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ABSTRACT 

 

This study was done to examine the factors that affect SMEs tax compliance, the 

case of Ilala District Dar es Salaam Region in Tanzania. To this end a conceptual 

framework was tested through a survey of 81 SMEs which were selected randomly. 

Data were analyzed using descriptive statistics and hypotheses tested using Chi-

square (2) model. 

 

Results reveal that at the 1% significant level, tax compliance behavior is strongly 

influenced by level of tax knowledge of SMEs owner managers(individual 

taxpayer’s factor), level of tax rates and probability of detection(economic factors) 

and punishment structure for tax non compliers. Complexity of tax procedures 

(institutional factors) 

 

The study also reveals that most SMEs that do not pay taxes are those which are not 

registered and therefore operating informally. Most registered SMEs do pay taxes. 

Therefore the government should ensure favorable environment to encourage SMEs 

to register and therefore formalize their operations so as to improve revenue 

collection. Also it should reduce exemptions and incentives to large businesses to 

create fairness in paying taxes between large taxpayers and SMEs. 

 

The study also suggests that TRA should work hard to educate SMEs owner 

managers on tax matters pertaining to their businesses and simplify tax return forms 

and payment procedures to encourage compliance. Not only that but also TRA has to 

insist on ethical behavior of tax officers in order to improve compliance. Also the 

government as principal user of tax revenue should provide more public goods and 

social services to encourage compliance. 

 

Future research should be done on: the assessment of attitude of SMEs owner 

managers towards tax and the effect of their attitude on their tax compliance 

behavior. Also future research should concentrate on designing a tax regime for 

taxing SMEs. 
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CHAPTER ONE 

 

INTRODUCTION  

 

This chapter includes introduction to the main topic that has been researched 

throughout the study and background information, statement of the problem, research 

objectives, and research hypothesis, significance of the study, scope and limitation of 

the study as well as delimitations of the study. 

 

1.1  Background information  

 

1.1.1  Tax compliance  

Small and medium businesses in Tanzania are not spared from paying tax. In 

Tanzania, it has been revealed that, from July to December 2004 Tshs 2,015.2 

million (about US $ 2 million or euro 1.5 million) of presumptive tax was collected 

from small businesses (TRA, 2005). Taxation forms an important part of fiscal 

policy of any government. It is through taxation that the government can generate its 

revenue, which is needed for its recurrent and development expenditure. Citizens and 

non-citizens have an obligation of paying taxes so as to enable the government to 

meet the cost of providing social and economic services, which are important for 

development.  

 

The area of SMEs taxation is the principal area of society where the government has 

not been able to develop adequate procedures to collect what it considers to be 

correct amount of tax and thus where opportunities for enlarging the tax revenue 

exist (Mason and Malyamkono, 2009). The importance of SMEs is emphasized by 

Vision 2025 which presents the sector as engine for growth for the whole economy. 

If taxes are to be collected from the SMEs sector tax regimes must be developed 

which recognize the distinctive characteristics of SMEs. (ibid) 
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Lewis (2005) states that compliance risks and attitudes in the small business segment 

of the taxpayer population are fundamentally different from large taxpayer 

compliance behavior. In case of larger businesses, the core risk for the tax system is 

the recourse to tax avoidance strategies. Large businesses (and wealthy individuals) 

have access to sophisticated tax advice to develop strategies for the reduction of their 

tax liabilities, e.g. through the use of transfer pricing techniques. Small businesses 

are more likely to engage in tax evasion practices and either operate completely 

outside the tax net or hide a certain part of their business transactions from the tax 

inspector. 

 

1.1.2  The Tanzania Revenue Authority (TRA) 

 Is a government agency of Tanzania, charged with the responsibility of managing 

the assessment, collection and accounting of all central government revenue. It is a 

semi-autonomous body that operates in conjunction with the Ministry of Finance and 

Economic Affairs. Offices of the TRA are located in Dar es Salaam. 

Functions of the Authority 

 

The major functions of the Authority are to:  

(i.) Assess, collect and account for all Central Government Revenue 

(ii.) Administer effectively and efficiently all the revenue laws of the Central 

Government 

(iii.) Advise the Government on all matters related to fiscal policy 

(iv.) Promote voluntary tax compliance 

(v.) Improve the quality of services to the taxpayers 

(vi.) Counteract fraud and other forms of tax evasion 

(vii.) Produce trade statistics and publications 

 

1.2  Context of the study 

For developing countries, integration into global economy through economic 

liberation, deregulation and democratization is seen as the best way to overcome 

poverty and inequality. Crucial to this is the development of vibrant private sector in 

which small and medium enterprises (SMEs) play a central part. SMEs make up over 

http://en.wikipedia.org/wiki/Government_agency
http://en.wikipedia.org/wiki/Tanzania
http://en.wikipedia.org/wiki/Tax_assessment
http://en.wikipedia.org/wiki/Tax_collection
http://en.wikipedia.org/wiki/Accounting
http://en.wikipedia.org/wiki/Revenue
http://en.wikipedia.org/wiki/Ministry_of_Finance_and_Economic_Affairs,_Tanzania
http://en.wikipedia.org/wiki/Ministry_of_Finance_and_Economic_Affairs,_Tanzania
http://en.wikipedia.org/wiki/Dar_es_Salaam
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90 percent worldwide of the economy and account between 50 and 60 percent of 

employment. However their importance in development goes beyond their strength 

in number (Vienna, 2002).  

 

Studies carried out in developing countries show that SMEs have greater economic 

benefits than large firms in terms of employment generation, efficiency and growth 

since they use more of what a country possesses and less of what it lacks (Assefa 

1997; Hallberg 1999). ILO (1993) also found out that SMEs provide potential for 

disadvantaged groups to gain access to productive, sustainable and equity 

employment.  

 

Many SMEs often face difficulties when dealing with the government in general and 

the tax administration in particular (Baurer 2005). Many of the difficulties with the 

tax authorities are the consequence of poorly conceived tax policies and a lack of 

certainty regarding future policy changes. It would be rare indeed to not hear 

complaints about the complexity and/or ambiguity of the tax laws, high tax rates, and 

the lack of an integrated fiscal strategy that takes social taxes, and local taxes and 

fees into account when determining the overall tax burden placed on the business 

community (ibid, 2005). 

 

The study done by Engelschalk (2005)found that difficulties with the tax system, 

with respect to both the level of the tax burden and tax administration processes and 

behavior were among the key reasons given by small businesses for working 

underground in many transition countries. For this reason changing and simplifying 

the tax system for small businesses became an obvious element of tax reform in the 

region. 

 

Many developing countries opted for presumptive systems to tax SMEs. There are 

three main types of systems in place in the region:  

(i.) They are based on turnover/gross income. 

(ii.) Specific indicators for the size and output of the business, such as the floor 

space, the number of employees, or the location of the business, or they are 
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(iii.) General patents for specific professions irrespective of the size, location, and 

turnover of the business. 

 

Since the establishment of Tanzania Revenue Authority (TRA) in 1996, the 

government has from year to year been reviewing the tax structure so as to 

rationalize the tax system and make it more business and investment friendly. 

Accordingly small traders, who operate mostly in the informal sector with and 

without their business records, are levied income tax based on their annual business 

turnover.  

 

Tax compliance is a serious and costly problem for many private enterprises running 

small businesses particularly in Tanzania (Mutakyahwa, 2009). Further, Tax 

administrations are quite aware of the burden tax compliance placed on individuals 

and businesses. However, non-compliance amounts to a lack of funds for the public 

service programs of governments and thereby for national development. As a result, 

authorities spend a disproportionate amount of time tracking down non-compliant 

private enterprises. Thus, governments often introduce presumptive taxation method 

for providing incentives to citizens and businesses to enter the formal tax net and 

increase the country's tax base. 

 

The fluctuations in the tax revenue have been as a result of tax non compliance by 

many taxpayers. The primary goal of Revenue Authority is to collect the taxes and 

duties payable in accordance with the law and to do this in such a manner that will 

sustain confidence in the tax system and its administration. The actions of taxpayers 

whether due to ignorance, carelessness, recklessness, or deliberate evasion as well as 

weaknesses in a tax administration mean that instances of failure to comply with the 

law cannot be avoided.  

 

Barbour and Stern (2005) add that, one missing piece in the development of an 

effective tax system which promotes investment not discourages investment is the 

effective treatment of SMEs; few countries have an effective small business tax 

system which is integrated fully into the general tax system and which encourages 
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graduation. Although any tax reform should help businesses of all sizes, the largest 

un-tapped source of taxpayers in all developing countries is small businesses; most 

tax practitioners both international experts and country authorities agree that this 

particular issue is both pressing and yet unresolved. Thus, Mick Moore et al (2007) 

argue that, broadening the tax base is a key component for improving the investment 

climate in developing countries and may not generate more revenues in the short run, 

but will in the long run as firms grow.  

 

1.2.1  Income Tax Trends 

In Tanzania, Income Tax Act 2004 provides that all income from business, 

investment and employment is subject to income tax. The rate structure for income 

tax comprises four different categories, the three band turnover tax (presumptive tax 

for small traders), the 4 band personal Income Tax used mostly for Pay As You Earn 

(PAYE), the corporate tax chargeable at 30% of corporate profit and withholding 

taxes on investment incomes. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 

6 

Table 1.1:  Trends in Income Tax Revenue performance 

Tax 1998/99 1999/00 2000/01 2001/02 2002/03 2003/4 2004/05 2005/06 2006/07 2007/08 

Corporate Taxes 40.5 25.8 21.5 22.3 25.1 26.9 29.9 31.9 31.3 31.0 

Employment 34.3 34.6 50.2 55.5 54.2 54.5 54.3 53.6 55.0 54.4 

Individuals 6.6 5.7 6.0 5.5 4.9 4.5 5.1 4.9 3.7 4.6 

Withholding 

taxes 

15.8 31.4 19.2 13.6 12.4 10.7 8.3 7.4 8.0 7.8 

Other 2.9 2.5 3.1 3.2 3.4 3.4 2.3 2.2 2.0 2.3 

Total 100 100 100 100 100 100 100 100 100 100 

Direct % of total 

taxes 

26.0 29.9 25.1 26.2 27.3 27.3 30.3 31.6 32.6 28.4 

Direct taxes % of 

GDP 

2.66 2.76 2.50 2.62 2.77 2.77 3.42 3.79 4.43 4.36 

Growth (%) 7.0 32.3 2.3 18.4 22.0 22.0 26.0 24.9 33.8 14.2 

Source: TRA revenue reports, 1998 to 2008 
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From the table above, it can be seen that the contribution of income taxes as a 

percentage of GDP from year 1998 to 2008 has shown only a slight growth having 

more or less stabilized at around 3% to 4%.Employment taxes, PAYE and SDL have 

been most consistent source of domestic revenue. Corporate taxes have slowly 

increased over time despite considerable growth of investments in Tanzania. As a 

result of this, considerable effort is required to find the reasons for low tax 

collections of corporate taxes. 

 

Despite the importance of SMEs in generating revenues for the Government, many 

researches show that there are a number of factors that hinder SMEs from complying 

with tax laws. These factors are such as high compliance costs, complex tax system 

and lack of tax knowledge among SMEs owner managers. For example Akello 

(2009), Engelschalk (2005), Freeman (2009) concluded in their studies that the tax 

system that is being used is complicated and therefore to improve SMEs’ 

compliance, a special tax system should be designed to cater for their specific needs. 

