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Abstract: The fiscal policy plays a crucial role in a
country's economic growth and development. The
main aim of this paper is to analyze the fiscal policy
in general and to estimate the impact of direct and
indirect taxes on economic growth in particular in
case of Kosovo. To achieve the main aim of this paper
a broadly national and international literature is
reviewed and discussed thus the Pearson Correlation
and Ordinary Least Square (OLS) regression model
have been modified and adapted to estimate the
relationship and the impact of direct and indirect
taxes on economic growth in Kosovo. The data used
is secondary data taken from the Tax Administration
of Kosovo, the Ministry of Finance and the Kosovo
Agency of Statistics. For model estimation the IBM
SPSS program is used. This study concludes that
budget revenues from direct and indirect taxes mark
an increasing and positive trend in case of Kosovo.
Based on the Pearson Correlations we conclude that
direct taxes are strongly and positively correlated to
Gross Domestic Product however the results of OLS
regression in our circumstances show no significance
of the independent variables that means that direct
and indirect taxes have no impact on economic
growth of Kosovo. The paper comes with some key
conclusions and further recommendations.
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1. Introduction

The goals of tax policy are usually to provide a fair, efficient and predictable way of financing
government spending. To achieve these multiple objectives, policymakers choose a tax mix.
Separately, each tax has its own characteristics of fairness, efficiency and predictability. In this light,
the tax system of Kosovo is based and developed on the best international practices. Since the end of
the Kosovo war, reconstruction efforts have been aimed at putting the Kosovo economy on the path
of development. Progresses in reconstruction, macroeconomic stability and the establishment of
public institutions have been able to improve economic activity since 2001 (Ziberi & Avdiu, 2020).
Where Kosovo's economy has grown steadily, even during the economic crisis, inflation has been
kept under control, public debt is low, and banking sector indicators are sound. Thanks to rapidly
increasing fiscal revenues and reserves accumulated earlier, when the crisis arose, Kosovo was able
to adapt a counter-cyclical fiscal policy. With the adoption of a new fiscal rule, the purpose of which
was to ensure that Kosovo's fiscal deficit and public debt are maintained at stable levels in the future.
During this time period (2008-2013), public expenditures were strongly focused on capital
expenditures which were focused on investments in infrastructure projects, which helped to support
economic growth.

In addition to the positive aspect, the country's fiscal policy also addresses issues of efficiency
and allocations. During this time there was a tendency to over-invest in new assets and to under-
invest in the maintenance of existing assets, a special issue in the case of roads, but also many schools
need improvements and some new health buildings are poorly built. In addition, investments in
education and health were lower than needed to be invested.

The tax system in Kosovo has evolved from the system of UNMIK Regulations, to the system
of tax laws issued by the Assembly of the Republic of Kosovo, which meet international standards
and materialize the principles of the EU. These laws are considered to be understandable and easy to
administer and implement. The Compliance Strategy will be implemented in the context of economic
growth, which in itself has a positive impact on revenue collection (Kosovo Tax
Administration, 2000).

The properties of each tax and the interaction between taxes determine the characteristics of
the tax system. In particular, we see state policymakers having preferences over the characteristics
of the tax system, which in turn generate a demand for specific taxes. The desired tax mix will vary
from state to state, both due to changes in policy preferences and due to changes in states in the
characteristics of individual taxes and the way they interact with the state economy (Gentry & Ladd,
1994).

Pursuant to Article 2 (Tax Administration of Kosovo, 2014), TAK is an administrative unit
which has the status of an Executive Agency, and operates in full operational autonomy within the
Ministry of Finance and Economy of Kosovo. In a study from Krasniqi (2016) is stated that the
implementation of fiscal policies is dependent on the correctness of the policy which affects its
reflection in the economic and social environment. In every country of the tax system, the support of
governments is needed in promoting revenue growth, where the latter is needed for the formation
of the state budget. Gjokutaj (2019) stated that with the adoption of a policy that addresses the real
situation of the country, as well as of each of its municipalities, the goals of the country's economic
policies can be achieved. It is also said that it is natural that fiscal policy has a direct impact on the
construction of the country's budget, which is achieved through tax, customs and local policy in the
social aspect. Given this effect, fiscal policy should stimulate the response of the economic
environment, where increasing budget revenues stimulate the development and growth of business
activities, where through it stimulates economic growth, and vice versa.

