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ABSTRACT: This study reviews the literature of effective tax rate model as this effective tax rate is commonly used as the 

measurement for corporate tax planning.  Although the study in this area is massive, usually focused on large companies, there 

is no mutual understanding among the researchers on the major determinants of the corporate effective tax rate. A long list of 

factors to include firm size, profitability, leverage, capital intensity, inventory intensity is seen as among the most influential 

factors that determine the effective tax rate. From the analysis of the literature review conducted, we believed that there is a 

need to propose a new framework that can be used to standardize the determinants of effective tax rate and further assist the 

company in planning and minimize their tax burden without distorting the government revenue collection. In addition to that, 

this paper adds to the new insight by extending the discussion to include ethnicity which considers unique in the Malaysian 

setting. 
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1. INTRODUCTION 
Effective tax rate (ETR) has received considerable attention 

in Western and emerging countries for decades. It was 

considered as the best measurement used for studies in tax 

planning, aggressive tax planning, and tax avoidance [1] 

depending on the objectives of the study undertaken. The 

analysis of the ETR is significant to both tax policymakers 

and accounting researchers [2] in order to know the 

effectiveness of tax policy implemented by the government. 

The ETR calculated based on financial statements shows how 

the companies involved in tax planning activities [3]. There 

are long lists of tax planning definitions available based on 

previous studies. For instance, [4] defines tax planning as an 

activity and procedure used by the organization, business, or 

individual to reduce the tax paid on their chargeable income, 

while [5] describes tax planning as tax payer's capability of 

financial information arrangement in minimizing tax burden. 

The effectiveness of the tax planning strategy taken by 

companies can reduce the companies' ETR below its standard 

tax rate (STR) [6]. Consequently, the activities of tax 

planning involved by companies can lead the companies to be 

an aggressive tax planner or less aggressive tax planner. Tax 

aggressiveness [7] is the strategy used by companies to 

manage their taxable income through tax-planning activities 

which include legal  tax-planning activities, activities that 

may fall into a grey area, and illegal activities. Differences 

between STR and ETR indicate the aggressive tax planning 

level undertaken by each company [3]. These differences also 

considered as a sign for the companies to reduce their tax [8]. 

It can be generalized that the factors that did influence ETR 

are related to corporate characteristics. Corporate 

characteristics were suggested to be an important factor in 

determining the tax aggressiveness [9][10]. For instance firm 

size, return on assets, leverage, capital intensity and inventory 

intensity create variation in ETR across companies [1, 11,  

[12, 13, 14, 15, 16]. These characteristics were found to 

influence the reduction of companies’ tax liability [10]. 

Managers are a person who is responsible for reducing the 

cost of companies’ tax through their understanding of any 

loopholes in the existing tax system [10]. Therefore, it is 

important to determine the most influential factors on ETR 

among companies. Realizing this, this paper aims to propose 

a conceptual framework of ETR for small and medium-sized 

companies in Malaysia as previous studies mostly focus on 

large companies. This study hopes may provide new avenue 

on the discussion pertaining to tax planning by reviewing and 

understanding some of the characteristics which influence 

corporate tax planning specifically for small and medium-

sized companies. This study is different from the previous 

studies in two aspects, firstly, the inclusion of ethnicity as a 

new variable in this framework which considers unique in 

Malaysia environment and secondly, the different size of 

companies used as a sample may hope to provide new 

findings. This paper is organized into four sections. Section 

two discusses the relevant literature on ETR and its 

contributing factors. Section three highlighted the proposed 

conceptual framework. Section four concludes and provides a 

recommendation for future research 

2. RELATED REVIEW 
Corporate characteristics are important variables in 

investigating corporate tax behavior [9]. The variables such 

as firm size, profitability, capital intensity, inventory 

intensity, leverage, labor intensity, and auditor type have 

been used extensively by previous researchers [4, 11, 17, 18 

19, 20] to investigate its relationship with tax planning. 

