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ABSTRACT

This study is designed to investigate the determinants of tax compliance in a case of
category “C” business profit taxpayers in Nekemte town. To achieve the designed objectives
the study employed a quantitative approach. Necessary data for the study were gathered via
questionnaire and reviewing necessary documents. To do this the researcher took out 346
samples from the total 2580 population size of category “c” taxpayers and analyzed the returned
240 questions. The sample size of the study was determined by using simple random sampling
technique. Responses of respondents were presented by using the data presentation tools and
analyzed via STATA 10 software application and descriptive analytical methods using tables
and charts. The study found that, family size and length of tax payment period has a significant
negative influence on tax compliance. On the other hand, tax knowledge and awareness and
tax penalty and fines has a significant positive influence over the level of tax compliance. The
assessed amount of tax, probability of auditing and attitudes towards equity and fairness are
insignificant factors in determining the compliance behavior of taxpayer. Finally the researcher
recommended that different job opportunities and incentives should be provided by the
authorized body to increase earning of large size family members. ERCA should be follow up
taxpayers and control their activities to easily prevent evasion by taxpayers; and sufficient and
adequate training, awareness creation and education should be offered to taxpayers to enhance
their knowledge regarding to tax. Besides ERCA should take measures and penalties on those
taxpayers who are not willing to pay their tax liability within a specified time period for the
purpose of generating more revenues.
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INTRODUCTION

Tax refers to a compulsory levy in which every citizen of the country are required to pay
for the government without receiving a direct benefit. So, Taxation is a system of rising money
to finance government expenditure for the purpose of maximizing social welfare. The
government uses the tax that is collected from the people as revenue to pay salary to soldier,
police, to build dams and roads, and hospitals, generally to provide goods and services that are
essential to the society [1]. The amount of revenue generated by government from such taxes
payers for its expenditures depends among other factors, on the willingness of the taxpayers to
voluntarily comply with tax laws. The failure to follow the provisions of the tax implies that
the taxpayer may be committing an act of noncompliance. Tax non-compliance occurs through
failure to file tax return, misreporting income ormisreporting allowable subtractions from
taxable income or tax due [2]. According to [3] tax compliance is a complex term to define.
Simply, tax compliance refers to fulfilling all tax obligations as specified by the tax law freely
and completely. Reference [4] Define tax compliance as the degree to which a taxpayer
complies or fails to comply with the tax rules of their country. The objective of an efficient tax
administration in any country is to ensure voluntary tax compliance using any legal means
possible which may also involve the use of sanctions. Reference [5] On their research reflects
that the degree of non-compliance which may be expressed in terms of the tax gap; which is
the deviation between the actual revenue collected and the amount that would be collected if
there were 100 per cent compliance. There is the question whether ‘compliance’ refers to
voluntary or compulsory behavior. If taxpayers ‘comply’ only because of dire threats or
harassment or both, this would not appear to be proper compliance even if 100 per cent of the
tax were raised in line with the tax gap concept of noncompliance. Instead, it might be argued
that successful tax administration requires taxpayers to comply willingly, without the need for
enquiries, obtrusive investigations, reminders or the threat or application of legal or
administrative sanctions.

Statement of the Problem Taxation is an important source of revenue to government in
both developing and developed countries to provide the basic infrastructural facilities and raise
social welfare. The government of Ethiopia also obtains a huge amount of revenue from
taxation; which is helpful to provide public goods and services for the welfare of the society as
a whole. This objective can be achieved only when all taxpayers are voluntarily comply with
the tax laws, regulations and procedures and have an interest to improve the society. However,
taxpayers are not interested to comply with tax system. Tax non-compliance behavior is
reflected in schedule B, C, &D income, and from schedule ‘C’ mostly in category ‘C’ taxpayers
since the method of assessment is on estimation. So, enhancing voluntary tax compliance of
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taxpayers must be a primary task of every revenue authorities. To narrow the gap between
budgeted amount of tax to be collected and actually collected amount of tax it is better to
understand the critical factors which determine the level of compliance. Tax non-compliance
by taxpayers is a serious problem foradministrating business and rental income tax revenue in
Ethiopia, and some other developing countries. There were studies done on tax compliance in
Ethiopia. [6] on their research entitled as “Determinants of Voluntary Tax Compliance
Behavior in Self -Assessment System: Evidence from SNNPRS, Ethiopia tried to investigate
the determinants of compliance levels of taxpayers. Even if different studies were conducted
in different places and at different time to cure the non-compliance behavior of tax payers; to
the best of the researchers knowledge the issues are not well understood and still unsolved and
needs further studies. In addition, while reviewing the related literatures, they found
inconclusive results on the determinants of tax compliance. Still tax payers are not voluntarily
pay tax every year and try to evade tax by using their secret means. Hence, the above research
gap motivated the researcher toidentify and examine the determinants of voluntary compliance
behavior of tax payers in category “C” taxpayers of Nekemte town.