2. Literature review

The report on the review of public finances of Kosovo (Demakaj, 2014) emphasizes the fact
that Kosovo is the youngest country in Europe, both in terms of history and demographics. As part of
the former Yugoslavia, which was Kosovo, it became a separate territory under United Nations
administration in 1999, and declared its independence in 2008.

According to (Stiglitz]., 2014) like any other system the tax system has its own characteristics.
Characteristics of tax system according to the author in question are: economic effectiveness;
Administrative simplicity; flexibility; Political accountability; Tax justice.
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Financial stability is defined in terms of its ability to facilitate and strengthen economic
processes, risk management and shock absorption. Moreover, financial stability is considered
continuity: variable over time and consistent with multiple combinations of constituent elements of
finance. The paper also discusses some practical implications of the definition that should be
considered when using it for policy analysis or designing an analytical framework (Schinasi, 2004)

Mark and Asmaa (2009) stated that fiscal policy is the use of government spending and taxes
to influence the economy. Governments typically use fiscal policy to promote strong and sustainable
growth and reduce poverty. The role and objectives of fiscal policy have gained importance in the
current crisis as governments have stepped in to support financial systems, increase start-ups and
mitigate the impact of the crisis on vulnerable groups. In a statement after their summit in London
in April, the leaders of the Group of Twenty industrialized and emerging market countries stated that
they were undertaking "unprecedented and unified fiscal expansion".

The prominent author (Musgrave, 1959), stated three main functions of the fiscal system:

e Distribution function - Financing of offers of public goods and services;
e Stabilization Function - Action at the level of aggregate demand;
e Redistributive function - Distribution of income among residents with income differences.

According to (Samuelson, 1954), fiscal policies serve to determine the needs for taxation and
to determine public expenditures through the process of preventing the downturn of the local
economy and maintaining such a state in the economy or its growth and employment growth without
major impacts on inflation and deflation.

Meanwhile (Hayek, 1932) in one of his books emphasizes the important fact of the interaction
of fiscal and monetary policies in the economy, where according to the study the combination of both
these measures, gives more effective results. In order to achieve the best effects for the economy of
a country, an interaction of both fiscal and monetary measures is needed, so no measure should be
underestimated that is less important than the other measure that can be applied by the state at
different times either for the purpose of economic growth or to influence the conditions of the
recession in the economy.

Various fiscal policy researchers have analyzed the impact of these fiscal policies on the
conditions of different economic cycles, as a result of an economic growth at a given time or a
reduction of the economy in another period. In this way (Aghion & Marinescu, 2008) and (Woo, 2009)
have presented two papers based on which they have examined how fiscal policy affects production
and both papers show that pro cyclical fiscal policy increases can hurt long-term growth. Economic
and production instability therefore consider that fiscal policies should be consistent and not just
implemented as a result of different economic cycles.

The state considers various measures to be taken for coverage when it is in conditions of
budget deficit, measures which can be of fiscal, monetary or combined character. Through the change
of tax rates, the state can apply the adjustments to the measures of fiscal character, applying their
increase and reducing the budget expenditures, but there is also the possibility of covering this deficit
through public debts both inside and outside the country. However, they analyze how restrictive
fiscal policies affect the state budget and its impact on consumption in the household economy
(Bertola & Drazen, 1993), where according to them the restrictive budget policy causes expectations
for a reduction of taxes in the future and a higher value high current household income, which this
reduction stimulates private consumption and thus affects the growth of production.

We can say that the primary goal of adequate fiscal policies is to cover budget expenditures,
but as stated above by other studies, this coverage by governments can be done through raising tax
rates or public debts. But that this increase in tax rates may affect the unequal distribution of income
and may violate the principle of equality in taxes as a basic principle, which is also associated with
social justice (ranging from the use of public goods to distribution of income). Therefore, many
authors have written about the impact of fiscal policies on the material goods of a state and the way
they are distributed, but one of the most important of the modern period is (Stiglitz & Boadway,
1994) who together stated that “Goods public goods are those goods that do not constitute any
additional cost for an individual to enjoy them and require a great deal to exclude any individual from
enjoying them, so they are not excluded from their use. The public good is protection.”