Also Lumumba Omweri (2010) did the study to determine SMEs owners’ attitude 

and tax compliance behavior in Kenya and he found that most SMEs owner 

managers in Kenya have negative attitude towards tax and this leads to low 

compliance. Pope et al, (2007) found that poor record keeping and documentation, 

high tax compliance costs and tax complexity are major difficulties that hinder SMEs 

tax compliance in Malaysia. 

 

MIT (2002) has spelt that tax regime is unfavorable for SMEs development in 

Tanzania. Taxes are many, rather high and collected by various authorities including 

Tanzania Revenue Authority and the Local Government Authorities. Furthermore, 

entrepreneurs are ignorant of tax matters and the cost of complying with tax 

regulations is considered high. Whereas taxation for businesses is a necessity for 

national economic development, the present tax regime imposes a major burden on 

SMEs. TRA on the other hand perceive that, small businesses generate a 

disproportionately low amount of revenue, relative to large enterprises. Given both 

the number of firms and the difficulty in finding them, it is not perceived as cost 
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effective to monitor small enterprises especially given limited resources to 

administer the standard tax system.  

 

In addition to that, tax administration agency has very limited audit and enforcement 

recourses. The risks of tax evasion under these circumstances are low enough that 

many SMEs opt not to file tax return. As a result of this, tax non compliance has 

become something common to SMEs. 

 

All these factors signify the big problem of tax compliance for SMEs. Tax non- 

compliance has a number of effects on government operations. These effects include 

reduction in government revenue (Mutakyahwa, 2009).This reduction in government 

revenue will limit the government’s ability to provide social services to citizens. 

James (1999) found that tax non compliance creates misallocation of resources, alters 

distribution of income in unpredictable ways, creating feelings of unfair treatment 

and disrespect of the law, affecting the accuracy of macroeconomic statistics and also 

creating the impossibility to understand the true impact of taxation. 

 

1.3 Statement of the problem 

Though considerable work has recently been done on individual tax compliance, the 

area of SMEs income tax compliance has been virtually neglected. As a result it is 

very difficult to say which factors are critical for low tax collections from SMEs. 

 

In Tanzania the study was done by Fjelstad (2009) to assess tax payers’ perception of 

local taxes which is different from SMEs Tax compliance. Studies also have been 

done to analyze the effects of non compliance for SMEs. The factors for individual 

taxpayer compliance are sometimes considered for all taxpayers without grouping 

them. Recently many issues and questions arise concerning the low performance of 

corporate tax collections. Therefore, there is still much to be done especially in 

Tanzania to analyze the critical factors for tax compliance among SMEs so as to fill 

the existing information gap. 
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The argument provided in this study is that compliance is influenced by taxpayer’s 

factors, tax administration factors, tax system factors. It aims at contributing to the 

knowledge of factors that affect tax compliance for SMEs in Tanzania. The result has 

enabled the government to take measures towards improving tax compliance and 

thus improve revenue collection performance because many issues and questions 

arise concerning the low performance of corporate tax collections.  

 

1.4      Research Objectives 

The general objective and specific objectives were as follows: 

 

1.4.1 General Research Objective 

The main objective of this study was to examine the factors that affect tax 

compliance for SMEs in Tanzania 

 

1.4.2 Specific Research Objectives 

The study was set to achieve the following specific objectives:- 

(i.) To examine the extent to which tax payers factors influence tax compliance. 

(ii.) To examine the extent to which tax administration factors influence tax 

compliance among SMEs. 

(iii.) To determine the extent to which tax system influence tax compliance 

behavior among SMEs 

 

1.5 Research Hypotheses 

A study hypothesis is an explanation of the relationship between Tax compliances 

factors and revenues collection. The researcher had considered the outcome of an 

investigation as a Null and Alternative hypotheses. It has indicated the expectations 

of the researcher regarding certain variables.  

 

It is the most specific way in which an answer to a problem can be stated. Research 

hypotheses are the specific testable predictions made about the independent and 

dependent variables that are going to be used in the study. Therefore the following 

hypotheses were tested. 
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H1: Tax compliance is strongly influenced by the tax payers factors that the SME    

owner        posses. 

H2: Tax compliance is strongly influenced by tax administration factors. 

H3: Tax system influences tax compliance behavior among SMEs significantly. 

 

1.6   Significance of the study 

This study was important in the sense that the government revenue collection is part 

and parcel of public expenditure in social, economic and administrative sectors. In 

addition, problems associated with increased on foreign financing underscore the 

need for raising more public revenue from domestic sources. Therefore, the research 

findings should help in policy making so as to improve tax collections from SMEs. 

The study had also enriched the existing literature on the different taxes paid by 

SMEs and determinants of income tax compliance. 

Findings of the study had assisted policy makers in identifying gaps between small 

tax payers and tax administration and hence formulating policies suitable for tax 

compliance of small business. 

 

1.7 Scope and limitations of the study 

This study was conducted in Dar es Salaam region especially Ilala District where by 

many SMEs were easily been found and covered only a limited geographical area. 

This was so due to time and resources constraints, as covering a greater geographical 

area or more TRA offices would have require more time and resources. 

 

1.8 Delimitation of the Study 

The study to overcome the limitations, the study had included several number of 

TRA offices operating in Dar es Salaam region with particular attention to Ilala 

District and also a reasonable number of respondents. Multiple methods of data 

collection were also been used. 

 

 

 

 



 

11 

CHAPTER TWO 

 

LITERATURE REVIEW 

 

2.1 Introduction 

This section includes reviews theoretical and empirical literature on tax, SMEs, tax 

compliance and the factors that influence tax compliance for SMEs. The section ends 

with a set of test hypotheses based on the objectives, theoretical/conceptual 

framework perspectives and reviewed literature and thus identification of the gaps as 

observed in the existing literature towards which this study was intended to bridge. 

 

2.2 Definition of terms 

This explains the concept or terms that has been used frequently in the study and it 

carries the meaning of the whole research work. The conceptual terms are as 

follows:-  

   

2.2.1  Tax 

Tax is a compulsory unrequited payment by individuals and firms to general 

Government (Wilkins. 1972). Lymer et al (2002) define tax as the compulsory levy 

that is imposed by the government on income, expenditure or capital assets for which 

the taxpayer receives nothing specific in return with the purpose of raising money for 

public expenditure. For this study, tax is taken to mean a compulsory payment to the 

government on income earned by individual or entities. 

 

Taxes can be classified into direct and indirect taxes depending on the ability of 

shifting the tax burden. Indirect taxes are those that are charged on goods and 

services (Barjoyaai, 1987).Tax incidence therefore can be shifted to another entity 

that indirectly pays it in the form of higher prices. Example Value Added Tax 

(VAT), import duty, excises duty among others. For direct taxes, tax incidence is 

borne entirely by the entity that pays it and it cannot be shifted to another entity, 

example income taxes that is, corporation tax and individual income tax. Unlike 
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indirect taxes, direct taxes are charged to individual depending on the ability of 

individual to pay that tax.  

 

There are two main methods for assessing direct taxes. These are Official 

Assessment System (OAS) and Self Assessment System (SAS). In OAS, the 

taxpayer has the statutory duty to declare all necessary particulars of income and 

expenses and submit returns with all supporting documents to tax administrator. Self 

assessment system (SAS) requires the tax payer to make an estimate of his or her 

income, calculate his or her own tax liability and voluntarily to pay the amount due.  

The important feature of a SAS is that it is the taxpayer rather than the tax authority 

that is responsible for the assessment of tax liability. 

 

According to Sarher (2003) SAS has a number of advantages over OAS. First, SAS 

is more cost effective as it only selects exceptional cases for further scrutiny. Also 

SAS eliminates the administrative nature of assessment work. Thirdly, SAS 

encourages an early and timely collection of taxes, and, finally, SAS reduces 

corruption by reducing contacts with taxpayer. 

 

One of the main barriers in implementing self assessment system is achieving 

acceptable levels of voluntary compliance (and thus tax collection efficiency), which 

typically involves many factors used in combination with each other such as fines, 

audit probability, tax rates, knowledge, attitude, norms and fairness (Kirchler etal, 

2008). Findings of some prior research have indicated that in SAS, taxpayers tend to 

comply less as compared with direct assessment (Andreoni, Erard and Feinstein, 

1998). In SAS, tax compliance depends on the issue of honesty, competency, 

capability and readiness of taxpayer to receive the burden of calculating and assuring 

the accuracy of the tax returns. (ibid) 

 

2.2.2  Tax compliance 

Tax compliance is not a simple term to define. It is a multi-faceted measure and 

theoretically, it can be defined by considering three distinct types of compliance. 

These are reporting compliance, filing compliance and payment compliance. (Brown 
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and Mazur, 2003) Other authors such as Alm (1991) defined tax compliance as the 

issue of complying with the provisions of laws, regulations and court judgments 

through reporting all income and paying all taxes. Also tax compliance is defined as 

the act for the taxpayer to report all income accurately and pay all tax due voluntarily 

and on time without being forced by tax administrator (Singh, 2003).  

 

A popular indicator of level of compliance is the tax gap, that is, the difference 

between income taxes households actually owe and what they report and pay 

voluntarily on timely basis. In this study, tax compliance refers to the degree to 

which a tax payer complies with the tax rules of his country and three kinds of 

compliance will be considered: reporting compliance; filing compliance and payment 

compliance.  

 

Tax compliance is very important to the economy. James (1999) mentioned that tax 

compliance helps in the expansion and increase of tax revenue in the economy. It 

also enhances public services that the citizens receive and reduces government 

dependence on external sources as taxpayers do meet their obligation. Not only that 

but also it helps in the fulfillment of government plans and government expenditure 

on tax enforcement is reduced as tax payers are compliant. 

  

2.2.3  Small and Medium Enterprises 

There is no universally accepted definition of SME. Different countries use various 

measures of size depending on their level of development. The commonly used 

yardsticks are total number of employees, total investment and sales turnover. The 

U.S Small Business Administration defines the small Business as one that is 

“independently owned and not dominant in the field of operation”. The Bolton of 

1971 provides another related definition. According to Bolton (1971:1), the emphasis 

of the definition was to give characteristics of small firm that might be expected to 

make their performance and their problems significantly different from those of large 

firm. First characteristic in economic terms, where a small firm is one considered to 

have a relatively small share of its market.  
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Secondly, its owners or part owners manage a small firm in a personalized way and 

not through a formalized management. Lastly, a small firm is independent in the 

sense that it does not form part of a large enterprise and the owner managers should 

be free from outside control in taking their principal decision. 

 

In the context of Tanzania, small enterprises are mostly formalized undertakings 

engaging between 5 and 49 employees or with capital investment from Tshs.5 

million to Tshs.200 million. Medium enterprises employ between 50 and 99 people 

or use capital investment from Tshs.200 million to Tshs.800 million. (URT, 2002).In 

line with this definition, there are 2.7 million SME s in Tanzania by the end of year 

2010 (Nyalandu, 2011) 

 

Definition for SMEs for tax purpose is different. In Tanzania, TRA defines SMEs for 

tax purposes are all business ventures with annual taxable turnover above Tshs 40 

million and with annual payments to TRA of less than Tshs 400 million.  