Research Questions; 1) Do individual factors have a significant effect on the level of
compliance?, 2) Does an institutional factor significantly affect tax compliance?, 3) Does the
psychology of taxpayers have a significant effect on tax compliance?, Objective of the Study
The general objective of the study is to investigate the determinants of tax compliance on
category “C” tax payers of Nekemte town. Specific Objective of the Study; 1) To examine the
effect of individual factors on the level of tax compliance, 2) To evaluate the effect of
institutional factors on tax compliance, 3) To evaluate the effect of psychological factor on tax
compliance. The hypotheses of the research which were formulated and tested are:

H1: The family size of the taxpayer has a significant effect on tax compliance.

H2: The level of tax knowledge and awareness has a significant effect on tax compliance

H3: Length of tax payment period has a significant effect on the levels of tax compliance

H4: The assessed amount of tax has a significant effect on tax compliance

H5: The probability of auditing by ERCA has a significant effect on tax compliance

H6: Tax penalty and fines has a significant effect on the level of tax compliance

H7: Perception of equity and fairness on taxa significant effect on the level of compliance

Compliance behavior of taxpayers may be affected by many factors. Those factors that
influence tax compliance behavior are varied from one country to another country and from
one individual to another individual [7]. On a study by the study [8] entitled ‘Factors that affect
tax compliance among small and medium enterprises’ in Northern Central Nigeria found some
of the critical factors which has a significant effect on taxpayers compliance behavior. They
collect the datafor their research from primary sources using survey method of 150 respondents
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of small and medium enterprises. On their research they found that high tax rates, complex
filing procedures, multiple taxation and lack of proper enlightenment are the factors which
affect tax compliance among small and medium enterprise taxpayers.

References [9] were undertook a study on a title ‘Factors that influence rental taxpayers
compliance with the tax system: an empirical study of Mekelle City, Ethiopia by distributing
structured questioners for 140 respondents. On their study they found that the major problems
of rental tax compliance in Mekelle City, Ethiopia were intentional tax avoidance (presence of
dishonest taxpayers), that means some rental taxpayers deliberately understate their taxable
income, and also there are some individuals who entirely do not report their taxable income to
the concerned body. Consequently, it has an influence on the attitudes and tax compliance
behavior of taxpayers towards the tax system. Besides, lack of awareness on tax related issues,
and low awareness creation by the Revenue and Tax Authority of Mekelle City to taxpayers
were found to be the major factors for tax compliance issues.

On a study entitled as ‘Evaluating taxpayers attitude and its influence on tax compliance
decisions in Tamale, Ghana’ by the study [10] focused on individual self-employed/petty
traders and individuals engaged in small and medium scale enterprises. After critically
analyzing the survey they found that individuals are highly concerned with the amount of taxes
they pay to the tax revenue office. The income tax rates which are applicable in Ghana are
generally considered to be high. Besides, the burden of taxes paid by taxpayers affects their
attitudes and this informs how they evaluate the tax system and consequently their compliance
decisions. In addition to that of the tax rates; other factors which influences the tax compliance
behavior of individuals were individual perception level for the benefits which is derived from
public goods and services provided by the government, poor understanding of the tax laws, and
levels of accountability and transparency in governance are factors that tax payers have less
regard for their tax compliance issues.

Reference [11] was conducted astudy on a title ‘Determinants of tax compliance by small
and medium enterprises’ in Zimbabwe can be summarized as follows: The main objectives of
the study were to investigate how the unique business conditions of small and medium
enterprises, the perceptions of small and medium operators towards taxation, levels of tax
knowledge and compliance costs affect tax compliance of small and medium enterprise
taxpayers. To achieve these objectives, the researcher stated research propositions: the current
tax system in Zimbabwe does not cater for the special business needs of small and medium
enterprises and that strong correlation do exist among tax knowledge, compliance costs, and
tax compliance. The results indicated that small and medium enterprises face different business
conditions from large companies which cause them to bear high tax compliance burdens. The
results also indicated that the perceptions of small and medium enterprise operators about tax
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fairness, tax service quality and government spending priorities greatly affect their tax
compliance decisions. Tax knowledge was discovered to have no correlation with tax
registration compliance but week negative correlations with filing compliance.

