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Abstract

The global financial markets are being changed by DeFi's ability to remove central actors to facilitate peer-to-
peer transactions. DeFi promotes efficiency, globalization, and economic inclusion, and at the same time, it has
raised tax compliance. This study attempts to bridge the gaps by analyzing available scholarly and policy-
oriented research, along with recent regulatory initiatives. The study concludes that the tax compliance
challenges posed by DeFi's Decentralization, Shrouded Identity, and Composability Features are serious and
can overcome the traditional tax reporting mechanisms. The study also suggests the broad directions of gaps in
the literature to be addressed in policy-driven and empirical studies in the future.
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Introduction

Blockchain technology has seen such rapid growth, which in turn has brought about the rise of Decentralized

Finance (DeFi), which we see as a financial system that uses smart contracts to do away with legacy
intermediaries like banks and brokers. What we have with DeFi are services that include lending, borrowing,
token trading, yield farming, and liquidity provision, which are run by decentralized protocols.

© 2025, IJSREM | https://ijsrem.com DOI: 10.55041/IJSREM52819 | Page 1


https://ijsrem.com/

Pl \3;“
A,
@5“ International Journal of Scientific Research in Engineering and Management (IJSREM)
w Volume: 09 Issue: 09 | Sept - 2025 SJIF Rating: 8.586 ISSN: 2582-3930

DeFi increases overall efficiency and access to finance; however, its decentralized and pseudonymous attributes
bring forth regulatory and taxation compliance issues. Traditional taxation reporting remains within the bounds
of intermediaries that collect and disseminate centralized financial data. Defi allows for borderless DeFi lending
that may go unmonitored and ignored, thus breaching the traditional model. This work analyses literature on
the compliance of taxation in relation to DeFi, outlining the risks and opportunities presented, and possible
frameworks for regulation.

Purpose of the Paper

The central reason for this paper is the growing mismatch between the rapid expansion of Decentralized Finance
(DeF1) and the limitations of traditional tax compliance systems. DeFi is transforming global finance by offering
borderless, peer-to-peer financial services such as lending, borrowing, yield farming, and liquidity provision
without the need for intermediaries like banks and brokers. While they promote efficiency, transparency, and
financial inclusion, they also bring about consequent challenges for taxation and regulatory bodies.
Conventional tax systems rely on intermediaries at the center to collect, report, and disseminate financial
information to authorities. But in DeFi, transactions are pseudonymous, composable in and across multiple
protocols, and tend to be channelled through privacy-facilitating tools like mixers, cross-chain bridges, or zero-
knowledge systems, so it's hard to identify taxable events or associate them with real-world identities. In
addition, tax treatment of DeFi activity is still undefined and disparate across jurisdictions, not only
complicating compliance for users but also leaving the field open to tax arbitrage and cross-border evasion. This
emerging compliance gap is the major reason to undertake the study—to bring into the spotlight the pressing
call for new structures and fill in the gap between tax enforcement and financial innovation.

The main aim of this paper is to critically examine the intricate correlation between Decentralized Finance
(DeFi) and tax compliance, specifically with regard to how DeFi undermines the pillars of classical taxation
systems. The explosion of DeFi has created new financial activities like staking, liquidity mining, yield farming,
and governance token rewards, all of which create new types of income and wealth not anticipated by existing
tax codes. This paper aims to examine how the decentralized, pseudonymous, and composable nature of DeFi
subverts disclosure-based compliance models that rely on centralized intermediaries to report taxable
transactions. By using systematic analysis of prevailing academic literature, blockchain analysis, and regulatory
documents, the study seeks to put forward key gaps within current frameworks—chiefly, a lack of standard
definitions of taxable DeFi events, jurisdictional discrepancies, transactional lack of transparency, as well as the
dearth of solid empirical data in quantifying the tax gap in DeFi activities. By determining these challenges, the
article hopes to assist in the current research and policy discussion concerning how taxation systems should
change in reaction to technological innovation. Finally, the more general goal is to supply conceptual and policy-
relevant insights that can guide future regulatory strategies, such as the creation of standardized taxonomies,
concerted international action, and new reporting mechanisms that could be built into DeFi protocols
themselves.

