ADDIS ABABA UNIVERSITY
SCHOOL OF BUSINESS AND PUBLIC ADMINISTRATION
DEPARTMENT OF ACCOUNTING AND FINANCE
(GRADUATE PROGRAM)

Taxpayers’ Perception towards Fairness: Personal Business

Profit Taxpayers in Addis Ababa
By:

Wubshet Aborat

June 2011

Addis Ababa



ADDIS ABABA UNIVERSITY
SCHOOL OF BUSINESS AND PUBLIC ADMINISTRATION
DEPARTMENT OF ACCOUNTING AND FINANCE
(GRADUATE PROGRAM)

Taxpayers’ Perception towards Fairness: Personal Business Profit

Taxpayers in Addis Ababa

A Thesis Submitted to the School of Graduate Studies of Addis Ababa
University in Partial Fulfillment of the Requirements for the Degree of

Master of Science in Accounting and Finance.

BY:

Wubshet Aborat G/meskel

June 2011
Addis Ababa



Taxpayers’ perception towards fairness: personal business profit taxpayers in Addis Ababa | 2011

Statement of certification

This is to certify that Wubshet Aborat G/meskel has carried out his research work on the topic
entitled “Taxpayers™ perception towards fairness: Personal business profit taxpayers in Addis
Ababa”. The work is original in nature and it is suitable for submission for the reward of the M.sc

Degree in Accounting and Finance.

Advisor: - Wollela Abehodie (PhD):-




Taxpayers’ perception towards fairness: personal business profit taxpayers in Addis Ababa | 2011

Abstract

This study investigates the fairness perceptions of Addis Ababa City business profit taxpayers
and its impacts in their perceptions, together with other variables. A theoretical framework was
developed based on the equity, distributive justice, and procedural justice theories. The study
adopted a mixed method research approach to test the hypotheses and answer research question.

The data collected from 230 business profit taxpayers of which 200 were through distributing of

self-administered questionnaires and the remaining 30 through in-depth-interview.

The latest statistical package (SPSS) software, correlation and regression analysis, were used to

analyse the survey and thematic analysis was applied to in-depth interviews.

The results of this combined research methodology suggest that Addis Ababa City business profit
taxpayers did not perceive positively in respect of general, vertical, personal, exchange, and
administration fairness except horizontal fairness on the prevailing business profit tax system.
With regard to tax knowledge and complexity, the finding of the paper showed that, the taxpayers
did not have sufficient knowledge and there were no easily understandable and vague procedures

of the business profit tax system.

Finally the thesis suggests a series of measures, which could be taken by the government in
general, and tax authorities in particular, improving policy and administration issues, educating
the taxpayers and conducting awareness creation and consultation sessions, and providing all

necessary social service to the public, as well as maintaining the tax system fair and equitable.
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Chapter 1: Introduction

This thesis investigates taxpayers™ perception towards the fairness of business profit tax in the
context of Ethiopia, particularly Addis Ababa City business profit taxpayers™ case. Tax fairness
issues encompass a number of tax fairness dimensions and other fairness affecting factors. If all
tax fairness dimension and other affecting factors negatively interpreted by taxpayers, it could

lead to the negative perceptions of the tax system by the taxpayers.

The purpose of this chapter is to provide background information on the thesis. The remaining
parts of the chapter are organised as follows. The first section presents background of the thesis.
While the second section sets out statement of the problem. The objective of the research is
presented in the third section. This is followed by research question and hypotheses in the fourth
section. In the fifth and six sections presents the research methods and scope of the study.

Structure of the thesis is provided at the end of the chapter.

1.1 Background of the thesis

The issue of tax fairness and attitudes towards the fairness of tax system has evoked great
attention among many revenue authorities in the world. Tax fairness is essential because tax
systems have been perceived as fair in order to obtain a high degree of voluntary tax compliance.
In other words, good understandings of taxpayers™ fairness perceptions are important for the tax
authority to improve the tax system. Consequently encourage taxpayers™ compliance. In

connection to this, Wenzel (2007 p, 53) stated that:
1
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“Taxation involves numerous considerations of justice and fairness, that includes
perceived fairness of outcomes (e.g., tax burdens and tax funded benefits), fairness of
the procedures and treatment (e.g. rights and respectful treatments), and fairness of

sanctions (e.g., punishments and amnesties) .