According to (Spilimbergo, Schindler, & Symansky, 2009) of great importance are the
multiplier effects of fiscal policies, the effect of which is seen in consumption and investment at both
government level and their distribution for household consumption therefore based on article the
effects are usually greater for government consumption, public investment and distribution to
households, while they are relatively small for indirect taxes.
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On the other hand (Barro & Sala-I-Martin, 1992) emphasize that fiscal policies can affect
stimulus and economic growth if applied properly otherwise if applied incorrectly they will affect
and delay growth therefore, both the allocation of funds for capital investment and investments in
professional capacity building can be affected by taxes and government expenditures. Whereas
(Alesina & Ardagna, 1998), emphasize that through the adjustment of fiscal policies are used mainly
in spending cuts and especially in the salaries of government officials and various distributions, while
when fiscal policies are restrictive then we have the characterization of raising tax rates.

3. Research methodology and data

This study analyze a broadly literature related fiscal policy, taxes and economic growth. The
data used are secondary data taken from Kosovo Tax Administration, Ministry of Finance of Kosovo
and Kosovo Agency of Statistics. The data used cover the time period 2009-2019. The model used is
multiple regression Ordinary Least Square (OLS) and Pearson Correlation. The conceptual variables
are Gross Domestic Product (GDP), Direct and Indirect taxes. For model estimation we have used the
IBM SPSS.

The Ordinary Least Square Regression (OLS) method is the simplest method for analysis and
is an approximate estimator of the conditional mean of the dependent variable when we have data
on one or more independent variables. OLS was first introduced by the French mathematician
Legendre (1805) and 'Regression’ as a term was introduced by Galton and later validated by Pearson,
known for the law of universal regression of human length (Douglas, Elizabeth., & Geoffrey, 2012).

In econometrics, the small squares method (OLS) is widely used to estimate the parameter of
a linear regression model. OLS estimators, minimize the amount of errors per square (a difference
between observed values and predicted values). While OLS enables easy calculation and use when
performing any econometrics test, the basic assumptions of OLS regression are quite important. This
is because a lack of knowledge on OLS assumptions will result in its misuse and will give inaccurate
results for the completed econometrics test.

According to the number of variables included in the model we distinguish:

Simple Regression (One Factor) - Simple regression is assumed to be a real relationship
between Y and X for all the possible values they can take to and is known as the population regression
function. This regression takes the form:

Yi= Bo+ P X1+ i (1)

This formula contains the constant, the explanatory variables and the random error.

Multiple Regression - If we add more variables to the model it is understood that more
variation of the dependent variable will be explained (Douglas, Elizabeth., & Geoffrey, 2012). In our
concrete case we have constructed the multifactorial regression model which takes the following
form and below the study are presented the equations with concrete values of the model based on
the study. The  multiple regression formula takes the following  form:

Y =PBo + b1 Xy + Bo Xy + B3 Xzt Xy + 1 (2)

In the following section we interpret the results and discuss the findings.

4., Results and discussions

In the section four we present trend of GDP in case of Kosovo giving so the answer how tax
system affects economic growth via Pearson Correlation and OLS model
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Graph 1: Economic growth during the period 2010-2018
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Source: Author's calculations - Secondary data from World Bank annual reports
https://data.worldbank.org/indicator/NY.GDP

The data presented in the graph one shows the trend of GDP growth in Kosovo during the time
period 2010-2018.. The lowest economic growth recorded is that of 2014 of 1.22% while the highest
is of 2011 of 4.38%. While the largest growth of the economy was that from 2014 to 2015 where
from 1.22%, economic growth reaches 4.10% so this year was realized growth of 2.88%. A very small
increase of 0.5% is seen between 2010-2018 where from 2010 there was economic growth of 3.31%
and 2018 of 3.81%.

4.1. Tax revenues in the budget composition

The state collects revenues from its citizens and returns these revenues by providing them
with services, such as: building roads, hospitals, schools, providing health, education and other
services. The state collects revenues through tax revenues and non-tax revenues, and they are
divided into:

= Designated donor grants
= Non-tax revenues
= Taxrevenues

We will focus on the latter, i.e. tax revenues. Tax revenues represent all types of revenues that

are in the name of tax.