 

For the purpose of this study, SMEs will take the definition of Small and Medium 

Enterprise Development Policy (2002) under category of 5 to 49 employees with 

capital investment of Tshs 5 million to Tshs 200 million and incorporated as limited 

company. The focus is on small, and micro, enterprises, which typically pose the 

greatest challenges to tax compliance and administration rather than on medium-

sized businesses, which, while smaller than the largest enterprises, should 

nonetheless be expected to comply with the regular tax regime even in developing 

countries. 

 

2.2.4  Taxation of SMEs in Tanzania 

Since the establishment of Tanzania Revenue Authority (TRA) in 1996, the 

government has from year to year been reviewing the tax structure so as to 

rationalize the tax system and make it more business and investment friendly. For 

this case, two tax rate structures are applicable to SMEs, namely presumptive tax 

scheme and a progressive personal income tax scheme. The first method of taxation 

applies for businesses with annual turnovers below Tshs 20 million and the second 
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scheme is used for businesses with annual turnover above Tshs 20 million. 

Accordingly small traders, who operate mostly in the informal sector with and 

without their business records, are levied income tax based on their annual business 

turnover. All registered SMEs are charged corporation tax which is charged based on 

net profit. 

 

At present there are four turnover bands with their taxes as follows: 

 

Table 2.1: Taxation of Small Traders With and Without Complete Records  

Turnover per annum 

(Amounts in Tshs.) 

Tax payable where 

Incomplete or no  

records are kept 

Tax payable where records are  

kept 

3,000,000/- Tshs. 35,000 1.1 % of the annual turnover 

3,000,000/-to 7,000,000/- Tshs. 95,000 / - Tshs. 33,000 plus 1.3 % of the 

turnover in excess of sh. 3,000,000 

7,000,000/-to 14,000,000 / - Tshs. 291,000 / - Tshs. 85,000 plus 2.5 % of the 

turnover in excess of sh. 7,000,000 

14,000,000/- to 20,000,000/  Tshs. 520,000 / - Tshs. 260,000 plus 3.3 % of the 

turnover in excess of sh. 14,000,000 

Source: TRA handbook on Tax Administration and Structure in Tanzania, 2012. 

 

Studies show that most public sector economists and tax practitioners agree that 

presumptive tax scheme increases level of tax compliance as it does not need proper 

books of accounts and requisite skills to comprehend complex tax code. In addition 

to that, presumptive tax system, assessments are based on broad indicators of the 

scale of profits likely to be made and not on calculations of actual income (Bird et al, 

2003). However, this system also has its limitations which make it unable to 

penetrate SMEs and informal sector (Mutakyahwa, 2009). 
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According to Bird and Wallace (2004), the main limitation of presumptive taxation is 

that it fails to encourage SMEs to become formal and therefore to force them into 

normal taxation system. As a result of this, it fails to combat tax evasion among 

SMEs. Also it is extremely subjective, with tax officials exercising unnecessary and 

excessive powers over taxpayers. (Nchimbi, 2009) 

 

Taxing SMEs and informal sector poses a number of challenges to tax authorities.  

This is because of their peculiar characteristics as follows: 

(i.) Most transactions are done in cash basis as a result of this; it becomes 

possible and very easy for the trader to manipulate the figure of purchases or 

sales. In this way, the trader will be in a good position to conceal true profit 

for tax purposes and hence possible to avoid income tax. 

 

(ii.) Ownership structure. Most SMEs are family oriented and they operate in 

small scale. Due to their scale of operations, they are not able to bear higher 

administrative costs to prepare business records separate from personal 

records. Therefore, personal transactions cannot be separated from business 

transactions. Agyeman (1982) added that poor record keeping is also a result 

of illiteracy, inadequate skills as well as lack of proper or fixed business 

premises As a result of this, assessment of proper tax liability is not possible 

and hence reporting non-compliance. 

 

(iii.) Lack of proper location for business. Many activities are undertaken at home 

and therefore it is difficult for tax officials to identify them and tax them 

accordingly. Apart from that, some can be very mobile, for example small 

scale vending. 

 

(iv.) No barriers to entry. In informal sector and SMEs, the barriers to entry are 

very low. This leads to very stiff competition and high degree of uncertainty 

of businesses. Many Due to this, businesses operate in a short period of time 

and after that they die or operations are changed. 
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2.2.5   SMEs and Tax Compliance 

SMEs in Tanzania are subject to income tax, either as individual (unincorporated 

businesses) or as corporate taxpayers (incorporated businesses), depending on the 

business establishment. The taxation of both individual and corporate businesses is 

governed by the ITA 2004. Business taxpayers regardless of their size are required 

by law, essentially, to file an annual tax return correctly and in full, to keep sufficient 

records and documentations and to observe other tax-related requirements.  They are 

also required to comply with state and local government taxes, including property 

taxes and various business permits and licensing.  

 

Compliance to the regulatory requirements is mandatory in nature, placing a burden and 

costs upon the small business sector. Fernandes et al, (1998) found that SMEs face 

difficulties in managing government laws and regulations including tax laws.  As a 

result of this, tax-related compliance is one of the major difficulties facing SMEs 

internationally (Pope, 2008).  

 

Compliance costs of taxation are costs incurred by taxpayers, in addition to their tax 

liability, in conforming to the tax requirements. Sandford et al, (1989) defined 

compliance costs as those costs incurred by taxpayers, or third parties such as 

businesses, in meeting the requirements laid upon them in complying with a given 

tax structure. For a business, the compliance costs include the cost of collecting, 

remitting and accounting for tax on the products or profits of the business, and on the 

wages and salaries of its employees, together with the cost of acquiring the 

knowledge to enable this work to be done, including knowledge of their legal 

obligations and penalties, and the associated overhead costs, including costs of 

storing records as required by the tax authorities.  

 

Compliance costs of taxation include three major components: money costs, time 

costs, and psychological costs to the taxpayers. The money or financial costs refer to 

an amount spent on tax professionals (i.e. tax agents, accountants, investment 

advisers and legal practitioners) and expenses relating to taxation guides, books, 

communication and other incidental costs. On the other hand, time costs are incurred 
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in keeping records of tax information, completing the tax form or preparing tax 

details for tax professionals, as well as time spent in dealing with the tax authorities. 

Psychological costs refer to the effects upon a taxpayer having to deal with his/her 

tax affairs, such as the anxiety of handling complex tax matters. 

 

2.3 Theoretical Framework 

The study had used three models. These are economic model, psychological model 

and tax compliance model. 

 

2.3.1  Economic Theories 

Early models of taxpayer compliance were based on the theory of deterrence 

developed by Becker (1968). It is believed that taxpayers economically measured the 

possible rewards and risks of noncompliance. Increased risks should increase 

compliance.  

 

The first researchers to apply deterrence theory to taxpayer compliance were 

Allingham and Sandmo (1972), who argued that taxpayers view tax compliance as a 

rational choice in the face of risk. The taxpayer chooses whether to pay or evade 

taxes, and by how much, by analyzing the expected costs and benefits of 

noncompliance. The taxpayer knows the probability of being caught, the penalty for 

failing to pay the legal tax, the current tax rate, and the income level. The decision to 

pay or evade taxes, then, is a simple financial self-interest analysis.  

 

Economic theories emphasize increased audits and penalties as a solution to 

compliance problems as they assume behavior is influenced by economic motives 

such as profit maximization and probability of detection (Trivedi et al, 2005), 

underreporting (Erard et al, 2002); (Cobham, 2005), business income taxpayers 

operating in informal economy (Etchberry, 1992) among many factors 

 

However, an economics-of-crime analysis cannot explain the compliance behavior of 

all individuals. Tax compliance is relatively high even though it is unlikely that 

noncompliant taxpayers will be caught and punished. Additional determinants 
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representing unique aspects of human behavior must play a role in tax compliance. 

Empirical research by disciplines such as sociology and psychology suggest that 

noneconomic aspects of taxpaying behavior are important determinants of the tax 

compliance decision. 

 

2.3.2  Psychological Theories 

Psychology theories of tax compliance assume that psychological factors – including 

moral and ethical concerns are also important to taxpayers and so taxpayers may 

comply even where the risk of audit is low. Psychology theories de-emphasize audits 

and penalties and instead focus on changing individual. Trivedi et al (2005) 

concluded that some taxpayers’ behavior may follow economic theories while others 

may follow the psychological theories and a mixture of the two is also possible. 

 

Within this classical view of decision making, choices are considered to be motivated 

by self-interest (Hodgson, 1988). That is, individuals are thought to promote their 

own interests instead of the interests of others. Ethical values are seen as interfering 

with rational behavior and utility maximization (Etzioni, 1988). Sociological 

research, however, has broadened the notion of utility to include concern for social 

duty as well as self-interested goals. Individuals may be influenced by ethical values 

to the extent that behavior is based on a sense of duty, not whether the acts provide 

personal gain or are enjoyable (Etzioni, 1988). Thus, in classical deterrence models, 

taxpayers choose a compliance level that maximizes utility (what is best for the 

taxpayer), and in sociological models, this choice also considers the social 

obligations and self-image of the taxpayers as well (what is the taxpayer's duty) 

(Scholz, 1985). 

 

2.3.3  Compliance Model 

The overall level of tax compliance in a country is determined by a number of 

factors. These are partly business-related and partly reflect the economic and social 

environments. The educational level of SME operators, the general tax morale in the 

country, and the fear of the tax authority can also be important factors in this context.  
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Figure 2.1: Compliance Model 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: OECD (2007) 

 

2.4 Empirical Literature review 

Researches in tax compliance issues show that there are a number of factors that 

affect tax compliance. In explaining taxpayers’ compliance behavior, that is, the 

reasons why taxpayers comply and do not comply, there are broadly two classes of 

theories – economic based theories, which emphasize incentives, and psychology-

based theories which emphasize attitude (Trivedi & Shehata, 2005). 

 

Empirical studies show that SMEs face a number of challenges that limit their 

compliance. One of these challenges in particular is to maintain proper records for 

management and taxation purposes (Evans et al., 2005). Evans et al (2005) also in 

their study to explore the relationship between the record keeping practices of small 

businesses and their potential exposure to tax and related business compliance 

problems found that direct relationships between poor SME record keeping practices 

and adverse tax compliance outcomes. Pope et al (2007) also found that record 

keeping and documentation, tax compliance costs, tax complexity and legal entities 

as major challenges that face SMEs in Malaysia. 
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In Tanzania, most SMEs do not prepare financial reports, and those who do, they 

normally have two sets of financial reports, one for taxation and another for loan 

request (where applicable) thus not for general use (Viola et al, 2007).  Toroka, 

(2004) argues that, some SMEs pay heavy tax because tax assessors may put tax 

figures very much higher than the actual tax if the books of accounts were 

professionally kept. However, small business owners often keep their own books and 

do their own taxes, but most neither have the time nor the inclination to become 

expert in tax accounting (David, 1992).  

 

Apart from poor record keeping and documentation, Pope et al, (2008) pointed out 

that high tax compliance costs is also a challenge to SMEs tax compliance.  