Currently the Ethiopian Revenue and Custom Authority (ERCA) are the main administering
bodies of the tax laws in the Country. The ERCA is responsible for the enforcement of the tax
laws relating to income tax particularly business profit taxes, and other types of taxes. In addition
to this, the ERCA is also responsible for collecting withholding tax on payments made to non-
residents relating to interest, royalties, contract payments, special classes of income (such as fees
for technical advice) and income in respect of services performed by a public entertainer.
Moreover, to the customs duties (import and export duty), excise duty, service tax and sales tax.
The current income tax system administered according to the Proclamation No.286/2002 -article
6, and the Income Tax Regulation No.78/2002 show that taxes that collected from various taxable
sources. These sources , according to FERA(2002), are income from employment exercised in
the country, business activities, an enterpruneral activities, immovable property, dividend of
resident company, income from transfer of property, income obtained from a foreign country,
income paid by government units, residents, or non-residents through their permanent

establishment, and profit shares of registered partnership.
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In many under developed countries like Ethiopia, the low revenue yield of taxation can only be
attributed to the fact that the tax provisions are not properly enforced, either on account of the
inability of the administration to cope with them, on account of straightforward corruption or the
system get little attention. That is, scanty attention is given to the cultural background of
taxpayers, their awareness level, and its determinants when designing a given tax system. It has
been argued, for voluntary system to work successfully, the people must be confident that the

taxes levied are fair and everyone pays his/her share (Amin and Jhon, 2010).

Studies have shown that the business profit tax system must be fair; to promote the objective of
an equitable distribution of income. This is documented in the works of, for instance, Gerbing
(1988), Hite and Roberts (1992), Roberts (1994), Christensen and Weihrich (1996), Richardson
(2005) and Coetzee, and Oberholzer, (2009). To the knowledge of the researcher, it appears that
there is no research conducted on taxpayers® perceptions towards the fairness of business profit
tax system so far in the Ethiopian context. Hence, this study mainly intends to investigate
taxpayers® perception towards the fairness of business profit tax system in Ethiopia with a

particular emphasis on Addis Ababa City Administration.
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1.2  Statement of the problem

Realizing the importance of the fairness criterion, the Ethiopian government has continuously
given attention to the issues of tax policy of the country pursuant to the structural changes. For
instance, the tax authority has reduced the top employment income tax rate and business marginal
income tax rate from 40% (from 1991 to 1995) to 35% (from 1995 to until now) and from 40%
(from 1991 to 1995) to 30% (from 1995 to until now) respectively, with six tax brackets. This is
for encouraging individuals to work more and to address the issue of vertical equity. Besides, the
dividend tax rate reduced from 25% to 10% to encourage private sectors to participate in share

companies (FIRA, 2002).

Theoretically, the equity theory says a tax system considered both horizontal equity-equal
treatment of equals and vertical equity-the unequal treatment of unequals. This implies horizontal
equity ensuring as fairness of a tax system while vertical equity aims to achieve distributive
justice. According to Amin and Jhon (2010), there is no equity in the tax system under a
condition where the burden of tax falls excessively on those large businesses that are clearly
visible and within easy reach of the authorities. Amin and Jhon further reveal that the impact of
over-taxation of big and visible businesses is excessively lowering legally earned profits creating
a loophole whereby those small businesses, including the large informal sectors, taxed to a much
lesser extent or not at all. Consistent with this, it is documented in ERCA (2002) that the tax
system in Ethiopia mainly stresses on legal enforcement as a remedy to ensure its proper
functioning. For example, Proclamation No. 608/2008 amends the earlier Income Tax

Proclamation (No. 286/2002); the amendments include the change of the name of the Federal tax

4
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authority to the ERCA: it also allows deduction of the actual amount of maintenance and
improvement expenses of a business asset. The amendment on the proclamation mainly focuses
on the various penalties and enforcement mechanisms, while it stated nothing about how to create
and increase the awareness of the taxpayers. It gave the tax authorities the right to sell the
property of evaders without going to courts in order to collect the outstanding tax liability. Most
of the reform efforts targeted institutional capacity building putting enforcing legal frameworks
in place while only insignificant effort, if any deployed to make the public aware of the benefits
of paying tax to the nation. The taxpayers education program that is being carried very
occasionally, stresses more about teaching the contents of the tax laws and penalties rather than
promoting citizens™ sense of responsibility toward taxation and devising ways to reward

compliant behavior.

According to the information that the researcher obtained from Addis Ababa City Tax
Administration Authority, only about 55% of the business communities are committed to fulfill
their tax obligations regardless of the existing powerful tax proclamation. This clearly shows that

relying solely on legal enforcement (stick approach) may not work always and forever.

According to GTP (2010) forwarded by MoFED, there is a plan of increasing tax to GDP ratio to
17 percent in the five years plan. However, the evidence obtained recently shows that the tax to
GDP ratios has decreased. According to MOFED, this is specifically due to the prevalence of a
high number of non-compliance business communities. Thus the aforementioned persistence
problems call for a thorough investigation toward identifying the root causes of these problems

and uncovering some other obstacles(if any) overlooked mainly by the tax authorities.

5
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1.3  Objective of the study

In the context of the problems highlighted above, the broad objective of the study is to explore how
Addis Ababa City business profit taxpayers perceive business profit tax fairness issues. Thus, this
paper tries much to show taxpayers® perception towards the fairness of business profit tax system
in line with the social aspects (perception of the taxpayers); political aspects (the way the
administration conducts in accordance with tax fairness dimensions); in the case of the City of

Addis Ababa.

1.4 Research question and hypotheses

Therfore in order to achieve the above broad objective, researcher developed one-research

question and four hypotheses.