However, the results were mixed across studies. A study on 

the determinants of ETR can provide benefits to the investors, 

managers as well as shareholders because it will help 

companies in determining their tax savings [21]. However, 

the relationship of corporate-specific characteristics on ETR 

has caught many researcher's attention due to no consensus 

has been reached about the signs of the determinants [4, 22, 

23] as this is crucial to the companies to ensure the 

effectiveness of such planning. 

A. Company Size and ETR 

Size is one of the important variables studied in the literature 

as the majority of past studies utilize size as one of the 

indicators that affect ETR [24]. Although widely used, 

previous studies found a conflicting result on the sign of the 

relationship between size and ETR. Some researchers found a 
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positive relationship [25-30] while others found a negative 

relationship [11, 12, 14, 31]. Based on the aforementioned 

studies, the diversity of companies' size will affect the 

company's effective tax burdens [16]. The differences 

between this relationship were believed due to the political 

cost theory and political power theory [23, 32]. The political 

cost theory suggests that company ETR will be higher if the 

size of the company is larger. Larger and profitable 

companies with higher ETR was found by [24]. It is believed 

that the higher level of ETR will be identified if the 

aggressive company tries to protect its reputation by not 

engaging in tax avoidance. It is in the case of large and 

profitable companies where there are more adhere to the 

regulatory requirement due to their action are more 

transparent as compared to small companies [16]. Thus, this 

situation makes them suffer from government regulations. In 

contrast, the political power theory argues that large firms 

have lower ETR because they utilize a huge and important 

number of resources and manipulate the political process. 

This is accomplished by engaging in tax planning processes 

and organization of activities in order to achieve optimal tax 

economies [13]. 

A study by [11] found that a company that has political 

power and connection with the government will have a lower 

ETR. This is because large companies try to prevent their 

reputation by not engaging in tax avoidance, thus resulted in 

the negative relationship between size and ETR. However, 

large companies would be involved in more activities than 

small companies which makes them more visible and tend to 

disclose more information than small companies. 

Furthermore, studies have found that ETR also depends on 

the threshold. Once the size of the company exceeds a certain 

threshold, the relationship will turn from positive to negative, 

thus reflecting that larger firms have a greater effort to devote 

tax planning [23, 33]. However, for small companies, the 

complexity of the tax system may hedge them to comply 

which resulted in differences between size and ETR [33]. 

B. Profitability and ETR 

Profitability represents the performance of the companies 

[34] and among the pivotal factors in ETR determinants. 

Similar with size, the relationship between profitability and 

ETR in different countries also shows a mixed result. For 

example, studies in Spanish, Portuguese, Korea, China, and 

the US found a positive relationship between profitability and 

ETR [20, 23, 35]. On the other hand, a study conducted in 

Indonesia and Malaysia found a negative relationship 

between profitability and ETR [11, 2, 18, 36]. In Malaysia, 

the negative relationship between profitability and ETR was 

found by [11] which conducted their study by using annual 

reports of public listed companies from 1990 to 1999 where 

the tax rate during this period is 30%. Similar to studied by 

[30], they also found a negative relationship when 

investigating the relationship between profitability and ETR 

due to the efficiency and profitability of the companies 

during that period. The negative relationship also found by 

[37], where higher profitable companies may have many 

resources and fully utilize their incentives to engage in tax 

planning activities.  

However, the positive relationship also found between 

profitability and ETR in Malaysian companies [38]. Their 

study used a sample of 391 SME in manufacturing, services, 

and agriculture sectors in the year 2000 until 2010 by 

utilizing ROA as profitability measurement. It can be 

concluded that high profitable SMEs, usually pay more tax, 

indicated the lack of knowledge in tax planning activities as 

compared to large companies.  Nevertheless, the result of this 

study is consistent with other studies outside of Malaysia [20] 

[23]. However, a study in Turkey found that profitability is 

not significant determinants of ETR [39]. 

 

C. Leverage and ETR 

In Malaysia, almost 72.8% of SMEs finance their business 

operations through internally generated funds, personal 

savings, or from shareholders [40]. However, companies 

must decide the choice of capital structure, whether they want 

to use debt financing, equity financing, or both as this will 

influence the level of ETR in the companies [41]. Companies 

that choose equity financing will not get a tax deduction on 

dividend payment as compared to companies that choose debt 

financing since interest expense is tax-deductible [24]. 

