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ABSTRACT

Small and medium enterprises are a key engine of economic growth in both developing and
developed countries. Small and medium businesses being profit making institutions are expected
to pay taxes to the government. Therefore, tax compliance is critical in all economies which
recognize the role played by revenue collected from tax in national development. Nonetheless,
developing countries are dominated by low tax compliance levels, in the face of the frequent appeal
from tax collectors for voluntary compliance. As a result, identification of tax evasion approaches
and ways to diminish it is one of the central aims of many governments’ agenda with the view of
achieving higher levels of compliance. As such, many governments have embraced administrative
measures such as fines, penalties, rates and tax audits to enforce tax compliance. Interestingly,
despite the phenomenal growth of small and medium businesses, the tax collection from the sector
is still low. This study therefore, sought to establish the determinants of tax compliance among
small and medium businesses in Embu County, Kenya. The study sampled 185 enterprises in
Embu County using stratified random technique. The findings show that fines and penalties, tax
compliance costs and tax knowledge and education significantly influence tax compliance among
small and medium businesses in Embu County. The study recommends that the Kenya Revenue
Authority should prepare education and training programs to ensure that small and medium
businesses embrace voluntary compliance with all the tax requirements. Further, the study
recommends that Kenya Revenue Authority should also evolve policies to decrease tax compliance
cost incurred by small and medium businesses to avoid curtailing their growth potential and inspire
voluntary tax compliance.
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1.0 Introduction

In spite of branding SMEs as the engine of growth in many developing countries, the small and
medium scale sector still remain fluid as there is no concrete regulatory policy in place to monitor
its activities thereby making it almost difficult to tax if not difficult to tax (Antwi, Inusah,& Hamza,
2015). SMEs are less tax compliant in comparison to large businesses and are considered the hard
to tax group from the informal sector (Akinboade, 2015). Many SMEs either deliberately evade
tax payment or are not captured by the net of the revenue authority (Antwi et al., 2015). Moreover,
greatest number of SME fail to willingly enlist with tax authorities, whereas the few which list

regularly miss to maintain sufficient records, file tax returns, and honour tax obligations punctually
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(Terkper, 2003). In diverse studies carried by Nahida et al. (2014); Osebe (2013); Chebusit et al.
(2014); Tusubira and Nkote (2013), several factors have been hypothesized to influence tax

compliance by SME:s.

These factors include tax compliance costs, fines and penalties, tax knowledge and the tax system.
A tax compliance cost is expenditure incurred by a firm in conforming to government’s tax
legislation requirements (Nahida et al., 2014). For individuals, these costs would include the
financial and time costs of acquiring fiscal knowledge to meet their legal obligations; the costs in
the form of time lost in filing up the tax returns, obtaining, filing and storing the data to facilitate

the completion of returns (Chattopadhyay & Das-Gupta, 2002).

Fines and penalties act as tax deterrence sanctions, which many governments have adopted as tax
compliance administrative measures (Tusubira & Nkote, 2013). The goal of fines and penalties is
to foster voluntary tax compliance hence efficient tax administration (Palil, Akir & Ahmad, 2013).
The economic deterrence serves as the theoretical foundation, which support the imposition of
fines and penalties (Ali, Fjeldstad & Sjursen, 2013).) Similarly, punishment and sanctions
influence individuals’ tax compliance behavior. For instance, Sapiei, Kasipillai and Eze, (2014)
observe that an upsurge in the proportion of penalty charged and a larger likelihood of detection

reduces the level of non-compliance.

Tax knowledge could be one of the important factors influencing individual’s tax attitudes.
Importance of this issue stems from the fact that tax law is generally considered as difficult,
complicated and beyond one’s depth (Kotodziej, 2012). Consequently, taxpayers appropriately
assess their tax obligation and submit tax returns promptly (Palil et al., 2013). By means of
taxpayer education and taxpayer service, citizens can be informed and educated about the tax
system and be assisted in their attempts to comply with the tax system (International Tax Compact,

2010).