Table 1: Revenues from the Tax Administration of Kosovo in the period 2011-2018

Revenues 2011 2012 2013 2014 2015 2016 2017 2018
from TAK

In millions of Euros
Realization 261.12 283.89 305.40 303.70 304.00 355.23 365.92 413.15
Comparison
with the base - 109% 117% 116% 116% 136% 140% 158%
year 2011
Comparison
with the - 102% 99% 104% 108% 110% 107% 102%
previous year
Source: Author's calculations - Ministry of Finance - Treasury - https://mfrks-

gov.net/page.aspx?id=1,16

The table one presents the data of tax revenues from the Tax Administration of Kosovo and
their comparison based on the base year 2011, as well as the previous year. Based on the data from
the above table it can be seen that revenues from TAK have had a positive trend until 2018. Their
value from year to year were as follows: 2011 provided 261.12mil, then in 2012 were provided
283.89 mil and that this increase was continuous in 2013 in the amount of 305.40mil. Whereas 2014
resulted in a decrease and the value of revenues reached the value of 303.70mil, while 2015 resulted
in a relatively low increase of 304mil. In 2016, the upward trend returns, reaching the value of
collected revenues of 355.23mil, then in 2017 the collected value reached the amount of 365.92mil.
In 2018 413.15mil were provided.

«116>»


https://data.worldbank.org/indicator/NY.GDP.MKTP.KD.ZG?end=2018&start=2008
https://mf.rks-gov.net/page.aspx?id=1,16
https://mf.rks-gov.net/page.aspx?id=1,16

ISSN 2520-6303 Economics, Management and Sustainability, 5(2), 2020

The Kosovo budget divide tax revenues into direct revenues, indirect revenues and tax
refunds. Direct taxes - are those taxes which are provided by the legislator, to bear the tax burden.
Indirect taxes - are those which are not charged to the persons provided by the legislator but to other
persons to whom the tax has been transferred.

Table 2: Tax revenues in Kosovo in the period 2014-2019

Year 2014 2015 2016 2017 2018 2019
In millions of Euros
INCOME TAX 1162 1269 1412 1496 1607 1731
Direct taxes 188 198 232 238 275 289
Indirect taxes 1007 1107 1227 1315 1378 1492
Tax returns -34 -36 -38 -58 -46 -50

Source: Author's calculations - Official Gazette of Kosovo - Law on Budget - https://gzk.rks-
gov.net/Searchln.aspx?Index=2&s=1igji%20per%20buxhet&so=1

The table two presented above shows the data of tax revenues which are divided into direct
taxes, indirect taxes and tax returns. The data of the table are taken from the official gazette of the
Republic of Kosovo for the period 2014-2019. Based on the findings obtained during this study we
have encountered a continuous increase in tax revenues which suggests that the tax system of Kosovo
is working properly and taxpayers who are registered as such in the tax system are fulfilling their
obligation to the state. In this table it is noticed that tax revenues in 2014 were € 1,162,000,000 while
2019 provided an increase in the amount of € 1,607,000,000. The highest amount recorded in direct
tax revenues was that of 2019 with a value of € 289,000,000 and the lowest value was in 2014 with
€ 188,000,000. Increase in direct tax revenues was recorded throughout this period 2014-2019. In
Indirect Taxes, there was an increasing trend where from 2014 these revenues were in the amount
of €1,007,000,000 and in 2019 Indirect Taxes around € 1,492,000,000. While the share of tax returns
has no upward trend during this period, were 2014 marked the lowest value of € 34,000,000, the
following years recorded increases until 2017, were the highest value of tax returns of € 58,000,000
was recorded, of the following year 2018 there was a decrease in terms of returns by € 46,000,000,
but that this value in 2019 increased by € 4,000,000 which suggests that in 2019 tax returns were €
50,000,000.