Literature Review

The current literature on Decentralized Finance (DeFi) and taxation provides a basis for interpreting the
compliance issues arising from financial systems operating outside centralized structures. A lot of initial
research on blockchain decentralization offers a conceptual context in which to examine taxation issues in DeFi.
Zhang, Ma, and Liu (Year), for example, suggest a taxonomy of decentralization over five layers: consensus,
network, wealth, governance, and transaction. Their framework illustrates that DeFi protocols are most
decentralized at the protocol and network levels, ironically getting the least scrutiny from regulators, while they
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are the execution backbone of decentralized ecosystems. Expanding on this, Li et al. (Year) further clarify the
categorization by separating into three tiers of DeFi: infrastructure, protocol, and application. Their study
highlights that each layer contains specific vulnerabilities—ranging from smart contract risks to governance
risks—that create blind spots for regulatory oversight and tax enforcement.

A risk-focused view is provided by Shadab and Nechayeva (Year), who recognize the interrelatedness of
liquidity risk, governance risk, and smart contract risk in DeFi protocols. According to them, instability in
liquidity not only risks operating decentralized markets but also compromises transparency, rendering it
impossible for tax administrations and regulators to track or detect taxable transactions. These risks further
cloud accountability and make model design for effective compliance challenging.

Goldin (Year) becomes more straightforward in positioning DeFi in terms of tax regimes. According to him,
DeFi presents new forms of income and wealth—e.g., staking rewards, incentives for providing liquidity, and
governance tokens—that the current tax laws were not prepared to handle. Goldin highlights the uncertainty of
whether activities like these should qualify as ordinary income, capital gains, or barter transactions. His analysis
argues that disclosure-based models of compliance, which rely on intermediaries to report accurately, become
less effective in DeFi situations due to the pseudonymity of participants and the complexity of composable
transactions.

Empirical studies based on blockchain analytics offer further confirmation of these arguments. Studies by
blockchain analytics companies like Chainalysis (2023) demonstrate ways in which mixers, privacy-protective
protocols, and cross-chain bridges can make it difficult to trace the source and movement of money, making tax
collection very difficult. Such technologies diminish the authorities' capability to track taxable activity or
associate transactions with traceable taxpayers. In addition, global policy reports, such as those by the OECD
(2022), identify that jurisdictional fragmentation exacerbates the issue. National tax authorities differ
significantly in defining and taxing DeFi activity—for instance, treating staking rewards as regular income in
one country and as capital gains in another. Such variations not only impose compliance costs on taxpayers but
also leave the door open for cross-border tax arbitrage.

Generally, the literature uniformly points to five recurring challenges at the nexus of DeFi and taxation. First,
there are imprecise tax event definitions that create uncertainty about what to do with new types of income
produced by DeFi protocols. Second, the lack of transparency of transactions—fostered by pseudonymous
identities and privacy-enhancing technology—precludes traceability. Third, the composability complexity of
multiple protocols complicates the classification and tracking of activity. Fourth, the lack of uniformity of
approaches by jurisdictions causes confusion and stimulates arbitrage. Lastly, there is also limited empirical
evidence on enforcement since most available studies are theoretical or based on limited on-chain heuristics and
not real data. Combined, these limitations highlight the need for more in-depth regulatory, analytical, and
empirical solutions to DeFi taxation.

Methodology

This research uses a qualitative literature review method. Sources used are peer-reviewed academic
publications, SSRN and ResearchGate working papers, blockchain analytics reports (Chainalysis, Nansen), and
policy reports from tax administrations (IRS, OECD, CBDT). Publications from 2018 to 2024 were given
preference to ensure real-time applicability to recent DeFi1 trends. The method of choice is thematic synthesis
of results, highlighting patterns within decentralization, risk, and compliance frameworks.
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Discussion
Ambiguity of Taxable Events

DeFi creates new sources of income like staking, liquidity mining, and governance token rewards. Current tax
laws tend to be unclear on whether they are considered ordinary income, capital gains, or barter exchanges.
Such a lack of clarity raises taxpayers' compliance costs and enforcement costs for authorities (Goldin, Year).
Whereas blockchain transactions are public, pseudonymous addresses complicate linking activity with on-
record taxpayers. Privacy technology (mixers, zero-knowledge proofs, cross-chain swaps) further diminishes
traceability, precluding voluntary disclosure (Li et al., Year).

Cross-Jurisdictional Inconsistency

National tax administrations vary in how they tax DeFi activities. For instance, staking rewards can be
considered income tax in one country but capital gains tax elsewhere. This disparity facilitates cross-border
arbitrage and makes it harder to comply for international DeFi users (OECD, 2022).