There was a study conducted by the study [12] on “determinants of tax compliance
behavior in Ethiopia: the case of Bahir Dar City taxpayers and he summarized the findings as
follows: the researchers used quantitative methods research approach to investigate the factors
affecting tax compliance. The researchers also employed survey methods of data collection
using questionnaires. They analyzed the collected data from 201 sample respondents through
the use of T-test and one-way ANOVA. The results revealed that perception of government
spending, perception of equity and fairness of the tax system, penalties, personal financial
constraint, changes on current government policies and referral group (friends, relatives, etc.)
are factors that significantly affect tax compliance behavior of taxpayers. However gender and
probability of being audited have no significant impact on tax compliance behavior. The
findings also showed that older people will comply less if there is no equity and fairness in the
tax system and any changes in government policy on fuel prices, electricity and water rates are
not favorable.

A research conducted by the study [13] on a title ‘Factors Affecting Tax Compliance of
Small and Medium Business Profit Taxpayers in Addis Ababa’ can be summarized as follows.
The researcher used a descriptive survey design to study the factors that affect the tax
compliance behaviors of tax payers. To achieve his objective he employed survey method and
key informant interview of 230 sample respondents from small and medium business
enterprise. The study revealed that factors included social services, tax compliance costs,
knowledge of tax rules and procedures; attitude towards tax and services of the ERCA to the
taxpayers has a significant influence on tax compliance of small and medium enterprise
taxpayers.

Reference [14] were undertook a study entitled as ‘Determinants of Voluntary Tax
Compliance Behavior in Self Assessment System: Evidence from SNNPRS, Ethiopia’ by
distributing 310 self-administered questionnaire. According to the finding level of tax
compliance is significantly influenced by tax knowledge, perception of tax payers towards
government spending, tax rates, tax payer’s perception towards equity and fairness, educational
level of tax payers, tax penalty and the role of tax authority. Their study also evidenced that,
other variables such as penalty, role and efficiency of tax authority, tax rates, personal financial
constraint of respondents, age and gender of respondents were not significant determinants of
tax compliance behavior in SAS.

Ona study conducted by the study [15, 16] on ‘Factors affecting voluntary compliance of
category ‘c’ taxpayers’ attitude of Arbaminch, SNNPR, Ethiopia’. The researchers employed
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descriptive research design. To collect the data from 81 sample respondents they used self —
administered questionnaire. In effect the study indicated that the factors which affect the
taxpayers’ voluntary compliance behavior can be concluded as the tax rate undoubtedly higher
than what most taxpayers would like it to be. Most of the respondents feel that people should
pay taxes according to their ability; in other words they feel that they do not pay the same
amount of tax as others in similar situations. The survey data has showed that majority of the
taxpayers know why they pay taxes but they have no detail knowledge about taxation. So lack
of awareness was quoted as the major and leading reason for nonexistence of voluntary
compliance among category ‘C’ tax payers in Arba Minch city.

This study conceptualizes that, the tax compliance could be affected by assessed amounts
of tax, family size, length of tax payment period, perceptions of fairness and equity, probability
of auditing, tax knowledge and awareness and fines and penalties. The purpose of this study is
therefore to test the nature and the strength of these relationships. This study tests the
conceptual framework presented in figure 1.

Individual factors
e Family size

e Tax knowledge and awareness

e T.ength of tax payment period
Institutional factors \ Tax Compliance
pa——

e Assessed amountoftax
e Probability of auditing

e Penalty and fines

PFsychological ractor

e Armitudes of taxpayers towards |
equity and fairness

Figure 1. Conceptual framework

RESEARCH METHOD

The study used a descriptive research design aimed at describing the relevant facts. In
meeting the study objectives’, the researcher used a mixed research approach. This approach
is characterized by much greater control over the research environment and in this case some
variables were manipulated to observe their effect on other variables. The necessary financial
resource was obtained from the ministry of education.