Table 3: Direct revenues in Kosovo in the period 2014-2019

Year 2014 2015 2016 2017 2018 2019
In millions of Euros

Direct taxes 188 198 232 238 275 289
Corporate 55 68 81 75 84 91
income tax
Personal income 109 109 124 137 146 163
tax
Property tax 20 20 25 22 33 30
Other direct taxes 4 2 2 3 12 4

Source: Author's calculations - Official Gazette of Kosovo - Law on Budget - https://gzk.rks-
gov.net/Searchln.aspx?Index=2&s=1igji%20per%20buxhet&so=1

The third table interprets the data on direct revenues in Kosovo. From the table we see that
CITin 2010 were € 55,000,000 while in 2019 they reach € 91,000,000 which results in an increasing
and positive trend. Based on the analysis of data for TAP, we note that in 2010 there were €
109,000,000, while in 2019 they reach € 163,000,000. Property tax in 2010 was € 20,000,000, while
in 2019 they reach € 30,000,000. Other direct taxes in 2014 and 2019 were € 4,000,000, in the years
2015-2016 were € 2,000,000, in 2017 itreached € 3,000,000 and in 2018 it reached the highest value
of € 12,000,000. From the table it can be seen that the trend of direct revenues marked an increasing
and positive trend.
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Table 4: Indirect taxes in Kosovo (2014-2019)

Year 2014 2015 2016 2017 2018 2019
In millions of Euros

Indirect taxes 1007 1107 1227 1315 1378 1492
Value Added Tax (VAT) 560 611 694 756 819 905
Customs duty 126 131 130 126 111 120
Excise 315 361 403 432 446 465
Other indirect taxes 6 3 0 1 2 2
One-time income from tax 0 0 0 0 0 0
debt collection

One-time tax revenues 0 0 0 0 0 0

from debts to SOEs
Source: Author's calculations - Official Gazette of Kosovo - Law on Budget - https://gzk.rks-
gov.net/Searchln.aspx?Index=2&s=1igji%20per%20buxhet&so=1

As we see on the basis of tabular data in Table 4, which presents the types and amount
collected from Indirect Taxes in Kosovo during the time period 2014-2019. Revenues from VAT were
€ 560,000,000 in 2014 and in 2019 amounted to € 905,000,000. Revenues from customs duties in
2014 were 126,000,000, while in 2019 were € 120,000,000. Despite the customs duties, the excise
tax had an increasing trend all the time, where in 2014 € 315,000,000 were collected from excises
and in 2019 it was € 465,000,000. Other indirect taxes from 2014 which were € 6,000,000 decreased
until 2016 where no other indirect revenues were recorded at all, then 2017 comes with an increase
of € 1,000,000 and the years 2018-2019 had the same value in terms of revenues other indirect of €
2,000,000. Even in indirect revenues, there is a positive and increasing trend of indirect revenues.

4.2. Interpretation of econometric results of the OLS model

In this subsection we interpret the econometric model results. While econometric models
evaluate the impact of variables through: T - statistics and P - value (probability value); represents
the exact level of significance: which indicates the relative power with which the null hypothesis can
be rejected (Douglas, Elizabeth., & Geoffrey, 2012).

Table 5: Conceptual variables in the OLS model

Model Variables Entered Variables Removed Method

1 Direct taxes, Indirect taxesb . Enter

a. Dependent Variable: Gross Domestic Product

b. All requested variables entered.

Source: Author's calculations -Secondary data provided by the Kosovo budget, data over the years -
IBM SPSS program

Table 5 presents the conceptual variables used in the OLS model when GDP is dependent
variable and direct and indirect taxes are independent variables.

Table 6: OLS Regression - Model Summary

Model Summary
Model R R Square Adjusted R Square Std. Error of the Estimate
1 ,7894 ,623 ,372 ,53882
a. Predictors: (Constant), Indirect taxes, Direct taxes
Source: Author's calculations - Secondary data provided by the Kosovo budget, data over the years -
IBM SPSS program

In the Table 6 we interpret the determination coefficient R that measure the importance of the
model used. Based on the coefficient of determination it is seen that the model is important in our
case the coefficient of determination R is 0.789. The value of the coefficient of determination suggests
that the model selected in this study is significant.
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Table7: The importance of variables in the model based on the p-value of the coefficients
Coefficients