Regulatory tensions

Attempts to subject decentralized protocols to know-your-customer (KYC) and reporting obligations create
tensions with the decentralization principle. Tight regulation could push users to privacy-protecting DeFi
applications, leading to further compliance decline (Shadab & Nechayeva, Year).

Solutions in Development

Suggestions are to add reporting hooks to smart contracts, requiring exchange-level reporting, and worldwide
harmonization of digital asset tax regulations. Empirical research evaluating the efficacy of these remedies is
sparse (Chainalysis, 2023).

Findings

The research discovers that Decentralized Finance (DeFi) is transforming financial markets by introducing new
sources of revenue (staking rewards, liquidity mining, governance tokens) not defined by current tax
frameworks. Although efficiency, world access, and financial inclusion are enhanced by DeFi, its
pseudonymous and decentralized nature poses severe compliance issues. Tax authorities are unable to track
DeFi transactions due to the fact that conventional reporting schemes rely on intermediaries, which are not
present in DeFi. Further, cross-border inconsistencies in how different jurisdictions classify and tax DeFi
activities add to the compliance burden and enable tax arbitrage. Privacy-enhancing technologies like mixers,
zero-knowledge proofs, and cross-chain swaps reduce traceability, making voluntary disclosure unlikely and
enforcement difficult. Regulatory efforts to impose KYC and reporting obligations face tensions with DeFi’s
decentralization, risking user migration to more private protocols. The report further finds that although
proposed solutions, like incorporating reporting in smart contracts, imposing exchange-level disclosures, and
standardizing international tax norms, are promising, little empirical work is known about their efficacy. Lastly,
it finds that existing frameworks of taxation are unsuitable, and subsequent research has to be devoted towards
developing standardized definitions of taxable DeFi events, coordinating on-chain and off-chain data to measure
the tax gap, and piloting novel regulatory mechanism.
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Limitations

This research has a number of challenges. Firstly, DeFi is a fast-changing space; much of the literature can
quickly become obsolete with new technologies and protocols being developed. Secondly, most empirical
work relies on on-chain heuristics that can't completely connect blockchain addresses to actual taxpayers.
Thirdly, this review can be skewed towards open-access and English-language sources and jurisdiction-
specific legal analyses, thereby underrepresenting them. Lastly, the absence of consistent definitions of
taxable DeFi events means synthesis across studies is challenging.

Conclusion

Decentralized Finance (DeFi) is truly redefining the international financial system by providing new
mechanisms of value creation and exchange while, at the same time, putting to the test the very pillars of tax
compliance models. The fundamental challenges stem from the reality that DeFi not only creates new sources
of revenue like staking rewards, liquidity mining returns, and governance tokens but also enables pseudonymous
and borderless transactions that may circumvent conventional reporting systems. In contrast to traditional
financial systems, in which intermediaries and banks serve as gatekeepers to gather, validate, and forward tax
information, DeFi has no central controlling power, thus diluting disclosure-based models that underpin
traditional tax systems. Traditional taxation systems, based on intermediary-mediated data acquisition, are thus
ill-suited to manage the anonymity, composability, and complexity of DeFi activity.

This study's results highlight that regulatory incoherence between jurisdictions further hinders compliance. A
transaction might be taxable as income in one jurisdiction and capital gains in another, which confuses the
taxpayer and gives birth to tax arbitrage opportunities. Also, the fast pace of growth of privacy-enabling
technologies like mixers, zero-knowledge proofs, and cross-chain protocols makes tracking funds less traceable,
diminishing the ability of tax authorities to impose compliance. These structural issues reflect a growing gap
between the rate of innovation in DeF1 and the capacity of regulators to respond with effective taxation policy
adjustments.

Future Research

In the future, research will need to bridge this gap on multiple fronts. To begin with, there is a pressing
requirement to build standardized taxonomies for DeFi transactions, classifying activities like staking, yield
farming, liquidity provision, and governance participation in terms that can be applied everywhere. Second,
empirical research should strive to measure the DeFi-related tax gap, leveraging matched on-chain and off-chain
data to lend empirical weight to the revenue leakage and compliance trends. Third, subsequent research must
critically analyze the actual effects of changing regulatory paradigms like exchange-level reporting obligations,
smart contract—based reporting facilities, and international initiatives by entities like the OECD.
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