 

Chattopadhyay and Das Gupta (2002) on tax compliance costs study indicated that 

tax simplification can lead to lower or higher compliance costs. According to Gandhi 

(1996) on compliance cost study, argue that the complexity of tax system has 

resulted in frustrating and burdensome expenses to taxpayers; for example 

complexity of the forms and publications and the lack of clarity of correspondence, 

variety of rigid penalties to promote tax compliance and changes in tax requirement 

and regulations. Furthermore, Small Business Project, 2003 suggested that the 

stability in the tax system itself is a good way to avoid increasing compliance costs. 

 

Chazen and Benson (1978) developed a theoretical model of compliance and 

enforcement, which can be used to study the effects of the tax rate, income and audit 

probabilities on compliance. They assumed that the probability of audit was constant 

and known to the taxpayers and the authority has full information about the true firm 

income accessed through audits and a penalty was imposed on each unit of income 

evaded. The result showed that the higher tax rate lowers the after tax income and 

increases the return to cheating while the high penalties and audit probabilities 

discourage cheating. This model therefore can be used to study the effects of the tax 

rates, income and audit probabilities on compliance. 
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The influence of knowledge on compliance behavior has been proven in various 

researches. The level of education received by taxpayers is an important factor that 

contributes to the understanding about taxation especially regarding the laws and 

regulations of taxation. Singh (2003) concluded that knowledge has a very close 

relationship with taxpayers’ ability to understand the laws and regulations of taxation 

and hence their ability to comply.  

 

Also studies by Tan and Chin Fatt (2000) and Jackson and Million (1989) found that 

there would be low tax compliance among taxpayers if their knowledge and 

experience about tax is low. Thus, tax authority should plan to overcome the problem 

of tax evasion by enhancing education programmes to taxpayers. 

 

On provision of public services and goods by the government to taxpayers, 

Pommerenhe et al (1994): Sheffrien and Triest (1992) and Spicer and Becker (1980) 

concluded that the willingness to pay taxes is reduced when individuals have less 

faith on their governments. They found that low provision of public goods and higher 

government waste reduces the willingness to pay. 

 

In Tanzania, it has been recognized that tax non-compliance is widespread and that 

many SMEs enterprises escape tax net. (Mason and Malyamkono, 2009).They found 

that SMEs owner managers perceive high tax rates, complex procedures and low risk 

of enforcement action being taken forces them to remain outside the formal system. 

In their study, they discussed two aspects to improve tax compliance. One is the level 

and effectiveness of enforcement procedures such as an increase in audit rates, an 

increase in penalty rates, withholding tax at the source, utilization of third party 

information and the use of automated systems to analyze such information. The 

second aspect is the extent to which the general public considers tax non compliance 

to be socially acceptable. 
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2.5 Conceptual framework 

Conceptual framework is a conceptual model of how one theorizes or makes logical 

sense of the relationship among the several factors that have been identified as 

important to the problem (Sekaran, 2003). It aims at indicating the most important 

areas to be covered by the study. 

 

The characteristics of SMEs in Tanzania, mainly the high level of informality, 

poverty, and lack of access to education, together imply that taxing these firms 

appropriately is difficult. SMEs are neither a homogeneous segment of the business 

community nor are the characteristics of SMEs identical in all developing and 

transition countries. As for the tax system in general, there is no solution regarding 

specific taxation rules for small businesses that fits all countries and can be applied 

to all kinds of SMEs.  
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Figure 2.2: Conceptual Frameworks 
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2.5.1  Description of Variables 

Research variable can be defined as a factor or a characteristic of interest that a 

researcher would like to handle, observe, investigate or manipulate in the research 

process so as to establish relationships between variables. This study had identified 

two variables, independent and dependent variable. 

(i). Independent variable is the variable which can be handled or manipulated in 

order to ascertain whether or not the result you obtain is due to it. For this 

research work, there are four independent variables that have been identified. 

These are individual taxpayer’s factors, institutional factors, social factors 

and economic factors which can be worked on and affect tax compliance. 

(a) Tax payer’s factors include the knowledge of the taxpayer on tax 

matters which results in proper record keeping. 

 

(b) Economic factors are the level of tax rates that is charged to taxpayers 

and probability of being detected on evading tax. 

 

(c) Institutional factors include the level of penalties and complexity of 

tax payment procedures  

 

(d) Social factors are those which relate to how the government spends 

tax revenue. This includes provision of public goods and social 

services and faithfulness on spending tax revenue. 

 

(ii). Dependent variable (tax compliance) which researcher measures in order to 

establish the change or effect created on them. This means that if a change 

occurs in the four factors used as independent variables, it directly affects tax 

compliance for SMEs. For instance if record keeping is simplified, tax rates 

are minimized and the government provides social services to citizens, then 

more SMEs will be in the position to comply to tax laws. 
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2.6 Statement of Hypothesis 

H1:  Tax compliance is strongly influenced by the level of tax knowledge that the 

SME owner possesses. 

 

H2:  Tax compliance is influenced by complexity of tax procedures 

 

H3:  There is significant relationship between level of penalties and fines that is 

punishment structure and tax compliance. 

 

H4:  The level of tax rates influences tax compliance influences significantly. 

 

H5:  Tax compliance behavior is highly influenced by the probability of detection. 

 

H6:  Tax compliance is strongly influenced by provision of public goods and 

services by the government. 
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CHAPTER THREE 

 

RESEARCH METHODOLOGY 

 

3.1 Introduction 

This chapter describes how the study was designed and conducted. It explains the 

sampling techniques and procedures adopted, the data collection techniques used, 

period of research, location of study and the analytical tools that were used in 

reaching the conclusion. 

 

3.2 Research Approach 

Kothari (2004) defines research design as simply the arrangement of conditions for 

collection and analysis of data in a manner that aims to combine relevance to the 

research purpose with economy in procedure. It is the conceptual structure within 

which research is conducted. 

 

The study employed a mixed- research design which allows researchers to combine 

both qualitative and quantitative research techniques, methods, approaches, concepts 

or language into a single study. Research designs namely as explanatory and 

descriptive were used at different stages   of the research study in order to confirm 

the expected output hypotheses. 

 

3.3 Type of Study Design 

This research study has adopted a case study design. The strategy has enabled the 

researcher to make generalization from the findings. It has further allows the use of 

multiple methods such as questionnaires and interviews and it enabled the researcher 

to contact the targeted respondents easily. Questionnaires were designed to identify 

the factors for tax compliance for SMEs. 
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3.4 Description of the Study Area 

The study was conducted in Dar es Salaam Ilala District. The area was selected 

because it is the commercial centre and its contribution to tax revenue is the highest 

compared to all District/ regions. For example in year 2005/2006, Dar contributed 

83% of total tax revenue in mainland Tanzania, 84% in 2006/2007 and 84.9% in year 

2007/2008 (regional statistics).Because of this, it is fair to undertake the study in Dar 

es salaam especially in Ilala District and to generalize the findings for other regions 

in Tanzania. 

 

3.5  Types and Sources of Data  

Types of data For the purpose of this study both primary data and secondary data was 

collected.  

 

3.5.1 Primary Data 

These are data collected by the researcher him/herself or by research assistants from 

the field for the purpose of answering the research issues (Adam and Kamuzora, 

2008). Questionnaires were employed to collect primary data. Primary data are 

important because they are original data, direct from the population. 

 

3.5.2  Secondary Data  

These are data obtained from literature sources or data collected by other people for 

some other purposes. They provide second hand information and include both raw 

data and published ones (Saunders et al, 2000). Secondary data are important 

because they are permanent, few resources particularly time and finance is required. 

Also the use of secondary data broadens the database from which specific 

generalizations can be made. 

 

The researcher reviewed theoretical as well as empirical literature review, academic 

Books and Journals, some government publications such as TRA revenue reports and 

handbook, newspapers topic events within business and government information on 

recent reports, and websites. 
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3.6  Quality of Data and Measurement  

 

3.6.1  Reliability 

Reliability is defined as the occurrence of the same results despite the number of 

observations performed. Reliability is therefore concerned with the ability of 

measuring instrument to measure consistently of the phenomenon it is designed to 

measure. The reliability of measurements was ensured through standardizing the 

conditions under which the measurement was taken place. It also involved careful 

designing directions for measurements with no variation from group to group. 

 

The internal consistency of data collected was tested by using Cronbanch’s Alpha. 

The value of Cronbanch’s Alpha was 0.811 and this gives an indication that the data 

used were internally consistent. 

 

Table 3.1:  Reliability Statistics 

Cronbach's Alpha Number of Items 

.811 40 

 

3.6.2  Validity 

Validity is the quality of the scale to measure what it was intended to measure. For 

validity purposes, the researcher had initially submitted a sample of the set of 

questionnaires to six respondents. After the questions being answered, the researcher 

has asked the respondents for any suggestions or any necessary corrections to ensure 

further improvement and validity of the instrument. The researcher again had 

examined the content of the interview questions to find out the reliability of the 

instrument. 

 

Moreover, it has stressed the respondents that the data collected were strictly for 

academic purposes, in order to avoid the possibility of having biased responses. This 

was hand in hand with allowing anonymity to respondents.  
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3.6.3  Ethical Issues and Control of Emerging Issues 

It is the right of prospective respondents to choose either to cooperate or not in this 

study. A right to maintain privacy and offering assistance out of willingness cannot 

be forced by the researcher in any way.  

 

However, the researchers remained unbiased throughout the process and offer the 

required cooperation whenever it was required. This may limit the truthfulness of 

information offered by the respondents. To control this situation a written permission 

from the Mzumbe University sought so that respondents may not associate this study 

with an exploratory study from regulatory authorities to make generalization from 

the findings. It further allowed the use of multiple methods such as questionnaires 

and interviews and has enabled the researcher to contact the targeted respondents 

easily. Questionnaires were designed to identify the factors for tax compliance for 

SMEs. 

 

3.7 Data Collection Methods and Instruments 

The study had used both secondary and primary data. Data collection methods 

employed in this study were questionnaires, interview and document review. The 

secondary data for this study were collected through review of documentary sources 

in which books, journal articles and reports, both published and unpublished. The 

online sources were also consulted. 

 

3.8 Sampling Procedures 

 

3.8.1 Population of the Study 

The populations of this study were a group of SMEs operating in Tanzania that are 

conducting various types of businesses in Dar es salaam City with special attention to 

Ilala District. 
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3.8.2 Sample Size 

This is the exact number of items selected from a population to constitute a sample. 

For the purpose of this study a random sample of 150 SMEs owners and managers 

were selected. Questionnaires sent to those selected but only 81 responded. 

 

3.8.3 Sampling Techniques 

The methods used in picking the sample were convenience and purposive sampling 

technique. Purposive sampling techniques enable a researcher to select a sample on 

the basis of his or her knowledge of the population, its elements and research 

purposes. It is based on the researcher’s judgment and purpose of the study (Babbie, 

1992). The researcher has applied this sampling technique to select individuals who 

are information reach, who in case a SMEs officials convenience sampling technique 

has enabled researcher to select respondents who are available and willingness to 

respond. These methods were used to select SMEs beneficiaries (members) due to 

the fact of ease to access and save time and money. 

 

3.9     Data Processing and Analysis 

 

3.9.1  Data Processing  

Data processing implies editing, coding, classification and tabulation of collected 

data so that they are amenable to analysis. 