In this study the researcher used both primary and secondary data. Primary data were
gathered from primary data source and secondary data were gathered from secondary data

source. The relevant sources for primary data were sample respondents of category “C” tax
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payers found in Nekemte town. Secondary data were collected from office reports, documents
and articles.

Relevant datawhich are helpful to undertake this research were collected through primary
data collection tools and secondary data collection tools. Primary datawere collected through
close ended questionnaires. Close ended questionnaires were prepared in the form of five
LikeretScale, those are; strongly Agree (SA) =5; Agree (A) = 4; Neutral (N) =3, Disagree (D)
= 2; and Strongly Disagree (SD) = 1; this helps to make it easier for respondents to answer
question in an easy means. Target Group and Sampling Design In this study category “C”
business profit taxpayers found in East Wollega zone; Nekemte town are the target groups,
those are 2,580 in number. Sample respondents have been selected from the population by
using probability sampling method, simple random sampling technique. The sample size of
taxpayers was determined by using sample determination formula developed by the study [15]:
n=N/1 + N(e2 ). To undertake this research the researcher used an econometric model called
logit distribution function model. Data that are obtained from primary and secondary data
source were presented through table, and charts and it were analyzed through the use of
inferential statistics. Binary logistic regression model have been used to explain the effects of
independent variables on dependant variable.

RESULTS AND DISCUSSIONS

This chapter presents, analyzes and interprets the results of the study based on the
formulated objectives and hypotheses that are presented in chapter one. In order to perform the
task questionnaires were distributed to sample taxpayers. A total of 346 questionnaires were
distributed to Category “C” taxpayers, of whom 240 returned and filled completely and
properly. This made the response rate of approximately 70%. In this chapter, firstly model
estimation is made. Secondly, different testsare involved for the fitness of themodel and results
are analyzed and discussed. Finally the formulated hypothesis for each variable in chapter one
is tested.

To show the effectsand relationships of independent variables on the dependant variables
the researcher used binary logistic regression model. As indicated in the above table, the
regression result with the coefficient of determination (pseudo R2 ) of 0.6119 shows that
61.119% of changes in tax compliance is determined by the independent variables viz. assessed
amount of tax (AAT), family size (FS), length of tax payment period (LTPP), attitudestowards
equity and fairness (ATEF), probability of auditing (POA), tax knowledge and awareness
(TKA) and penalty and fines (PF). The remaining 38.81% is affected by variables that are not
included in the model called extraneous variable or error term. The likelihood ratio chi-square
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of 194.91 with a p-value of 0.0000 shows that, the model as a whole is statistically significant.
This implies the fitness of the model. The coefficient of the variable tells us by how much the
independent variable affects the dependant variable.

From the above table the marginal effect (dy/dx) result shows the degree to which the
taxpayers comply with tax. Therefore, when other factors being constant; as the assessed
amount of tax increased by one birr the probability to comply tax is reduced by 0.0000007%
this is just insignificant. As the family size of the taxpayer increased by one person; the
probability to comply withtax is decreased by 14.79%. Similarly, when the remaining variables
being constant; as the taxpayer pays tax for one more additional period, the probability of tax
payers to comply with tax will be diminished by 19.22%. Taxpayers that are audited by the
revenue authority are more likely to comply with tax laws than others who are not audited. A
taxpayer who treats the tax system as fair is more likely to pay their tax liability than others
who treats as unfair. Similarly, taxpayers with good tax knowledge and awareness are more
likely to comply with tax than others who haven’t tax knowledge and awareness. Besides,
taxpayers who treat the penalties and fines as high are more likely to comply with tax than
others. Model test 1. Multicolinearity test In the construction of the model, it may happen that
two or more variables giving rise to the same piece of information are included, that is, we may
have redundant information or unnecessarily included related variables. In order to test
multicolinearity between variables the researcher used the variance inflation factor (VIF) of
each variable.

Based on the formulated hypothesis in chapter one of the study, the researcher tests to
show the effects of the independent variables on dependent variable.

H1: Assessed amount of tax has a significant effect on the level of tax compliance

From, the result of the study shows that, assessed amount of tax (f1 =-0.000000485) has
a negative and insignificant effect on tax compliance since p>0.05. Hence, hypothesis Hal is
rejected because the p-value for the variable is greater than 0.05. This result provides evidence
as the tax liability increase the level of tax compliance increases but not significant.