1) ,How is the perception of Addis Ababa City business profit taxpayers towards the business

profit tax system?

Hypothesis1: There is no difference in the level of fairness perceptions, tax knowledge, and the
levels of perceptions of the complexity among Addis Ababa City taxpayers of their

business profit tax systems.

Hypothesis 2: Addis Ababa City taxpayers perceive fairness of their business profit tax systems as

being multi dimensional
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Hypothesis 3: Knowledge of business profit tax system has influence on taxpayers" fairness

perceptions in the City of Addis Ababa.

Hypothesis 4: Complexity of business profit tax system has impact on taxpayers' fairness

perceptions in the City of Addis Ababa.

1.5 Research methods

In order to achieve the main research objective of the study, both positivism and non-positivism
fundamental research framework were combined. The positivism approach which emphasizes on
empirical means (or objectivity) to create knowledge is used to investigate whether the
relationship between the factors under study exist, while the non-positivism approach which is
more subjective in nature is used to provide an in-depth understanding of such relationship and
enrich the findings from the quantitative approach. In other words, the two inquiry paradigms are
related in the sense that the qualitative approach is used to inform the quantitative approach. This
mixed methodology approach is to gather data that could not be obtained by adopting a single
method. To be consistent with the critical realism approach (at least) one empirical method (in
this study, a survey) and one qualitative approach (that is in-depth interview) were employed.
The methods were carried out sequentially with the intention that the interviews were enriching

the findings in the survey.
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1.6 Scope of the study

For undertaking this study, the researcher would only confine to examination of business profit
tax payers™ perception towards the fairness of business profit tax system in the case of Addis

Ababa, Ethiopia i.e., sole proprietorship and partnership (personal business profit taxpayers).

1.7 Structure of the thesis

The thesis focuses on the examination of taxpayers™ perception towards the fairness of business
profit tax system in the case of Addis Ababa City Administration. Therefore structured as
follows. Chapter 2 contains a review of the literature including tax compliance theory, theories on
fairness perceptions, application of the theories in the study and a review of past studies and
research gap. The research design and methodology are presented in chapter 3. Specifically, this
chapter shows the research question and hypotheses to be addressed by this thesis followed by a
discussion of the underlying principles of qualitative and quantitative research approaches. In
addition, chapter 3 presents the rationale for the adoption of the mixed methods approach in the
thesis. Chapter 4 presents the results of survey and in-depth interviews subsequently this is
followed by an analysis of the results of the different methods concurrently. That is, the findings
of all the different methods adopted in this study are pooled together, the research question is
answered, and hypotheses tested. Finally, chapter 5 presents an overview of the thesis and its
major findings, recommendation, contribution to the literature, and tax authorities and limitation

of the research.
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Chapter 2: Literature review and relevant theories

In light of the above, the purpose of this chapter is to review the literature in the area taxpayers"
perception towards the fairness of business profit tax system. This review of the literature
establishes the framework for the study and highlights the apparent strengths and weaknesses of
the previous studies, which, in turn, help in clearly identifying the gap in the literature and
formulating the research question for the study. The review has five sections. Section 2.1 presents
a review of the theory of tax compliant. This is followed by fairness perceptions theory (equity
theory, distributive justice theory, and procedural justice theory) presents in section 2.2. Section
2.3 presents the application of the theories in this study. This is followed by a review of the
relevant empirical studies on business profit tax fairness issues and factors that affect business
profit tax fairness issues in section 2.4. Finally, conclusions on the literature review and

knowledge gaps presented in section 2.5

2.1 Tax compliance theory

Tax compliance means obeying tax laws. Andreoni et al. (1998) stated that compliance with
reporting requirements means the taxpayer files all required tax returns at the proper time and that
the returns accurately report tax liability in accordance with the Internal Revenue Code,
regulations, and court decisions applicable at the time the return filed. According to Singh
(2003), the definition of tax compliance is an action by a person filing his Income Tax Form (or
usually referred as Returns), declaring all taxable income accurately, and disbursing the payable

tax within the stipulated time without getting the tax authority to keep reminding or taking action
9
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against those noncompliance taxpayers. Similarly, according to James S.et al (2003), tax
compliance expressed in terms of the degree that taxpayers™ comply with tax law and the degree
of non-compliance measured in terms of the tax gap. This gap happens by means of both tax
avoidance and tax evasion. Similarly, compliance gap also defined in (FIRA, 2002) as the break
between the actual, and the potential tax revenue and how that gap varies among the different
sectors of taxpaying population. Noncompliance refers to not abiding the tax laws. The types of
noncompliance; Firstly, the case of filing; the noncompliance refers to non filing of returns to the
tax authority will lead to tax gap i.e. the amount of unpaid taxes due foregone. Second, the
nonpayment compliance refers to untimely taxes paid, that means payment not made in a timely
manner to the tax authority. Timely tax payment is important to the tax authority. The dues
received now will used for the government's expenditure otherwise, the insufficient fund needs to
borrowed and incur additional cost. Thirdly, issue on noncompliance and tax underreporting.
This considered a criminal offence that imposes severe penalty. The taxpayer practices no
reporting by way of evasion and avoidance; both are same except that the later is legal while the
former is illegal. This area of noncompliance poses a serious problem to tax authority because
these taxpayers escape tax and their burden pushed to the other complying taxpayers. This is

where the fair and equitable tax system is questionable.