 

Editing of data involved examination of collected raw data to detect errors and 

omissions and to correction of the same. It also involved a careful scrutiny of the 

completed questionnaires. This was done to ensure that the data obtained are 

accurate, consistent with other facts gathered, uniformly entered as complete as 

possible and the same were arranged to facilitate coding and tabulation.  

 

Coding refers to the process of signing numerals or other symbols to answers so that 

responses can be put into a limited number of categories or classes. Responses from 

respondents were coded accordingly which simplified its analysis.  
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Classification is the process of putting responses of the same characteristics into the 

same group or class. Data having common traits were grouped together and therefore 

whole responses were divided into a number of classes. The aim of classifying data 

was to reduce the size of collected raw data to facilitate easy tabulation. 

 

Tabulation is the process of summarizing collected data in a table to facilitate 

computation of various measures during data analysis. Data collected were arranged 

in the form of rows and columns by presenting the number of frequencies falling into 

each of the several classes. Tabulation of data facilitated statistical computation. It 

also helped to make comparison possible and identification of errors easy. 

 

3.9.2  Data Analysis 

Data Analysis refers to the computation of certain measures along with searching for 

patterns of relationship that exist among data groups (Kothari, 2004). Data were 

analyzed both qualitatively and quantitatively. The main tool of analysis employed 

was descriptive statistics. 

 

In analyzing data three main phases were involved namely data preparation, 

presentation, descriptive analysis and hypothesis testing. This included organizing 

and summarizing the data collected through statistical package for social scientists 

(SPSS) which conveys a good overall picture and facilitates the computations of 

some percentages and actual analysis. 

 

3.9.3  Testing of Hypothesis 

Hypothesis was tested by using Chi-square (2) model. In the 2 analysis, the 

hypothesis that two variables are independent generates expected frequencies against 

which observed frequencies are tested. If the observed frequencies are similar to the 

expected frequencies, then the value of 2 is small and hypothesis is rejected, 

indicating that the two variables are dependent (Ame, 2004), then conclusions drew 

about population studied. 
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CHAPTER FOUR 

 

PRESENTATION, ANALYSIS AND DISCUSSION OF FINDINGS 

 

4.1 Introduction  

This chapter presents the actual results, analysis, and discussion of data obtained 

from the field. The results comprise the data obtained through primary and secondary 

sources. It is this chapter which covers the description of the findings pertinent to 

each of the research hypotheses. The description of findings has been expressed 

through major test of this study which is Chi-square test. 

 

4.2        Description of interviewee profile 

4.2.1  Gender 

The researcher sent questionnaires to both male and female respondents who own 

small and medium enterprises in Dar es Salaam. Among 81 respondents, large 

percent of respondents were men who made up 73%.This gives an impression that 

more men are doing small and medium businesses than women. 

 

Figure 4.1:  Gender Of SMEs Owners 

 

Source: Field data, 2013 
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4.2.2 Business Age 

 

Figure 4.2:  Experience in Business 

 

Source: Field data, 2013 

 

It was found out that most SMEs in this study were less than 10 years old. As it can 

be seen from figure 4.2 above, about 91% of businesses are less than 10 years old. 

More than 10 years is only about 9%. 

 

This seems to be consistent with the study done by Mutakyahwa (2009) who found 

that many SMEs do not live long because of stiff competition. This could also reflect 

owner managers’ experience in dealing with tax matters.   

 

Toroka (1997) reported dissatisfaction of most entrepreneurs in the MSEs sector, and 

this may imply that people with high level of education may rather continue 

searching for employment than starting their own business in the MSEs sector.   
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4.2.3 Number of employees  

 

Figure 4.3:  Number of Employees 

 

Source: Field data, 2013 

 

A large proportion of SMEs in this study had employed between 5 to 49 employees. 

From the figure 5 above, 37% of SMEs have employed 5 to 9 employees and 37% 

have employed 10 to 49 employees. 

 

This confirms to the SMEs definition used by this study that, SMEs will take the 

definition of Small and Medium Enterprise Development Policy (2002) under 

category of 5 to 49 employees with capital investment of Tshs 5 million to Tshs 200 

million and incorporated as limited company. 

 

In the context of Tanzania, small enterprises are mostly formalized undertakings 

engaging between 5 and 49 employees or with capital investment from Tshs.5 
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million to Tshs.200 million. Medium enterprises employ between 50 and 99 people 

or use capital investment from Tshs.200 million to Tshs.800 million (URT, 2002). 

 

4.2.4 Type of Business 

 

Figure 4.4:  Type of Business 

 

Source: Field data, 2013 

 

The different types of businesses were surveyed among the SMEs and the results are 

presented in figure 4.4 above. The chart shows that most surveyed businesses are in 

food production (35%) followed by other service providers such as saloons and 

barber shops (31%). 
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Table 4.1:  Gender and Type of Business Cross Tabulation 

 Gender Type Of Business  

  

Food 

Production, 

Selling And 

Catering ICT 

Transport 

And 

Construction 

Hospitality, 

Tourism And 

Crafts Stationery 

Other 

Services Total 

Male 10 4 9 9 6 21 59 

Female 18 0 0 0 0 4 22 

Total 28 4 9 9 6 25 81 

Source: Field data, 2013 

 

It can also be seen that most female business owners, about 82% are doing food 

production and selling business and only 17% of male respondents do this type of 

business. This confirms that there is relationship between gender and the business 

that one performs. 
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4.1.5 Education background of SMEs Owners Managers 

 

Figure 4.5:  Education Level of SMEs Owner Managers 

 

Source: Field data, 2013 

 

Results show most owner managers 77.6% had attained tertiary education. This 

includes 14.6% diploma holders, 31.5% bachelor degree holders and 31.5% master 

degree holders. Only 2.2% of owner managers have informal education. 

 

This finding indicates the potential ability in understanding of owner managers of the 

different business and legal aspects affecting their activities including tax matters. 

On the other hand, this could explain why some SMEs operate in formal sector or 

SMEs sector becomes attractive to relative educated who lack employment in other 

sectors.  



 

39 

Toroka (1997) reported dissatisfaction of most entrepreneurs in the MSEs sector, and 

this may imply that people with high level of education may rather continue 

searching for employment than starting their own business in the MSEs sector.  

 

4.3 Compliance Profile of SMEs 

According to Brown et al (2003), tax compliance is said to comprise three stages, 

which are reporting, filing and payment compliances. However, in order to be able to 

pay tax, the taxpayer must possess a Tax payer Identification Number (TIN). 

 

According to this study, 87.6% of respondents have TIN numbers and 91% of 

businesses are registered as formal businesses in Tanzania. This implies that some 

businesses are operating as formal businesses but do not pay taxes. Some businesses 

decided to register for TIN for different reasons other than paying tax. These reasons 

are such as to be able to obtain business license, to open a bank account and to have 

access to financial institutions for overdraft and loan facilities. 
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Figure 4.6:  Level of Tax Compliance 

 

Source: Field data, 2013 

 

Although most of these SMEs (about 88%) have TIN certificates, some of them do 

not comply with tax laws. This information was obtained when they were asked to 

answer questions on whether they keep accounting records(reporting compliance), 

whether they filed tax return within past 12 months(filing compliance) and whether 

they paid proper amount of tax as required by law(payment compliance). As it can be 

seen from figure 8 above, only 81% of respondents agreed that they report proper 

amount of tax, 70% agreed that they file tax returns to TRA and only 65% pay proper 

amount of tax to TRA.  

 

This implies that some SMEs file tax returns as required by law but do not pay. 

Fernandes et al, (1998) found that SMEs face difficulties in managing government 

laws and regulations including tax laws.  As a result of this, tax-related compliance is 

one of the major difficulties facing SMEs internationally (Pope, 2008).  Therefore, 

efforts should be taken to encourage these SMEs to pay tax. 
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Also, the findings show that many registered SMEs pay taxes compared to informal 

businesses. From the table below which is a cross tabulation between tax compliance 

and registration status of SMEs it can be seen that all 51 registered SMEs pay tax 

while only 7 registered SMEs do evade tax. It also shows that all unregistered 

businesses do not pay taxes although some of them do have TIN certificates. 

  

Table 4.2:  Tax Compliance and Business Registration Cross Tabulation 

 BUSINESS REGISTRATION  

 TAX COMPLIANCE YES NO TOTAL 

YES 51 0 51 

NO 7 23 30 

TOTAL 58 23 81 

Source: Field data, 2013 

 

From this observation, it can be concluded that not all SMEs do not pay income tax. 

Most SMEs that do not comply are those which are not registered and therefore they 

are operating informally. This implies therefore that in attempt to increase income 

tax from businesses, the government should provide favorable environment to 

encourage SMEs to become formal. 

 

4.4  Factors Affecting Tax Compliance 

The study is about examination of factors affecting tax compliance for SMEs. Many 

studies indicate that there are many factors that affect tax compliance. Questionnaires 

were designed in consideration of these factors as follows; 

 

4.4.1  Record Keeping 

59.3% of respondents agreed that proper accounting record keeping strongly 

influence tax compliance behavior. The remaining 38.3% agreed that somehow 

proper record keeping positively influence tax compliance behavior as it can be seen 

in the table 4.3 below: 
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Table 4.3:   Frequency Distribution of Record Keeping 

 Frequency Percent Cumulative percent 

STRONGLY INFLUENCES 48 59.3 59.3 

 SOMEHOW INFLUENCES 31 38.3 97.5 

DOES NOT INFLUENCE AT ALL 2 2.5 100.0 

 TOTAL 81 100.0   

Source: Field data, 2013 

 

Only 2.5% of respondents argued that proper record keeping does not influence tax 

compliance at all. 

Therefore, it can be concluded that proper accounting record strongly influence tax 

compliance behavior. In Tanzania, most SMEs do not prepare financial reports, and 

those who do, they normally have two sets of financial reports, one for taxation and 

another for loan request (where applicable) thus not for general use.   

 

Empirical studies show that SMEs face a number of challenges that limit their 

compliance. One of these challenges in particular is to maintain proper records for 

management and taxation purposes (Evans et al., 2005). Evans et al (2005) also in 

their study to explore the relationship between the record keeping practices of small 

businesses and their potential exposure to tax and related business compliance 

problems found that direct relationships between poor SME record keeping practices 

and adverse tax compliance outcomes. Also Pope et al, (2007) found that poor record 

keeping and documentation, high tax compliance costs and tax complexity are major 

difficulties that hinder SMEs tax compliance in Malaysia. 

 

4.4.2  High compliance cost 

High compliance cost in this study was assessed in terms of complexity of 

procedures in paying tax .The results show about 42% of SMEs agreed that 

complexity of procedures in place strongly influence tax compliance and 38.3% 

claim that somehow complexity of tax procedures influences tax compliance. 14.8% 

of respondents were uncertain and about 5% of respondents did not see any 

relationship. 
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Table 4.4:  Frequency Distribution of Complexity of Tax Procedures 

  Frequency Percent Cumulative Percent 

STRONGLY INFLUENCES 34 42.0 42.0 

 SOMEHOW INFLUENCES 31 38.3 80.2 

 NEUTRAL 12 14.8 95.1 

 SOMEHOW DOES NOT INFLUENCE 4 4.9 100.0 

 TOTAL 81 100.0   

Source: Field data, 2013 

 

Their argument is that complex tax procedures consume much of their time and 

money because sometimes they need to hire a tax consultant to assist them in the 

process.  