H2: Family size has a significant effect on taxcompliance

The result of the study regarding to family size (2= -0.92) has negative and significant
relationships with the level of tax compliance since p<0.05. Therefore hypothesis H2 is
accepted. This implies as the family size increase in number the willingness of taxpayers to
pay their tax liability is decreased, because when the family size increases the household
consumption also increases and then the amount of money to be saved is decreased. Due to this
taxpayers are motivated to evade tax and increase their income level.

H3: The length of tax payment period has a significant effect on the level of tax
compliance.
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The regression output regarding to length of tax payment period (f3=-1.19) has a negative
and significant effect on the level of tax compliance with p-value of 0.000 which is less than
0.05. so, hypothesis H3 is accepted. This tells us, as the tax payers are experienced for many
years in paying tax the interest to pay the tax liability voluntarily is decreased.

H4: attitudes of taxpayers towards equity and fairness has a significant on tax compliance.

The relationships of tax compliance regarding to attitudes towards equity and fairness
(B4=0.019) is positive but not significant because p value for the variable is greater than that
of the bench mark p>0.05. Thus alternative hypothesis four (Ha4) is rejected. This means that
when taxpayers feel the tax system fair and equitable the willingness to pay tax is also
increased. On the other hand when taxpayers treat the tax system as unfair and inequitable their
willingness also decreased. But the effects of this variable on the level of tax compliance is not
much or insignificant. The result is consistent with the study [12].

H5: probability of auditing has a significant effect on the level of tax compliance.

The results of the probability of auditing (35=0.78) has a positive and insignificant
relationship since p-value of 0.699 for the variable is greater than 0.05. Therefore, alternative
hypothesis five (H5) is rejected. The result supported the studies [16, 17, 18, 19, 20], and [21].
They found that, a higher probability of being audited or inspected motivates taxpayers to be
more compliant. The implication is that, as auditing of taxpayers activity by ERCA Nekemte
branch increased, the probability to pay their tax liability without any enforcement also
increased, but not that much. However, the studies [22], and [6] found that probability of
auditing has a negative influence on tax compliance.

H6: Tax knowledge and awareness has a significant effect on tax compliance

The result of this study regarding to the effect of tax knowledge and awareness on the level
of compliance (f6=0.73) is positive and significant with p-value of 0.000, which is less than
the benchmark p-value of 0.05. Therefore the hypothesis formulated in chapter one,
alternativehypothesis six (H6) is accepted. The result tells us, as the taxpayers have knowledge
and awareness about tax and its laws, rules and regulations the probability to comply with tax
is also increased. The finding is consistent with many of researches conducted in tax
compliance viz. [23, 24, 6, 25].

H7: Penalty and fines has a significant influence on tax compliance level

The finding of the study with regard to the seventh explanatory variable on tax compliance
shows ($=0.365) is positive and significant with p-value of 0.032 which is less than the cutoff
point p-value 0.05. This implies penalty and fines by ERCA Nekemte branch encourages
taxpayers to comply with tax law. The result is consistent with the finding of the study [16],
the higher the penalty the greater the discouragement for potential tax evasion and encourages
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tax compliance. If the taxpayers are aware of the offences they are committing when evading
tax and the consequences of being non compliant taxpayers, reduce their tendency to evade tax.

CONCLUSIONS

Depending on the results which are presented, analyzed and interpreted in chapter four
the following conclusions are made.

The finding of this study shows the effect of family size on the tax compliance behavior
is negative. This implies when the family size of the taxpayers are higher the willingness to
pay tax is decreased. It is resulted from as the taxpayers family size increased the consumption
also goes up; this in return results a decrement in saving. Finally, this motivates taxpayers to
evade tax.

The study found that length of tax payment period has a significant negative influence on
the level of compliance. This reflects when the taxpayer paid tax for many years the probability
to pay tax voluntarily without enforcement by ERCA is decreased. the reason for this is that.

The results of this study regarding to the influences of tax knowledge and awareness on
the compliance behavior of taxpayers is positive and significant. Greater parts of the
respondents haven’t a knowledge and awareness regarding to the tax laws rules and directives.
This implies awareness creation by revenue authority encourages the taxpayer to pay their
assessed amount of tax to the government regardless of enforcement by tax authority. Similarly
taxpayers who have knowledge regarding to tax and its importance are voluntary to comply
with tax.

The study also found that tax penalty and fines by revenue authority significantly
determines the compliance behavior of taxpayer.
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