The tax system comprises of the laws, rules and regulations guiding the collection, administration
of taxes in a particular country (Lumumba et al., 2010). Tax laws become complex because of the
complexity of the underlying tax base, deductions and concessions, since simple tax systems
cannot cater for special cases (Chattopadhyay & Das-Gupta, 2002). The tax laws in many

developing countries are amended regularly quickly hence creating uncertainty and little



transparency of the tax code. Consequently, complex tax regulation and continuing alterations of

the tax code complicate taxpayers and tax administrators similarly (ITC, 2010).
1.3 General Objective

The study sought to establish the determinants of tax compliance by Small and Medium

Enterprises in Embu County, Kenya
1.3.1 Research Questions
The following were the research questions of the study:

1. What is the influence of tax compliance costs have on tax compliance by SMEs in

Embu County, Kenya?

2. How do fines and penalties influence tax compliance by SMEs in Embu County,
Kenya?
3. What is the effect of tax knowledge and education on tax compliance by SMEs in Embu

County, Kenya?

4. How does tax system affect tax compliance by SMEs in Embu County, Kenya?
2.1 Theoretical review
2.1.1 Fiscal Exchange Theory

The main proposition of the fiscal exchange approach is that bargaining over taxes is central to
building relations of accountability between state and society grounded on shared rights and duties,
instead of compulsion and patronage (Cobham, 2005). Accordingly, based on the theory taxpayers
compliance behavior is presumed to be influenced by satisfaction or lack of satisfaction with terms
of trade with the government (Ali et al., 2013). Torgler (2007) also posited that taxpayers’
willingness to cooperate with the tax authority increases, if the authority sees itself as a service
institution, provides quality services, and treats the taxpayers as partners. Further, Organization
for Economic Co-operation and Development (2007) emphasized that the delivery of quality
services to taxpayers will strengthen their willingness to comply with tax rules and regulations

voluntarily and, as a result will contribute to the overall level of tax compliance.

2.1.2 Social Psychology Theory



The social-psychology theory postulates that tax compliance by taxpayers depends on
psychological factors. By and large, the theory underscores taxpayers’ morals and ethics determine
tax compliance level regardless of the likelihood of detection (Atawodi & Ojeka, 2012). Atawodi
and Ojeka (2012) further stress that the theory’s main focus is the taxpayers’ morals and ethics. A
common proposition is that individuals form their behavioral intentions on the bases of two basic
determinants — personal factors and social influences (McKerchar & Evans, 2009). Personal norms
reflect the taxpayers’ values, tax ethics, tax mentality, and tax morale, all of which influences
attitudes towards tax compliance (Fjeldstad et al., 2012). The proponents of social-psychology
theory argue tax compliance behavior is determined by social interactions. Compliance behaviour
and attitudes towards the tax system is therefore affected by the behaviour of an individual

taxpayer network of friends, neighbors and relatives (Loureiro, 2014).
3.0 Methodology

3.2 Research Design

The study employed a quantitative cross-sectional study design.

3.3 Target Population and Sampling

The target population comprised of 615 SMEs in Embu County. The study sampled 185 enterprises

in Embu County using stratified random technique.
3.5 Data Collection Instrument

This study collected primary data using a questionnaire which had both open and close-ended

questions. Secondary data was collected using a survey sheet.
3.6 Data Collection Procedure

Primary data was collected using questionnaires. The questionnaires were dropped to the sampled
respondents and then picked after two days. The drop and pick method was considered suitable
since it gave the respondents adequate time to discuss, understand and respond to the questions
therein. Secondary data on tax compliance amongst SMEs on the other hand, was gathered from

research reports, KRA revenue reports, Embu County records and reports.



3.7 Pretesting

Pretesting was conducted to ensure that all kinds of errors, which may range from questionnaire
construction, ambiguity of words, misinterpretation of questions by respondents, inability to
answer a question, presence of sensitive questions in the questionnaire were reduced. This
improves the quality of data significantly. Participants for pretesting were selected from a small
sample of respondents from the target population, where the feedback by the selected respondents

was used to improve the questionnaire.