 

According to Gandhi (1996) on compliance cost study, argue that the complexity of 

tax system has resulted in frustrating and burdensome expenses to taxpayers; for 

example complexity of the forms and publications and the lack of clarity of 

correspondence, variety of rigid penalties to promote tax compliance and changes in 

tax requirement and regulations. 

 

Table 4.5:  Frequency Distribution on Cost of Employing Tax Consultant 

  Frequency Percent Cumulative Percent 

STRONGLY INFLUENCES 33 40.7 40.7 

 SOMEHOW INFLUENCES 28 34.6 75.3 

 NEUTRAL 18 22.2 97.5 

 SOMEHOW DOES NOT INFLUENCE 2 2.5 100.0 

 TOTAL 81 100.0   

Source: Field data, 2013 

 

The respondents also claimed that cost of employing professional accountant or 

consultant to assist in tax matters influence tax compliance to be high. This is 

because most SMEs do not have much technical expertise to make self assessment of 

their tax liabilities, hence they need to employ or hire a consultant. Due to high cost 
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of hiring these professionals, most SMEs do assessment themselves which are not 

expected to be accurate. 

 

4.4.3  Level of tax knowledge 

Respondents were asked on the extent of influence of tax knowledge on tax 

compliance.48.1% replied that level of tax knowledge strongly influence tax 

compliance and 13.6% said that knowledge somehow influences.35.8% were 

uncertain on whether tax compliance can be influenced by level of tax knowledge. 

When asked as to why they are uncertain, many replied that the ones that have tax 

knowledge are the ones that do evade tax. This is because they know how to play 

with the numbers and therefore end up paying less or no tax at all. 

 

Table 4.6: Frequency Distribution on Level of Tax Knowledge 

  Frequency Percent Cumulative Percent 

STRONGLY INFLUENCES 39 48.1 48.1 

 SOMEHOW INFLUENCES 11 13.6 61.7 

 NEUTRAL 29 35.8 97.5 

 SOMEHOW DOES NOT INFLUENCE 2 2.5 100.0 

 Total 81 100.0   

Source: Field data, 2013 

 

The relationship between tax knowledge and tax compliance can also be confirmed 

from the cross tabulation of tax compliance and level of tax knowledge of business 

owner managers. 20 respondents agreed that they are well informed about tax matters 

that affect their businesses and all pay tax to TRA.38 respondents agreed that 

somehow they are informed about their tax matters and among them 26 respondents 

comply with tax laws. 81 respondents had no tax knowledge and only 5 complied.  

 

Therefore it can be concluded that level of tax knowledge has strong influence on tax 

compliance as the influence of knowledge on compliance behavior has been proven 

in various researches reviewed. The level of education received by taxpayers is an 
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important factor that contributes to the understanding about taxation especially 

regarding the laws and regulations of taxation.  

 

Singh (2003) concluded that knowledge has a very close relationship with taxpayers’ 

ability to understand the laws and regulations of taxation and hence their ability to 

comply. Also studies by Tan and Chin Fatt (2000) and Jackson and Million (1989) 

found that there would be low tax compliance among taxpayers if their knowledge 

and experience about tax is low. 

 

Thus, tax authority should plan to overcome the problem of tax evasion by enhancing 

education programmes to taxpayers. 

 

Table 4.7:   Cross Table of Tax Knowledge and Tax Compliance 

 TAX COMPLIANCE  

 ARE YOU WELL INFORMED ABOUT TAX MATTERS YES NO TOTAL 

YES 20 0 20 

 SOMEHOW 26 12 38 

 NO 5 18 23 

TOTAL 51 30 81 

Source: Field data, 2013 

 

4.4.4  Integrity of Tax Officials 

Respondents were asked as to whether there is strong relationship between tax 

compliance and integrity of tax officials. About 69.1% of respondents answered that 

the behavior of tax officials strongly affects their tax compliance.7.4% argued that 

their compliance behavior is influenced by honesty of tax officials.21% were 

uncertain on the effect of behavior of tax officials on compliance while 2.5% 

disagreed. 
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Table 4.8:  Frequency Distribution on Integrity of TRA Officials 

 Frequency Percent Cumulative Percent 

STRONGLY INFLUENCES 56 69.1 69.1 

 SOMEHOW INFLUENCES 6 7.4 76.5 

 NEUTRAL 17 21.0 97.5 

SOMEHOW DOES NOT INFLUENCE 2 2.5 100.0 

 TOTAL 81 100.0  

Source: Field data, 2013 

 

The TRA a government agency is responsible for the administration and collection of 

government taxes in Tanzania. The TRA is aware of the problem of non compliance 

and has been implementing several cooperate plans. It has tended to rely heavily on 

detection and punishment of non compliance taxpayers. SMEs owners claimed that 

most they are dishonest and it seems they do not know their job. They approach 

taxpayers as if they are criminals and in some circumstances they go to visit SMEs 

together with auctioneers like Majembe Auction Mart. This creates hostile 

relationships between taxpayer and these tax officials which results to non 

compliance. SMEs tend sometimes to avoid contacts with these officials. 

 

4.4.5  Probability of Being Detected 

30.9% of the respondents agreed that probability of being detected strongly influence 

tax compliance, 60.9% agreed that tax behavior can be influenced by tax compliance 

while 8.6% were neutral concerning the effects of probability of being detected. 

 

Table 4.9:  Frequency Distribution on Probability of Detection 

 Frequency Percent Cumulative Percent 

STRONGLY INFLUENCES 25 30.9 30.9 

 SOMEHOW INFLUENCES 49 60.5 91.4 

 NEUTRAL 7 8.6 100.0 

 Total 81 100.0   

Source: Field data, 2013 
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Allingham and Sandmo (1972) argued that, taxpayers view tax compliance as a 

rational choice in the face of risk. The taxpayer chooses whether to pay or evade 

taxes, and by how much, by analyzing the expected costs and benefits of 

noncompliance. The taxpayer knows the probability of being caught, the penalty for 

failing to pay the legal tax, the current tax rate, and the income level. The decision to 

pay or evade taxes, then, is a simple financial self-interest analysis.  

 

However, this analysis cannot explain the compliance behavior of all individuals. 

Tax compliance is relatively high even though it is unlikely that noncompliant 

taxpayers will be caught and punished. Additional determinants representing unique 

aspects of human behavior must play a role in tax compliance. Empirical research by 

disciplines such as sociology and psychology suggest that noneconomic aspects of 

taxpaying behavior are important determinants of the tax compliance decision. 

 

4.4.6  Provision of Public Goods and Services by the Government to Taxpayers  

 

Table 4.10:  Frequency Distribution on Perception of Inequity 

  Frequency Percent Cumulative Percent 

STRONGLY INFLUENCES 39 48.1 48.1 

 SOMEHOW INFLUENCES 42 51.9 100.0 

 Total 81 100.0   

Source: Field data, 2013 

 

On the question of the impact of  return that the respondents got from government 

expenditure in terms of social services and public goods compared to tax they pay on 

tax compliance, 48.1% replied that it strongly influence tax compliance and the 

remaining 51.9% replied that somehow it influences. 

 

This therefore gives an impression that tax compliance is influenced by the level of 

social services and public goods that the government provides to citizens. 
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4.4.7  Level of Tax Rates 

Respondents were asked for their opinion as to whether tax rates influence tax 

compliance behavior.76.5% agreed that it influences tax compliance, 17.3% were 

uncertain and only 6.2% answered that tax compliance is not influenced by level of 

tax rates. The 76.5% support indicates that level of tax rates is also a very important 

factor that influences tax compliance. 

 

Table 4.11:  Frequency Distribution on Level of Tax Rates 

 Frequency Percent Cumulative Percent 

STRONGLY INFLUENCES 27 33.3 33.3 

 SOMEHOW INFLUENCES 35 43.2 76.5 

 NEUTRAL 14 17.3 93.8 

 SOMEHOW DOES NOT INFLUENCE 5 6.2 100.0 

 TOTAL 81 100.0  

Source: Field data, 2013 

 

Empirical evidence has suggested that progressive verses flat tax rate is the 

significant structural variable in association with tax compliance behavior (Clotfelter, 

1983). High tax rate are linked to less tax compliance (Friedland et al., 1978). Alm et 

al (1993) also reveal that the probability of underreporting and the level of 

underreporting are positively related to the marginal tax rate. 

 

4.4.8  Punishment Structure (Amounts of Fines and Penalties) 

The respondents were asked to rate the extent to which level of fines and penalties 

affect their tax compliance behavior. Out of 81 respondents, 29.6% claimed that it 

influences tax compliance strongly while 24.7% agreed that somehow 

influences.30.9% were indifferent and compliance behavior of 14.8% of respondents 

is not influenced by amounts of fines and penalties. 
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Table 4.12:  Frequency Distribution on Level of Penalties Associated with Non 

Compliance 

 Frequency Percent Cumulative Percent 

STRONGLY INFLUENCES 24 29.6 29.6 

 SOMEHOW INFLUENCES 20 24.7 54.3 

 NEUTRAL 25 30.9 85.2 

 SOMEHOW DOES NOT INFLUENCE 12 14.8 100.0 

Total 81 100.0  

Source: Field data, 2013 

 

In general, higher audit probabilities and severe penalties encourage tax compliance. 

Probability of detection refers to the likelihood that authorities will discover an 

individual’s noncompliance and seek to remedy the evasion. Individuals normally 

would like to evade their tax abilities entirely and the only reason they might not do 

so is that there is some non zero probability of being caught (Massimo, 1993). 

 

According to work conducted by Ellingham and Sandmo (1972), tax compliance can 

be increased by increasing penalties associated with it. To be effective penalties must 

be applied speedily and forcefully. Wilte and Woodbury (1985) report a significance 

relationship between the severity of criminal sanctions and tax compliance. Other 

studies by Grasmick and Scolt (1982) and Title (1980) also indicate that respondents 

acknowledging some form of tax noncompliance are less likely if such acts would 

result in severe penalties. The experimental studies conducted by Hasseldine et al. 

(2007) also show that severity of sanctions has significant effects on tax compliance 

behavior. 

 

Raising the probability of detection will increase tax compliance and tax audits 

represents one of the effective detective measures used by tax authorities (Alm, 

1991), In fact, tax audits are considered to have both direct deterrent effect on 

taxpayer actually audited and indirect deterrent effect on taxpayer not audited (Alm 

et al, 2004) 
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The idea is that fear of penalties prohibits tax noncompliance behavior. Establishing 

an effective system to panelize tax evaders is an important measure to encourage tax 

compliance. Taxpayer will be more likely to comply if noncompliance may result 

severe penalties. 

 

4.5  Hypotheses Testing 

This part is covered for the purpose of testing whether results obtained above 

significant provide evidences to reject or accept the hypothesis. It depicts results 

presentation for the hypotheses which were tested and conclusion drawn there from. 

The hypotheses were tested by Chi square test which is the important test to test 

significance of relationships. Chi square test can be used to test goodness of fit, 

significance of association between two attributes and the homogeneity or the 

significance of population variance. 

 

Since individual observations for this study were independent, Chi square was a 

proper test to be done to test the hypotheses. In this regard, since all hypotheses 

attempt to test whether there is significant relationship between the test variables and 

behavior towards tax compliance, chi square test was used for all hypotheses. 