Andreoni et al. (1998) referred the magnitude of evasion being the tax gap which is the difference
between the federal income taxes households actually owe, and what they report and pay
voluntarily on a timely basis but is mainly concerned with tax evasion as the central part of the

tax gap definition. As mentioned earlier taxpayers™ compliance is a multi-faceted measure.

10
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Brown and Mazur (2003) stated that theoretical definition of taxpayer compliance consists of
,fhree mutually exclusive and exhaustive measures™ (Payment, filing, and reporting compliance).
There are many predictors for tax compliance from the economic to the non-economic factors.
The economic factors are detection and punishment, harsh enforcement, burden of taxation
whereas the non-economic factors as mentioned by (Alm, Sanchez, and Ana, 2003) are
behavioral in nature. Fiscal psychological factor is an important element in tax compliance
research and numerous tax compliance researches on tax fairness showed significant results.
Generally the decision to comply or not is an individual®s rational profit seeking attitude (e.g.
Allingham and Sandmo, 2007). A major difficulty in analyzing noncompliance is in its methods

of measurement.

Braithwaite (2003) argues both taxpayers™ attitudes towards the tax system and their tax paying
behaviour together will have influence on the level of noncompliance. Therefore, both have to
measure to understand overall levels of non-compliant behaviour. Naturally, individuals have
incentives to conceal their cheating. Based on the above expressions the definition of tax
compliance can be shortly refined as the desire or willingness of the taxpayers to act in
accordance with the tax law and the voluntary effort they exercise to pay their tax liability on

timely basis.

11
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2.1.1 Deterrence theory

The taxonomy of tax compliance studied under theoretical perspectives of deterrence theory and
fiscal psychology. Deterrence theory relates to sanctions, threats (fines and penalty structure). It
has association with criminal justice. Tax noncompliance is a soft type of “illegal” act of not
complying with the tax laws. In fact, evasion of tax which illegal act of evading tax and
avoidance of tax refers to a legal concept of tax evasion and activities related to avoidance are tax
planning and tax investment. What made the deterrence theory that crucial? They needed to deter
the noncompliance activities of taxpayer who default to pay the government its rightful source of
revenue. Taxpayers are profit seeking by gambling the benefits of evasion against the risk of

detection and punishment.

Researchers found a negative correlation using sanctions. However, despite this relationship
between fear of sanction and crime rate it can lead to a passive behaviour by individual as
reported by Jackson B. and Milliron V. (1986), and Cuccia A. (1994), studied on the detection
probability and the intentions to evade taxes and his findings were consistent with the deterrence

theory.

Nevertheless, literature that emerge later in late 80°S, psychology based variables were tested to
understand tax compliance behavior e.g. role of moral obligation, perceptions of fairness, self-
interest and others. As stated by Torgler (2001), an increase in deterrence on honest taxpayers
will disrupt a balance. Taxpayers™ who paid fair dues but gets audited and later fined, and even

more disturbed when others who violated the law not punished. Therefore, taxpayers™ cannot treat

12
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harshly, because according to Murphy (2005) it is not to punish but to repair the harm done and
secure future compliance. Many tax researchers have questioned the appropriateness of the
deterrence theory framework (model) that used to explain compliance behaviour because
deterrence can also be counterproductive. Thus, the study suggested attitudes towards the tax
system in explaining taxpayer noncompliance. What can deduce is that taxpayer will only pay
taxes because of fear of detection and punishment. In addition, stated crime is an industry where
market participants act to optimize their utility. Therefore, a crime will be committed if expected
utility is greater than the utility that could gathered if efforts devoted elsewhere. Next paragraph

will write on fiscal psychology.

2.1.2 Fiscal psychology

Attitudes research on tax compliance first introduced in 1959 by Schmolders. Thereafter attitude
become a prevalent concept with the numerous studies that covers the field of economics,
accounting, criminal justice (decision sciences), law, psychology, sociology, ethics and taxation
as discussed in the literature review in this study. This has provided plenty of issues and
questions to understand attitude of taxpayers. Models using the attitudes tradition are more
complex than deterrence theory models besides being unique because it looks at compliance
intentions of the taxpayer. However, according to Cuccia (1994), fiscal psychology suffers from a
methodological shortcoming because it failed to identify the mechanisms through which the link
exists and that economic based compliance research will be better at understanding taxpayer
reporting. Factors under fiscal psychology which are behavioral in nature are demographic, (e.g.

age, gender), perceptions of the moral of evasion, perceptions of peer compliance and fairness of
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the laws. The taxpayer may not reveal the truth in the survey due to bias because one person may

perceive that underreporting is not wrong as compared to another.