3.7.1 Validity

To ensure the instruments validity, a draft questionnaire was developed and the views of experts.
3.7.2 Reliability

The study used the Cronbach alpha coefficient to establish the reliability of the study instrument.
The study yielded a Cronbach alpha coefficient of 0.845, which was considered appropriate for

the study since it was above the recommended alpha value 0.7.
3.8 Data Analysis

Binary logistic regression model was used to determine the link between the dependent and the

independent variables. The binary logistic regression model took the following form

1
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Equation 3.1

Where;
P(2) = f(z) is the probability of tax compliance where 1 indicates compliance; 0 otherwise; Z,
random variable that can take on one of two possible values; a represents a constant; e represents

Euler’s number; f represents estimated coefficients and Xi 's represents independent variables.
Research Findings and Discussions

The findings indicated that 69.8% of the SMEs in Embu County were tax compliant. The study

results further reveal that the logistic regression model was statistically significant explaining
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36.1% of the tax compliance. Table 1 presents the coefficients of various determinants of tax
compliance in the regression equation. From the regression coefficient results in table 1 it can be
seen that compliance costs (p = 0.0125), fines and penalties (p = 0.0089), tax knowledge and skills
(p =0.0460) shows a significant positive relationship with tax compliance among SMEs in Embu
County. In contrast, tax systems (p = 0.295) had an insignificant positive relationship with the tax
compliance among SMEs in Embu County. The table also indicates compliance costs have the
highest effect on tax compliance (Exp(B)=1.1265) followed by tax knowledge and skills
(Exp(B)=1.155) then tax systems (Exp(B)=1.147) with fines and penalties trailing in the list
(Exp(B)=0.996).

Table 1: Model coefficients of determinants

B S.E. Wald  Sig. Exp(B)
Compliance costs 535 153 2.356 0125 1.265
Fines and penalties -.904 280 .000 .0089 996
Tax knowledge and skills 144 024 .339 .0460 1.155
Tax system 137 131 1.095 295 1.147
Constant -2.350 1.058  4.933 026 095

Conclusions and Recommendations

The study also found that fines and penalties foster voluntary tax compliance by SMEs and that
increase in the penalty rates and the probability of detection result in lower non-compliance. The
study found a significant relationship between fines and penalties and tax compliance by SMEs.
Thus, the study recommends that the Kenyan tax authority and the government should carry out
continuous training on taxation to ensure that SMEs operators can comply with all tax

requirements.

The binary logit regression results show a significant positive relationship between tax knowledge

and education tax compliance by SMEs. Most SMEs operators do not have formal taxation training
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or education hence they do not have good tax knowledge and education. The study found that
continuous training can provide good and reasonable tax knowledge and that lack of a combination
of tax skills hinders SMEs from complying with various taxes and that taxation knowledge
enhances SMEs ability to understand tax laws. This finding concurs with that of Mutascu and
Danuletiu (2013) observation that a very low tax literacy level is associated with reduced tax

revenues.

It was established that the most paid taxes by SMEs are county government levies and VAT and
that the Kenyan tax system was complex to most SMEs operators and one would require training
and education to understand the system. The study also found that use of technology, online tax
filing makes tax compliance more complicated to SME operators and high tax rates and fixed tax
payment dates increase the chances of non-compliance by SMEs. The regression results indicate

an insignificant association among the tax system and tax compliance by SMEs.

However, the conclusion was based on the fact that most SMEs in Embu county were not fined or
charged for tax non-compliance. Therefore, this study recommends that the Kenyan tax authority
should enforce it compliance department and charge all the non-compliance fines and penalties to
SMEs in Embu County as this would deter them from non-compliance. Finally, the study
concluded that there was no significant relationship between tax system and tax compliance by
SME:s in Embu County. The conclusion was based on the fact that most SME operators had a little
understanding of the Kenyan tax system. Therefore, the study recommends that the Kenyan tax
authority should develop education and training programs to ensure that SME operators comply

with all the tax requirements.
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