 

4.5.1  Tax compliance is strongly influenced by level of tax knowledge that 

SMEs owner managers posses. 

The specific objective that H1 addressed is to check whether there is strong 

relationship between possession of tax knowledge and tax compliance. This could 

lead to conclude whether tax knowledge strongly influences tax compliance. 

 

Table 4.13: Chi-Square Table for Testing Hypothesis 1 

 Value df Asymp. Sig. (2-sided) 

Pearson Chi-Square 29.011 2 .000 

Likelihood Ratio 35.300 2 .000 

Linear-by-Linear Association 28.167 1 .000 

N of Valid Cases 81     

Source: Field data, 2013  
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The chi square value obtained in table 4.13 above was 29.011. The asymptotic 

significance value was 0.000 which was less than the critical value of 0.05. It is 

therefore fair to accept the hypothesis, meaning that tax knowledge strongly 

influences tax compliance. 

 

The finding is consistent with the study carried out by Eriksen and Fallan in 1996 

who demonstrated the importance of tax knowledge in a tax system, especially in a 

SAS. They suggested that fiscal knowledge correlates with attitudes towards taxation 

and that tax behavior can be improved by better understanding of tax laws. It is also 

consistent with the conclusion made by Kirchler et al. (2008) who found a strong 

positive relationship between tax knowledge and tax compliance. 

 

4.5.2  Tax compliance is strongly influenced by provision of public goods and 

services 

It is assumed that if the government provides goods and services, it will encourage 

and enable citizens to pay tax in return for enjoyment of these goods. 
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Figure 4.7:  Provision of Social Services 

 

Source: Field data, 2013 

 

From chart figure 4.7 above, it can be seen that only 48 percent of respondents 

confirmed that provision of public services and goods strongly influences tax 

compliance while 58% were of opinion that it influences but to less extent. 

 

The chi square test also confirms the same. The value of Chi-square is 1.385 and 

significance is 0.239 which is more than the critical value of 0.05.This therefore 

provides enough grounds to reject hypothesis, meaning that tax compliance is not 

strongly influenced by the social contract between the government and taxpayers. 
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Table 4.14:  Chi-Square Table for testing Hypothesis 2 

  Value df Asymp. Sig. (2-sided) 

Pearson Chi-Square 1.385 1 .239 

Likelihood Ratio 1.388 1 .239 

Linear-by-Linear Association 1.368 1 .242 

N of Valid Cases 81     

Source: Field data, 2013 

 

The result is consistent with the conclusion reached by Lars P. Feld and Bruno S. 

Frey (2007) that citizens may be willing to honestly declare income even if they do 

not receive a full public good equivalent to tax payments as long as the political 

process is perceived to be fair and legitimate. Moreover, friendly treatment of 

taxpayers by the tax office in auditing processes increases tax compliance. 

 

Pommerenhe et al (1994): Sheffrien and Triest (1992) and Spicer and Becker (1980) 

concluded that the willingness to pay taxes is reduced when individuals have less 

faith on their governments. They found that low provision of public goods and higher 

government waste reduces the willingness to pay. 

 

These two findings differ, this may be due to time frame and that the conclusion 

reached by Lars P. Feld and Bruno S. Frey (2007) is more current compared to that 

of 1994. Political environment and satisfaction level of taxpayers to the government 

drive willingness to pay even if they found low provision of public goods and higher 

government waste. 
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4.5.3  Tax compliance behavior is strongly influenced by levels of tax rates.  

The assumption behind this is that higher tax rates leads to non compliance. This is 

because high tax rates increase tax charged and therefore reduce net income of 

businessmen. 

 

To test this hypothesis, chi-square test was used. The results show that the value of 

chi-square was 5.999 with calculated probability of 0.002 which is below the 

acceptance threshold (0.05).This therefore provides sufficient evidence to accept 

hypothesis. 

 

The results are consistent to the findings of Allingham and Sandmo (1972) that 

developed a theoretical model of compliance and enforcement and they concluded 

that higher tax rates lowers after tax income and increases possibilities of non 

compliance. 

 

Table 4.15:  Chi-Square Table for Testing Hypothesis 3 

  Value df Asymp. Sig. (2-sided) 

Pearson Chi-Square 5.999 3 .002 

Likelihood Ratio 7.589 3 .055 

Linear-by-Linear Association .248 1 .618 

N of Valid Cases 81   

Source: Field data, 2013 

 

4.5.4   Tax compliance is highly influenced by the probability of detection.  

It was assumed that taxpayers will not pay tax if the possibility of them to be caught 

as tax evaders is low. The objective of this hypothesis was to test whether probability 

of detection is among the important factor affecting tax compliance behavior. 

 

In order to test this hypothesis, chi-square test was used. From the table 4.16 below, 

the chi square value is 5.688 and calculated probability is 0.003.We therefore have 

enough statistical evidence to accept the hypothesis that tax compliance behavior of 

SMEs is strongly influenced by the probability of detection. 
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Table 4.16:  Chi-Square Table for Testing Hypothesis 4 

  Value Df Asymp. Sig. (2-sided) 

Pearson Chi-Square 5.688 2 .003 

Likelihood Ratio 8.022 2 .018 

Linear-by-Linear Association .269 1 .604 

N of Valid Cases 81     

Source: Field data, 2013 

 

4.5.5  There is significant relationship between punishment structure and tax 

compliance. 

It was hypothesized that level of penalties and fines on tax non compliance strongly 

influences tax compliance of SMEs. The assumption was that, the higher the 

penalties and fines, the higher will be the tax compliance. This is because taxpayers 

will want to escape the penalties and therefore pay tax as required. The hypothesis 

was tested using chi-square test. The results are as follows: 

 

Table 4.17:  Chi-Square Table for Testing Hypothesis 5 

  Value Df Asymp. Sig. (2-sided) 

Pearson Chi-Square 12.967(a) 3 .005 

Likelihood Ratio 12.912 3 .005 

Linear-by-Linear Association 1.312 1 .252 

N of Valid Cases 81     

Source: Field data, 2013 

 

The value of chi square is 12.967 with probability of 0.005.Therefore there is enough 

evidence to accept the hypothesis. Therefore, we can conclude that there is 

significant relationship between punishment structure and tax compliance. 

 

Mason and Malyamkono, (2009) they discussed two aspects to improve tax 

compliance. One is the level and effectiveness of enforcement procedures such as an 

increase in audit rates, an increase in penalty rates and use of automated systems to 

analyze such information. 
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4.5.6 Complexity of tax procedures influences tax compliance significantly. 

The assumption is that if the procedures are simple, SMEs owner managers will 

understand them and hence voluntary compliance to tax laws. Complex procedures 

lead to high compliance costs and therefore tax non compliance. 

 

Table 4.18:  Chi-Square Table for Testing Hypothesis 6 

  Value Df Asymp. Sig. (2-sided) 

Pearson Chi-Square 16.794(a) 3 .001 

Likelihood Ratio 20.558 3 .000 

Linear-by-Linear Association .002 1 .961 

N of Valid Cases 81     

Source: Field data, 2013 

 

Chi square test was used to test the hypothesis. Chi square value obtained is 16.794 

with calculated probability of 0.001.The calculated probability is less than 0.05 that 

shows that Complexity of tax procedures influences tax compliance significantly,  

therefore we have enough statistical evidence to accept the hypothesis. 
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CHAPTER FIVE 

 

SUMMARY, CONCLUSIONS AND POLICY IMPLICATIONS 

 

5.1 Introduction 

This chapter presents the study conclusion and major implications. It is divided into 

three sections. First section presents a summary of findings of the current study, 

followed a discussion of contribution and conclusions. Policy implications of these 

findings and limitations that have to be taken into consideration when interpreting 

the results are presented in last section. The chapter concludes with a section that 

presents the implications of the current study for future research. This section points 

out a number of new research questions that have resulted from the current research 

and need to be pursued in future. 

 

The main objective of this study was to examine the extent to which some identified 

factors affect tax compliance behavior for SMEs. The identified factors are tax 

knowledge, level of tax rates, complexity of tax payment procedures, probability for 

being detected, perception of inequity, keeping proper accounting records, honesty of 

TRA officials and Government spending priorities of tax revenue. In order to attain 

this general objective guided by the conceptual framework as presented in figure 2.1 

of chapter two, the factors were grouped into four groups, which are individual 

taxpayer’s factors, institutional factors, social factors and economic factors. The 

underlying assumption of the conceptual framework that guided this research was 

that the aforementioned factors strongly influence tax compliance behavior of SMEs. 

 

Tax compliance was measured in three components which are reporting compliance, 

filing compliance and payment compliance. 

 

Three more specific objectives were developed to accomplish the general objective. 

These objectives enabled general objective to be carried out more specifically, but 

also form the basis from which research design and analysis were made. Furthermore 

the presentations of results are actually based on these objectives. 
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The objectives are reproduced here for ease of reference:  

(i). To examine the extent to which individual tax payers factors influence tax 

compliance. 

(ii). To examine the extent to which tax administration factors influence tax 

compliance among SMEs. 

(iii). To determine the extent to which tax system influence tax compliance 

behavior among SMEs 

An explanatory study employing a survey method was performed to collect primary 

data from SMEs’ owner managers in Dar es Salaam region.  

 

Therefore, this study attempts to provide some clarifications by providing further 

evidence to existing literature on what are the determinants of tax compliance on 

SMEs. This was done through use of Ilala tax region in Dar es salaam as a case 

study. This was a good case for study because it is the major business city in 

Tanzania. The study is important because many prior studies have been undertaken 

in developed countries therefore the use of a developing country in this study helps 

to extend knowledge of developed countries’ compliance determinants into new 

areas where very little prior work has been undertaken. 

 

5.2 Summary of Major Findings 

Because a more detailed analysis and interpretation of results have been dealt in the 

chapter four, this chapter only focuses on some major points and implications of the 

results both at the body of knowledge and policy level. 

 

The results indicate that tax knowledge, punishment structure, complexity of the tax 

system have strong relationship with tax compliance behavior of SMEs. On the other 

hand, the social contract between taxpayers and the government does not influence 

tax compliance significantly. 

 

The study also found that many registered SMEs in Tanzania do comply with tax 

laws. Therefore, the study found direct relationship of formalization of business and 

tax compliance. 
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Many SMEs that are not registered do not pay taxes. This is because tax officers who 

assess these SMEs do not consider lack of tax knowledge of these SMEs and they are 

dishonest. As a result of this they tend to estimate very high amount of tax payable 

and then ask the owner managers to give them money (bribe) so that they can reduce 

the amount of tax payable. This results to non compliance of SMEs because they 

know once they are detected as tax evaders; they can bribe tax officers and hence non 

compliance. 

 

5.3 Contribution and Implication 

Tanzania Revenue Authority (TRA) is currently in the process of developing 

programmes and procedures which are aimed at improving voluntary tax compliance. 

As indicated in the background of the problem, many SMEs escape the tax net and 

therefore several policies and procedures should be designed to bring these SMEs 

into the tax net. 

 

There is a need of formulating policies and procedures that clearly touch and 

consider peculiar characteristics of SMEs. Since the study identified the factors that 

influence tax compliance behavior of taxpayers to large extent, it can help policy 

makers on designing the policies and procedures. 

