld and Larsen (2012), Alm and McKee (2006), Chung and 

Trivedi (2003b), and Witte and Woodbury (1985).  

Furthermore, the present study discovered a positive correlation between tax penalty and tax 

compliance, which aligns with the findings of previous research conducted by Woodward and 

Tan (2015), Thiga and Muturi (2015), Devos (2013), Chau and Leung (2009) and Witte and 

Woodbury (1985). 

Moreover, the study's results indicate a significant correlation between religiosity and both tax 

penalty and tax audit rate. The findings are aligned with that of Alshira'h and Abdul-Jabbar 

(2020a). Hence, there exists a positive correlation between the level of religiosity among 

taxpayers and their compliance with tax laws. Therefore, it can be said that religious appeals 

aimed at promoting higher tax compliance would likely yield discernible outcomes in nations 

characterised by elevated levels of religiosity. It can be anticipated that nations exhibiting 

elevated levels of religiosity would demonstrate greater levels of tax compliance compared to 

those nations with lower levels of religiosity.  

The findings of the current study have various implications, specifically for tax authorities and 

policymakers responsible for the formulation and implementation of tax legislation. Hence, it 

is imperative for tax authorities to consider augmenting operational inspections as a means to 

enhance the efficacy of tax auditors, while concurrently implementing amicable remedial 

measures. It is crucial to propose that tax authorities should implement adequate penalties and 

foster religious sentiments among taxpayers that motivate them to fulfil their tax obligations 

with integrity. Governments may devise plans to mobilize religious scholars, clerics as well as 

other religious and spiritual figures in order to instill tax-responsibleness into masses as 

reinforced by recommendations of the study.  
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In spite of its contributions, the research, however, is not without limitations. Of note, the study 

had drawn the sample using convenience sampling. Though justified, it might have exerted 

adverse effect on the generalizability of the results. Further studies may follow a different 

sampling design; probability sampling, for instance. Moreover, considering the possibility of 

revealing incriminating information and the sensitive nature of tax matters, the research 

focused on assessing real-life actions rather than individuals' behavioral intentions. It is 

recommended that future studies incorporate the measurement of individuals' behavioral 

intention with regards to tax compliance. While this study may serve as a theoretical foundation 

for future research endeavors, it is important to note that its scope is restricted to the specific 

geographic region in which it was conducted. Future research should aim to expand the existing 

model by incorporating additional factors, such as tax compliance cost, financial condition, and 

patriotism, in order to investigate their relationship with tax compliance. The study framework 

serves as a foundation for future mixed-method studies, enabling the expansion of 

generalizability and facilitating a more comprehensive exploration of individuals' opinions and 

emotions pertaining to the subject of investigation. This approach may also facilitate the 

identification of discrepancies in the viewpoints and understandings of the prevailing dominant 

social systems in order to uphold power dynamics between taxpayers and tax authorities. 

Future research endeavors could potentially enhance and corroborate the applicability and 

validity of these findings through their implementation across diverse contexts. 
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