Adding to this, a study by [42] argued that it was uncertain 

whether leverage would necessarily decrease ETR because 

interest expense will decrease income for both tax and 

financial reporting purposes. 

Nevertheless, most of the prior studies affirmed that leverage 

has a relationship with ETR [23, 28]. A study by [28] in 

Japan using a sample of a listed company from 2012 to 2015 

found a negative relationship where the higher the companies' 

debt the lower the level of ETR in those companies. This 

finding supports the prior literature such as [23, 24, 31]. In 

Malaysia, [38] which uses the sample of SME companies 

found a negative relationship between leverage and ETR 

which indicated that leverage can help small companies 

reducing their tax burden. For studies within Brazil, Russia, 

India, and China (BRIC) context, only India shows a positive 

relationship while other countries support the negative 

association between leverage and ETR [32]. The positive 

relationship found between leverage and ETR in India was 

due to the low-interest rate imposed in the country. Although 

companies in India used debt financing to reduce their tax 

burden, they still have to bear a higher tax burden due to the 

low-interest rate. This finding is consistent with [14]. 

Nevertheless, some studies found an insignificant relationship 

between leverage and ETR [27][43]. 

D. Capital Intensity and ETR 

In calculating accounting income, the depreciation will be 

deducted as an expense during the particular period until the 

non-current assets are obsolete or the useful life of the assets 

is expired. However, in calculating taxable income, 

accounting depreciation is a non-allowable expense. 

Nevertheless, the tax depreciation which is known as the 

capital allowance is deductible. This capital allowance is a 

deduction of the amount spent by the business on the 

acquisition of property, plant, and equipment (PPE). 

Companies that have a large amount of PPE will benefit from 

the deduction of capital allowance where the amount of 

capital allowance will help to reduce the level of companies 

ETR. In Malaysia, the negative relationship was found 

between capital intensity and ETR [3, 29 38]. A study by [38] 
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found that companies that have a large amount of PPE 

reported a lower ETR. 

Likewise, a study by [3] which examines ETR among public 

listed companies in Malaysia from 2001 to 2012 and adopted 

a pooled OLS regression method also found that capital 

intensity has a negative relationship with ETR. This 

relationship indicates that the higher the company's 

investment in PPE, the more capital allowance companies can 

get, thus, reducing companies' ETR which supporting the 

finding from previous literature [1][12]. Similarly, [20] also 

found a negative relationship between capital intensity and 

ETR which lower the level of ETR for companies. On the 

other hand, a study by [43] found a positive relationship 

between capital intensity and ETR although many assets in 

the companies can lower ETR due to the tax breaks offered 

from the asset ownership. They conclude that the positive 

relationship is because of the inability and lack of knowledge 

by the companies' manager in using tax deductions related to 

assets. This positive relationship is consistent with [39] in 

Turkey where he found that companies get more capital 

incentives to benefit from other tax policies than the 

deduction of capital allowance. Moreover, [37] found that 

companies are not fully utilizing their tax saving from the use 

of tangible assets thus resulted in a positive relationship. 

E. Inventory Intensity and ETR 

[44] define inventory as "assets held for sale in the ordinary 

course of business; in the process of production for such sale; 

or in the form of materials or supplies to be consumed in the 

production process or in the rendering of services". It can be 

recognized as the investment made by the company on the 

inventory level. As capital intensity, inventory intensity also 

has a relationship with tax planning. However, past studies 

found conflicting results on the relationship between 

inventory intensity and tax planning. For instance, a positive 

relationship was found by many previous researchers such as 

[1, 14, 18, 20]. For example, a study by [20] on 123 listed 

companies on Nigerian Stock Exchange from 2010 to 2014 

found a positive result although they used different 

measurements for ETR in determining the relationship of 

inventory intensity and ETR. 

Similarly, [24] also found a positive relationship between 

these two variables when they investigate 704 non-financial 

firms listed on the London stock exchange in 2010 to 2013. 