 

The study also adds to the body of knowledge on the factors that affect tax 

compliance behavior of SMEs. The study acknowledges formalization of business as 

a factor also that might encourage SMEs to comply. This means, it is simple for 

SMEs that operate in informal sector to escape the tax net and therefore non 

compliance. 

 

5.4 Recommendations. 

Findings of some prior research have indicated that in SAS, taxpayers tend to comply 

less as compared with direct assessment (Andreoni, Erard and Feinstein, 1998). This 

could happen due to unintentional non-compliance especially due to general limited 

knowledge of tax issues. The researcher therefore recommends that TRA should 
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continue to provide tax education to taxpayers through different media so as to 

inform taxpayers on different tax issues. 

 

On the issue of tax rates, many SMEs owner managers are of opinion that tax rates 

are very high. The researcher therefore suggests reduction of tax rates so as to 

encourage people to pay tax, the same as what was done for VAT rate. 

 

The researcher recommends TRA to improve ethics of its officials. SMEs owners 

claim that they are dishonest and it seems they do not know their job. They approach 

taxpayers as if they are criminals and in some circumstances they go to visit SMEs 

together with auctioneers like Majembe Auction Mart. This creates hostile 

relationships between taxpayer and these tax officials which results to non 

compliance. SMEs tend to avoid contacts with these officials. 

 

Concerning complexity of tax procedures, the researcher recommends special tax 

procedures and simplified return forms for SMEs. These tax procedures should 

consider unique characteristics and challenges of SMEs. The researcher suggests a 

single simplified regime in the form of a turnover tax or cash flow income tax is 

likely to be the best approach. 

 

Although there is no quid pro quo relationship on tax issues, the researcher 

recommends the government to provide social services to its citizens so as to 

encourage taxpayers to pay tax. This is because on interviewing SMEs owner 

managers, many think that they are paying more that the return that they get from the 

government in terms of public goods and social services. These can be in the form of 

good infrastructures, schools and health services to mention a few. They are also of 

opinion that the government misuse tax revenue and most of it is misappropriated by 

some top government officials. 
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On the issue of level of penalties and fines and the probability of being detected will 

be meaningful if the tax officials are honest. This is because if penalties are very high 

and probability of being detected is high, unless tax officials are honest, SMEs can 

bribe these officials and hence non compliance. 

 

5.5 Limitation of the Study 

Most SMEs did not participate well in the study. This is because most of them were 

afraid of thinking that their information will be disclosed to TRA. If many SMEs 

could participate well, the study would have revealed a number of issues on tax 

compliance. 

 

Secondly, the study was performed in Dar es Salaam region only. This is due to 

financial and time constraints. If the study could have been performed in other 

regions as well, the study could be in a position to make better analysis and proper 

recommendations on the factors that affect tax compliance for SMEs in Tanzania. 

 

5.6 Areas for Further Research 

The study focused on the factors that affect tax compliance for SMEs in Tanzania. A 

number of factors were analyzed. However, the study did not assess the attitude of 

SMEs on tax and the impact of attitude on tax compliance behavior. Therefore, 

future research should focus on attitude of SMEs owners and compliance behavior. 

Also future studies should focus on designing the tax system that will be specific for 

taxing SMEs. 
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APPENDICES 

 

Appendix 1: Research Questionnaire 

This questionnaire is intended to collect data to accomplish a study on the factors 

affecting tax compliance of Small and Medium Enterprises (SMEs) in Tanzania. The 

study accomplishment is partial fulfillment of the requirement of Master Degree in 

Accounting and Finance of the Mzumbe University. The area of study is Dar es 

Salaam region Ilala District. 

 

Your honest response is important and will enable me to make proper analysis of my 

research and hence proper recommendations on the factors that affect SMEs tax 

compliance in Tanzania. Your response shall be kept confidential and anonymously 

and data collected will be used for the purpose of this study only. 

 

Your name (optional)…………………………………………………..……………… 

 

Your position in business…………………….………………………………………... 

 

Would you like to get any feedback concerning this research? (Please circle one) 

(i). Yes 

(ii). No 

 

PART A: THE FIRM AND ITS BACKGROUND 

1. Name of the firm…………………………………………….…………………  

2. Address…………………………………………….………………………….. 

3. Telephone……………………………………………………………………… 

4. Email………………………………………………………….……………….. 

5. When was this firm established? (month/year)………………………………...  
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6. Indicate the economic sector in which your business is operating?(Please tick 

one) 

Food manufacturing, selling and catering  

Textiles and Leather manufacturing  

Information and communication technology  

Transport and Construction  

Hospitality, Tourism and crafts  

Others(indicate)  

 

PARTICULARS OF THE BUSINESS OWNER 

1. Gender  

(i). Male        (           ) 

(ii). Female        (           ) 

 

2. Age 

(i). Less than 18 years      (           ) 

(ii). 18-30 years       (           ) 

(iii). More than 30 years      (           ) 

 

3. Marital status 

(i). Single        (           ) 

(ii). Married       (           ) 

(iii). Divorced       (           ) 

(iv). Separated       (           ) 

 

4. Education 

(i). No formal education      (           ) 

(ii). Primary       (           ) 

(iii). Secondary       (           ) 

(iv). Tertiary       (           ) 
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5. Ownership of business 

(i). Family        (           ) 

(ii). Individually owned business     (           ) 

(iii). Jointly owned business     (           ) 

(iv). Other specify…………………………………………………………. 

 

6. Number of employees 

(i). Less than 5       (           ) 

(ii). 5 to 9        (           ) 

(iii). 10 to 49       (           ) 

(iv). 50 to 99       (           ) 

(v). More than 100       (           ) 

 

7. Which type of bank account does the business maintain? 

(i). Current Account      (           ) 

(ii). Savings account      (           ) 

(iii). Both current and saving     (           ) 

(iv). None        (           ) 

 

8. Is the business registered? 

(i). Yes        (           ) 

(ii). No        (           ) 

 

PART B: TAX COMPLIANCE ISSUES 

1. Do you have a TIN certificate? 

(i). Yes        (           ) 

(ii). No        (           ) 

 

2. If NO in question 7, what prevents you from registering for TIN? 

.............................................................................................................................

.............................................................................................................................

............................................................................................................................. 
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3. Are you well informed about tax matters affecting your business?(circle 

appropriate answer) 

(i). Yes 

(ii). Somehow 

(iii). No 

 

4. Does tax authority provide you with adequate information on tax?(circle 

appropriate answer) 

(i). Yes 

(ii). Somehow 

(iii). No 

 

5. Have you ever encountered any problem concerning tax matters on your 

business? 

(i). Yes 

(ii). No 

 

6. Do you get frequent technical assistance from TRA? 

(i). Yes 

(ii). No 

 

7. Mention types of taxes that your business pays. 

………………………………………………………………………………… 

 

8. What is the level of competence on accounting issues of the person who does 

financial record keeping? (Circle appropriate answer) 

(i). Certificate 

(ii). Diploma 

(iii). Bachelor degree 

(iv). Master Degree 

(v). PhD 

(vi). None 
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9. Did you submit the last tax return to TRA within past 12 months? 

(i). Yes 

(ii). No 

 

10. If you did not file what were the reasons for non filing?( Please mention) 

………………………………………………………………………………… 

 

11. Who files tax return?  

(i). External expert      (           ) 

(ii). Professional Accountant (staff)     (           ) 

(iii). Other……………………………………………………………...…… 

 

12. Do you normally make self-assessment on tax liability? 

(i). Yes        (           ) 

(ii). No        (           ) 

 

13. What influences your decision in question 9? (Please mention) 

…………………………………………………………………………………

…………………………………………………………………………………. 

 

14. What is the opinion normally given by TRA on your assessment? 

(i). Tax assessed is low 

(ii). Tax assessed is proper  

(iii). Tax assessed is high 

 

15. How many times do TRA officials normally visit your business in a year? 

Circle appropriate answer 

(i). None 

(ii). Once in a year 

(iii). Twice in a year 

(iv). Thrice in a year 

(v). More than 3 times 
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16. What is your opinion on the criteria used to assess tax? 

(i). Excellent 

(ii). Good 

(iii). Fair 

(iv). Unfair 

(v). Can’t say 

 

17. Are you able to pay your tax liability according to TRA assessment? (circle 

appropriate answer) 

(i). Yes 

(ii). No 

(iii). Somehow 

  

18. Did you manage to pay the last tax installment within past three months? 

(circle appropriate answer) 

(i). Yes 

(ii). No 

 

19. What is your opinion on the following issues? 

1. Very high 2. High 3.  Can’t say  4. Low 5. Very low 

 STATEMENT 1 2 3 4 5 

1 Level of tax rates      

3 Cost of employing a qualified person to assist in preparation of 

accounting records for tax purposes 

     

3 Level of honesty of TRA officials      

4 The level of penalties associated with non compliance to 

income tax law. 

     

5 Return you get in terms of social services and public goods      

6 Probability of being detected on tax evasion      

 

 

 

 



 

74 

20. Indicate your level of agreement on the following issues on tax compliance 

1. Strongly agree  2. Agree  3. Neutral   

4. Disagree 5. Strongly disagree 

 STATEMENT 1 2 3 4 5 

1 Most SMEs pay proper amount of income tax      

2 SMEs file tax returns as and when required by law      

3 SMEs report proper amount of taxes to TRA      

 

21. Please indicate your level of agreement on the extent to which the following 

factors that affect tax compliance at an individual business level. 

1. Strongly influences  2.Somehow influences 3. Neutral

 4.  Somehow does not influence 5. Strongly does not influence 

 STATEMENT 1 2 3 4 5 

1 Keeping proper accounting records      

2 Separating business records from personal records      

3 Cost of employing a qualified person to assist in preparation 

of accounting records for tax purposes 

     

4 Level  of tax literacy      

5 The level of penalties associated with non compliance to 

income tax law. 

     

6 Fairness of the tax system      

7 Efficiency of TRA in administering tax laws      

8 Number of tax audits that TRA performs to businesses      

9 Honesty of TRA officials      

10 Probability of being detected on tax evasion      

11 Complexity of procedures involved in paying taxes      

12 Support that TRA provides to tax payers      

13 Fear for being caught      

14 Faith on government spending of tax revenue      

15 Ability of the Government to use tax revenue responsibly on 

providing public goods and social services that government 

provides to citizens 

     

16 Level of tax rates      

17 Cash flow problems of taxpayers      
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22. In your opinion what would encourage/force people to pay tax. Rank 1-5 

 STATEMENT 1 2 3 4 5 

1 If tax rates were lowered      

2 If tax evasion penalties were more stringent      

3 If detection of evasion were improved      

4 Government provides better services to small 

businesses 

     

5 More transparency in spending tax money      

6 If TRA provides training on tax matters to SMEs      

7 Use of information technology to facilitate tax 

payment 

     

8 Allowance to pay on piecemeal basis      

 

23. Please give your own reasons for the existence of tax non-compliance in 

Tanzania 

…………………………………………………………………………………

…………………………………………………………………………………

…………………………………………………………………………………

…………………………………………………………………………………

………………………………………………………………….……………… 

 

24. Please give your own opinion on what should be done to improve tax 

compliance for SMEs in Tanzania 

…………………………………………………………………………………

…………………………………………………………………………………

…………………………………………………………………………………

…………………………………………………………………………………

………………………………………………………………….……………… 

 

 

Thank You! 