Alm and Ana (2003) stated that equity models in understanding perceived fairness. The most
common point of difference in different theories on tax compliance studies used the concept of
exchange equity, vertical equity, and horizontal equity (e.g. Ana and Schisler, 2003). When
public goods and services increase at a certain level of tax payment it boasts the taxpayers

perception of exchange equity and therefore the chances of tax evasion would be less.

Becker, Buchner, and Sleeking (1987) supported that the presence of government expenditure
will motivate compliance. Respondents reported more than one income when they receive public
goods than when they did not receive. However, as more theories stated that when public goods
increase, tax evasion reduces leading to better compliance, there was still doubt whether the
interdependence of taxpayer and government in providing public goods is due to the equity effect
or economic effect or both are responsible. They point out a significant support for the relations
between perceptions of fairness and compliance, exchange equity and compliance, and
compliance and commitment when tested for tax noncompliance using concepts such as tax

underreporting and dishonesty.
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2.1.3 Factors determining tax compliance behavior

Fischer et al. (1992) stated there are four basic factors that determine tax compliance behavior in
his expanded model (Fischer Model). i.e., (i) demographic (e.g. - age, gender and education) (ii)
noncompliance opportunity (e.g. income level, income source and occupation), (iii) attitudes and
perceptions (e.g. fairness of the tax system and peer influence) and (iv) tax System/structure (e.g.
complexity of the tax system, probability of detection and penalties and tax rates). Thus, from
The Factors, that affecting compliance behaviour the specific factors that is fairness issue and the

fairness affecting factors of the Ethiopian income tax system remain as questions to be addressed.

Demographic factors

The relationship between demographic variables and tax compliance has long been of interest
(Tittle, 1980). Three major personal characteristics for which there is evidence of a relationship
are age, gender, and education (Jackson and Milliron, 1986). The Fischer model suggests that
demographic variables indirectly affect taxpayer compliance by their impacts on noncompliance

opportunities and attitudes and perceptions.

There is a positive link between age and taxpayer compliance is reported (Jackson and Milliron,
1986). Generally they pointed out young taxpayers are more willing to take risks and are less
sensitive to sanctions as well as age is a factor for intentional evaders, with younger taxpayers
less complain. In addition noncompliance is significantly less common and of lower magnitude

among householders in which either the head or the head®s spouse is over age 65.
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Early research (Tittle, 1980) testing the tax compliance level of males versus females reports that
females are more likely to tax compliance. Traditionally “females identified with conforming
roles, moral restraints, and more conservative life patterns” (Jackson and Milliron, 1986). All

these attributes may promote higher tax compliance.

Education, as a demographic variable relates to the taxpayers™ ability to comprehend and comply
or not comply with the tax laws (Groenland and Veldhoven, 1983). Two aspects of education
distinguished: “the general degree of fiscal knowledge and the degree of knowledge involving
evasion opportunities” (Jackson and Milliron, 1986). They find that those with more fiscal

knowledge had more positive tax ethics scores than those with lower fiscal knowledge.

Non-compliance opportunity

In the Fischer model, noncompliance opportunity can affect taxpayer compliance directly through
income level, income source, and occupation. Almost all the theoretical model indicates that as
income rises, tax evasions should increase over most ranges (Andreoni et al., 1998). In other way,
the lower income group tends to have a lower proportion of tax compliance by under-reporting
income and by over-claiming expenses than their counterparts in the higher income group.
Taxpayers vary in terms of the opportunities available to them to overstating expenses and
understating incomes. Greater tax noncompliance opportunity is generally resulted from self-
employment and income sources not subject to withholding taxes. Sutherland (1949) point out
that tax evasion considered as a white-collar crime, committed by an individual of respectability

and high social status in the course of performing his employment. In addition, almost all sole
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proprietors those who engaged in sales from fixed locations (car dealerships, stores, restaurants

etc) understated taxes by the greatest percentage.

Attitudes and perceptions

The Fischer model suggests two major considerations for altering taxpayers™ attitudes and
perceptions to tax compliance are the fairness of the tax system and peer influence. Richardson
(2006) it is widely believed by tax administrators and the taxpayers that growing dissatisfaction
with the fairness of tax system is the major causes for increasing tax noncompliance. As well as
Grasmick and Scott (1982) indicate that respondents with peers who practice tax noncompliance
are more likely to commit as well. My intention specifically focuses this theory area

(investigating taxpayers® perception and attitudes towards the fairness of income tax system).

Tax System/structure

It is widely acknowledged that the extent of tax compliance in many developing countries has
been decreasing. The underdeveloped tax system/structure is one of the major causes for this
phenomenon. In the Fischer Model the effectiveness of tax system affected by complexity of tax

system, probability of detection, and penalties and tax rates.

As the tax law has become increasingly complex, complexity has come to recognize as a possible
reason for tax noncompliance (Jackson and Milliron, 1986). In the context of tax compliance
decisions, complexity should include two dimensions, excessive detail in the tax rules and
numerous computations required. In addition, if there is a higher audit probabilities and severe

penalties encourage tax compliance. The third major construct of tax system/structure in the
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Fischer model is tax rates. Which reveal that the probability of underreporting and the level of

underreporting are positively related to the marginal tax rate.