Standardized
Unstandardized Coefficients Coefficients
Model B Std. Error Beta T Sig.
1 (Constant) 5,077 1,866 2,721 ,072
,011 ,006 ,661 1,730 ,182
Indirect taxes ,000 ,001 -,249) -,651) ,561

a. Dependent Variable: Gross Domestic Product
Source: Author's calculations -Secondary data provided by the Kosovo budget, data over the years -
IBM SPSS program

The table seven presents the values of the coefficients of the variables in the model. We
emphasize that the regression model modified and adapted in our study is multifactorial regression
(OLS) where the dependent variable is defined Gross Domestic Product (GDP) and the independent
variables that are expected to have impact on Gross Domestic Product are defined Direct Taxes
(budget revenues from direct taxes) and the second independent variable in the model is Indirect
Taxes (budget revenues from indirect taxes).

We present the importance of the variables according to the level of significance, specifically
the importance of the variables measured by t-statistics and p-value. Based on the p-value of the
variables we see that the first independent variable, namely direct taxes is not significant since the
p-value is 0.182 (the p-value condition less than 0.05 is not met in our case). The second independent
variable defined in the model, namely indirect taxes is insignificant and does not explain the Gross
Domestic Product since the p-value is 0.561. In cases where the independent variables result in a p-
value greater than 0.05 the effect of the variables is not explained, but is considered irrelevant in the
model more specifically in the model conditions. We can conclude that in our case exactly in the
model conditions the direct and indirect taxes have no impact on economic growth of Kosovo.

Table 8: Pearson Correlation Matrix

Correlations
GDP Direct taxes Indirect taxes

GDP Pearson Correlation 1

Sig. (2-tailed) ,
Direct taxes Pearson Correlation ,755 1

Sig. (2-tailed) ,083
Indirect taxes Pearson Correlation (-497) (-375) 1

Sig. (2-tailed) ,316 ,463

Source: Author's calculations - Secondary data provided by the Kosovo budget, data over the years -
IBM SPSS program

In the table eight we present the Pearson Correlation Matrix. Based on the importance of the
Pearson coefficient that measures the relationship between only two variables where the coefficient
takes values from -1 to +1 the value of the Pearson coefficient close to -1 results in negative
correlation between the two variables from 0 to +1 the relationship between the variables is positive.
Specifically as close to +1 the value of the Pearson coefficient results that the relationship between
the two variables considered is a strong and in positive relationship.

From the above table we see that Gross Domestic Product (GDP) is strongly and positively
correlated to the direct tax variable in the value of the Pearson coefficient 0.755 while GDP is
negatively correlated to the indirect tax variable at the level of Pearson coefficient (-0.497). The
direct tax variable is negatively related to the indirect tax variable in the Pearson coefficient
value (0.375).

5. Conclusions and recommendations
The tax system should not distort the principle of efficiency which is seen as the basic principle
of a tax system. A proper tax system should be transparent, simple, and consistent and minimize

distortions of taxpayer behavior. It must be neutral as well as fair between different types of
taxpayers in similar economic situations.
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The tax system of Kosovo and its impact on economic growth, despite the fact that it is a new
state, has managed to create a very stable tax system and has also managed with the tax system it’s
become quite competitive with other countries in the region, in terms of low tax rates. Kosovo still
has a lot of work to do to secure higher tax revenues in order to secure its budget as a country that
wants to join the EU.

From the aspect of tax policy as well as the professional one of the tax authorities, tax reforms
are definitely necessary. In order for the implementation of tax reforms to be as effective as possible,
continuous employment of staff to meet the prerequisites such as: to ensure professional training of
TAK staff by organizing various trainings with international experts; awareness of taxpayers or the
principle of self-declaration; also to provide institutional infrastructure, etc. good form of reducing
tax evasion, corruption and informality by businesses is to increase the opportunity and forms of
fiscal control exercised by regulatory bodies and state institutions. Drafting long-term political
strategies in the fight against informality, finding a common language on issues of common interest,
highlighting the negative aspects of informality, etc. can be effective ways to reduce the phenomenon
of informality. Building fiscal policies in such a way as to encourage investment by local and foreign
investors would enable economic development. The support of start-ups and existing ones in their
development and growth by state bodies would have a positive effect in terms of increasing tax
revenues and increasing the state budget.
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