Although utilizing two measurements of ETR, the study 

maintains the result of a positive relationship between 

inventory intensity and ETR. Such results were found due to 

the fact that inventory in the business did not have any fiscal 

deductions, consistent with findings by [43]. However, 

further justifications were required when the result of the 

relationship became negative [21, 31, 45]. In Greece, [31] 

found that inventory intensity has a negative relationship with 

ETR during the financial crises. While in Indonesia the result 

also similar where [21] found a negative relationship between 

inventory intensity and ETR for 45 companies listed in the 

LQ-45 index from 2009 till 2014. The chosen sample which 

has high liquidity shares and market capitalization indicated 

that the higher the investment in inventory, the lower the 

ETR. Furthermore, [45] found that Romanian companies that 

invest more in inventory faced a lower tax burden compared 

to a company that invests less in inventory. However, 

consistent with [12], a study by [37] found an insignificant 

result between inventory intensity and ETR. Table 1 

summarizes some of the findings from previous studies. 

 
Table 1: Summary of findings from previous studies

. 

No Author Year Size Profitability Leverage Capital 

intensity 

Inventory 

intensity 

1 Kim & Limpaphayom  1998 +/-     

2 Derashid & Zhang 2003 - - - - NS 

3 Adhikari et al.,  2006 - - - - NS 

4 Richardson & Lanis 2007 - +  - + 

5 Noor et al. 2008 + - - - NS 

6 Noor et al. 2010 + - - - + 

7 Chen, Chen, Cheng, 

Shevlin 

2010 - + - -  

8 Minnick & Noga 2010 +  NS   

9 Wu et al. 2012 +/-     

10 Hsieh 2012 - + + - + 

11 Delgado et al  2014 + + +/- + + 

12 Fernández-Rodríguez and 

Martínez-Arias  

2014 +/- +/- +/- +/- +/- 

13 Kraft 2014 +     

14 Rashid et al. 2015  - - - - 

15 Ribeiro et al. 2015 +  -  + 

16 Hadjidema & Eleftheriou 2016 + + - - - 

17 Mascagni & Mengistu   2016 +/-  - -  

18 Parisi  2016 + - + + + 

19 Pratama 2017 + - NS   

20 Kim & Im  2017 - + + +  

21 Moreno-Rojas et al. 2017 +/- + -   

22 Nomura 2017 +  -   

23 Savitri 2017 - - + - - 

24 Wahab et al. 2017 -  +   
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No Author Year Size Profitability Leverage Capital 

intensity 

Inventory 

intensity 

25 Mascagni & Mengistu 2018 +/-  - -  

26 Vintilă, Gherghina, and 

Păunescu  

2018 + + NS + + 

27 Yinka & Uchenna 2018 + + - - + 

28 Hazir 2019 + NS - + NS 

29 Kasim & Saad 2019 + - - +  

 

3. RESULTS AND DISCUSSION   
There are limited studies that investigate the relationship 

between ethnicity and tax planning. [7] found that culture has 

a relationship with aggressive tax planning in a large 

company. In this study, ethnicity was introduced to see 

whether it can influence the ETR in a small and medium-size 

company. Thus, this study proposes the conceptual model 

between size, profitability, leverage, capital intensity, 

inventory intensity, ethnicity, and ETR as shown in Figure 1.  

 

 
Fig 1: Proposed Conceptual Framework 

 

 

4. CONCLUSIONS 
This study attempts to review studies related to the 

relationship between size, profitability, leverage, capital 

intensity, and inventory intensity with ETR in order to have a 

deeper understanding of the prominent factors that influence 

ETR. From this review, we proposed a conceptual framework 

by including ethnicity as depicted in Figure 3 by highlighted 

all variables used from previous studies which produce a 

mixed result in this study area. It is hoped that by using this 

framework, researchers can use the analysis to investigate the 

most influential factor on ETR especially in small and 

medium-sized companies. We also hope that this study will 

assists companies in planning their tax wisely to reduce the 

burden in a legal manner. In fact, we believed that companies 

should not focus on the sole strategy in planning their tax 

where they should be diversified based on the factors listed in 

this study. We also hope that the result of this study might be 

useful for other countries in determining tax planning 

strategies used by small and medium-sized companies. 
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