Socio-economic and psychological factors

Culture considered as one of a powerful environmental factor that affects the taxpayer's
compliance. Different social norms and ethical values will create different incentives for tax
compliance. These cultural differences may have a direct impact on ethical values and moral
development and ultimately affecting tax compliance decisions (Chan et al, 2000). The next part

will discuss about tax fairness theories

2.2 Theories on fairness perceptions

As stated in Bhatia (1976), a good tax system, in order to achieve various objectives, chooses and
adheres to certain principles, which become its characteristics. A good tax system, therefore, is
one, which is designed based on an appropriate set of principles, such as equality or fairness and
certainty. According to James (2003), the most obvious requirement of equity or fairness is to
treat equal people in equal circumstances in an equal way. To put it differently, it is essential that

a good tax system should appear equitable to the taxpayers.

The literature has suggested that, distributive justice, and procedural justice equity theory can
give insights to examine tax fairness. Torgler (2001) mentioned that tax fairness is a very
important factor influencing taxpayers®compliance behaviour because it is related to tax burdens.

Next paragraph is about tax fairness framed under the theories below.
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2.2.1 Equity theory

Equity Theory emerged in the 1960s through the work of Adams (1965) who was particularly
interested to test the concept of justice in organizations (Greenberg, 1987). Since Equity theory
has been extends (Leventhal et al. 1980; Greenberg 1987; Watson et al. 1996) and applied in
various fields of studies, such as payment and job-related rewards (Aryee et al. 2004) and

information systems (Douglas et al. 2007).

Adams (1965) suggests that Equity Theory comprises two dimensions namely reciprocation and
allocation. Reciprocal equity, or exchange fairness, based on the premise that one would only
respond fairly if the other party acts fairly to them. Within this exchange framework, equity, or
fairness achieved when there is an equivalence of the outcome/input ratios for all parties involved
in the exchange (Cook and Hegtvedt, 1983). Inequity, on the other hand, said to exist when these
ratios are not equal. In other words, a person will perceive a system as fair if the benefit he/she

receives equals their contribution, and vice versa.

In contrast to reciprocal fairness, which deals with mutual exchange, Eckhoff (1974) contends
that allocation fairness merely involves a one-way distribution of resources across a group or
circle of recipients. This fairness dimension is also known as indirect exchange (Blalock and

Wilken, 1979).

Porcano and Price (1992) suggest that traditionally equity theory indicates two types of equity

within a tax system: (1) horizontal equity and (2) vertical equity. Horizontal equity refers to
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providing equal treatment to all in the same group whereas vertical equity refers to giving a
suitable differentiation among unequal persons in that group. That means those who are rich
should treat as able to pay higher than lower groups of income earners. In addition, the
implementation of the tax systems based on either progressive tax structure or flat tax rate
structure however, most of the individual taxes are progressive tax structures. i.e., that is vertical
in terms of providing equity does not meet the expected equity. Therefore, saw, K, and Sawyer,
A. (2010) found that taxpayers adjust their perceived inequalities through tax evasion. Therfore
for reaching in to judgment of tax fairness issue looking the attitudes of taxpayers™ is quite
important. The taxpayer behaves as tax fair or not based on the attitudes he/she has framed
against the tax system. Therfore the researchers critical of equity theory claim that in a judgment
on fairness, a number of other factors need to be addressed apart from exchange (either mutual or

indirect) and horizontal and vertical equity aspect of tax fairness.

2.2.2 Distributive justice theory

In order to extend the idea of allocation as suggested in Adam*s (1965) and Porcano“s and Price
(1992) Equity Theory, DJT will introduced. DJT, which represents one part of Social
Comparison Theory (Lamm and Schwinger, 1980), postulates that individuals not only judge
equity in terms of assessing their benefits they receive from their tax dollars (exchange fairness),
but also by comparing themselves with others. In other words, individuals compare their benefits-
received-to-contributions-ratio with that of others in their reference group. Based on this premise,
DJT assumes that distribution outcomes should be equal among those with similar contributions.

However, in the process of allocating an incentive or reward, the principle of exchange fairness
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will not always maintain. There are circumstances in which the allocation of rewards violates
exchange fairness as indicated in previous studies (Schwinger, 1980). Having this in mind,
Leventhal (1980) contends that distributive fairness can achieve by applying allocation rules,
namely the equity rule, equality rule or needs rule, depending on the situation. In achieving
fairness, the equity rule suggests that there must be relative equality between an individual®s
contribution and benefits. Simply stated, the equity rule requires individuals that compensated
with the same ratio to their effort, as stated in exchange fairness. In contrast, the equality rule
calls for equal distribution of rewards regardless of individual contribution. The equality rule
suggests that everyone deserves treated equally irrespective of his or her contribution. With the
needs rule, Leventhal (1980) proposes that the allocation decision should made after taking into
account the recipients™ needs. Based on this rule, individuals with a low or a zero contribution
may be allocated more benefits (to fulfill their needs), as compared to those with a higher
contribution. Porcano (1992) argued justice is a multidimensional concept thus it is appropriate to

use distributive theory which uses several justice rules in determining one* deservingness

Another thing is, that it is no longer one is personal, or group treatment, but the distribution of tax
burdens across as a whole e.g., the fairness of progressive tax rate. Eckhoff (1974), on the other
hand, incorporates five principles that form DJT, of which three of them are similar to Leventhal
(1980). The principles are relative equality (the equity rule), objective equality (the equality rule),
subjective equality (the needs rule), rank order equality and equal opportunity. The rank equality
criterion postulates that, if investments of the members of one group are higher than, those of

another their rewards should be higher too. This principle suggests that, even though the
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effort/reward is not necessarily equivalent, yet those with higher contributions should allocate
more benefits than other groups. The remaining principle is equal opportunity, which normally
discussed in relation to racial integration policies (Cook and Hegtvedt 1983). The above
discussion tends to focus on the positive side of DJT, that is, the allocation of benefits. However,
DIT is also concerned with the fairness of allocation of punishments, known as retributive
fairness (Cook and Hegtvedt 1983). Under retributive fairness, the social system considered fair
if the penalty imposed matches the committed crime. Similarly, the social system will also
perceived as fair if the compensation received is equivalent to any loss incurred in the social

system.

2.2.3 Procedural justice theory

PJT, an extension of equity theory, originally inspired by the contention in the legal context, that
a community*s acceptance of judicial decisions is highly influenced by the procedures employed
to formulate them (Fuller, 1961). Applying that foundation, Thibaut and Walker (1975) embark
on a study of dispute resolution procedures and report two interesting findings. First, the
disputants with process control perceive verdicts fair than those without process control. Second,
disputants that are involved in the decision-making process are more likely to accept the
decisions even in the case of adverse outcomes. These findings conclude that procedural fairness
is important as it enhances the acceptance level of the outcomes received. Based on the
pioneering effort of Thibaut and Walker (1975), Leventhal (1980) extends the notion of

procedural justice into organizational settings contexts. Leventhal (1980) identifies six principles
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against which fairness of procedures may evaluate, namely: consistency, bias suppression,

accuracy, correctability, representativeness, and ethicality.

A consistency criterion requires the allocative procedures applied consistently among different
individuals at all times. No one should given privileges over another. In addition, the consistency
criterion also demands the allocative procedures remain constant without frequent change.
Regular alterations made to the procedures may lead to a violation of the consistency rule. When

the consistency rule is violated perceptions of procedural fairness will decline.

A bias suppression criterion posits that prejudice should avoid in allocative procedures. Everyone
should treat fairly without any discrimination or misconception. Allocative procedures that
promote preferential treatment, or personal self-interest, will violate a bias suppression rule, and

consequently procedural fairness will perceived as unfair.

The accuracy criterion states that allocative decisions based on accurate information. This is
essential since failure to collect and process accurate information will result in incorrect decision-
making and jeopardize an individual®s confidence in the fairness of the procedures adopted. Thus,
the accuracy criteria should sustain to increase a positive perception of procedural fairness.
Correctability deals with the opportunity to revise incorrect decisions made. This criteria requires
a legitimate channel to modify decisions must exist as a prerequisite for allocative procedures to

be perceived as fair.
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Representativeness defined as the opportunity given to persons in the decision-making process.
The rule postulates that the allocation process must represent the concerns of all recipients to
ensure greater acceptance of the procedures. The final criterion is ethics, which contends that
allocation procedures based on prevailing moral and ethical standards. In the absence of the
ethics rule, individuals may perceive that procedural fairness violated and thus their fairness

perceptions will reduce.

Gerbing (1988) mentioned the pivotal role of legitimacy on tax compliance behaviour. Procedural
justice will lead to legitimacy. Legitimacy in tax compliance behaviour is define as a belief/ trust
by taxpayer on the tax authority. This belief that they are fairly treated will want to obey the laws.
Murphy (2005) states every year significant middles income taxpayers™ use aggressive tax
planning to either legally or illegally conceal their actual income. The illegal taxes planning
behaviour cannot settle just by using force or threatening strategies, because in the end the
legitimacy of tax authorities will be undermine. People are less inclined to accept an unfavorable
outcome and are likely to challenge the situation when they believe that the procedures are unfair.
Therefore, the authority has to play a fair role that will increase the perception of legitimacy and
can create cooperation and get the public to obey tax laws. Two aspects; attitudes and behavioral

can be measured to assess the noncompliance behaviour of taxpayer as well tax fairness issue.

In general, terms, from the above-mentioned theories the six principles of Leventhal (1980),
consistency (Fry and Cheney, 1981, Barret and Tyler, 1986) and representativeness (Makkai and

Braithwaite, 1996), are the most important criteria that indicate procedural fairness.
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2.3 Theories in tax fairness perception

Under this section, the researcher deducted the general overview of the theory that is applicable

for this study only as follows:

2.3.1 Equity theory and tax fairness

Equity Theory predicts that individuals judge fairness based on outcomes and they believe that
incentives and punishments should distribute accordingly, with reference to the inputs or
contributions (Bobek, 1997). In addition, Equity Theory postulates that individuals are more
likely to comply with the rules if they perceive that they treated fairly under the system. In simple

terms, Equity Theory is concerned with exchange fairness.

In the context of taxation, the ,exchange parties” are individuals (taxpayers) and the government.
Theoretically, individuals will perceive the tax system as fair if the benefits received from the
government for tax paid is an equitable ratio. If the ratio is not equitable, then the exchange
deemed as unfair and individuals are likely to seek to restore equity, through non-compliance.
However, in practical terms, exchange fairness in taxation may not achieve due to different needs
or requirements of taxpayers. For example, a high-income earner will probably receive less

benefit from the government, despite their contribution, compared to the low-income earner.
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2.3.2 Distributive justice theory and tax fairness

The essence of DIJT is that individuals evaluate the fairness of the distribution outcomes by
comparing the benefits-received-to-their contributions-ratio with that of others in their reference
group. Individuals will find their interactions, as equitable if the distribution outcomes are equal

among those with similar contributions (Walster, et al. 1978); this known as horizontal fairness.

In the context of taxation, horizontal fairness (equity) suggests that equals before tax should be
equal after tax (Gravelle, 2006). In other words, it requires individuals in similar economic
positions taxed at similar rates regardless of their welfare. This based on the equality rule
suggested by (Gravelle, 2006). However, in taxation, horizontal fairness should least be permitted
to stand on its own. Notwithstanding a similar amount of income, two persons might have
different commitments, such as the number of dependents. A single person having tax deducted
of $2,000 from a gross salary of $10,000 would consider the tax deducted as not so burdensome
compared to another person with the same income (and tax withheld) but with four dependents.
Thus, this dimension of fairness should complement with the other dimensions of distributive

fairness to ensure an overall fairness perception.

Leventhal (1980) suggests that distributive fairness should make after taking into account the
recipients” necessities. The idea of this principle is that the ratio of inputs and outputs need not
necessarily be equivalent to achieve fairness, but rather it depends on individuals™ needs. This
implies as vertical fairness (equity). In the case of taxation, vertical fairness is usually concerned

with the ability to pay (Kirchler et al. 2006). In other words, vertical fairness suggests that those
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with higher incomes should pay more tax (at a higher rate) than those with lower incomes.
Alternatively, vertical fairness also linked to benefits received by the low-income earners. In
relation to this, the low-income earners do not only pay less tax but they are also entitled to
receive more benefits from the government. Thus, unlike horizontal fairness, vertical fairness
takes into account the “welfare” of individuals before determining their contribution to tax and

entitlement to receive government benefits.

2.3.3 Procedural justice theory and tax fairness

Procedural Justice Theory (PJT) predicts that procedural fairness may have influential effects
because fairness in procedures may lead to fairness in outcomes (Thibaut and Walker, 1975). In
other words, PJT suggests that the employment of fair procedures is likely to lead to more
equitable outcomes than when unfair procedures employed. In addition, Leventhal (1980) asserts
that there are six principles against which fairness of procedures may evaluate, namely:

consistency; bias suppression; accuracy; correctability; representativeness: and ethicality.

In the context of taxation, procedural fairness employed by the tax system may influence the
fairness perceptions of taxpayers. If taxpayers perceive that procedures applied in assessing their
tax returns are unfair, the tendency for taxpayers not to comply is high, and vice versa. In
forming their fairness judgments, taxpayers will normally evaluate the consistency of the
procedures applied by the tax system. The procedures applied by the tax system should perceive
as consistent throughout time and across all taxpayers. In addition to this, bias suppression is also

an important feature of fairness procedures. The procedures in the tax system should not promote
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preferential treatment or personal self-interest. In other words, all taxpayers must treat in a
similar manner. With regard to accuracy, the tax system should handle tax matters with great
care. Decision-making based on the wrong information will lead to perceptions of unfairness by
taxpayers. For the correctability criteria, this requires taxpayers given an opportunity to revise
and amend any incorrect decisions made by them. To ensure greater acceptance of the tax system,
the procedures employed must be representative of all recipients. Thibaut and Walker (1975)
provide evidence that disputants who are involved in the decision-making process are more likely

to accept the decisions even in the case of adverse outcomes.

Finally, the procedures employed based on prevailing moral and ethical standards. The presence
of the above principles in the tax system is important because they form the basis of procedural
fairness evaluation. If taxpayers perceive procedural fairness violated, and consequently their

fairness perceptions will decline (Ajzen, 1982; Douglas et al. 2007).

Therefore based on the tax fairness theories discussed so far, the researcher developed the model
shown in figure 2.1.the model depicts the relationship between business profit tax fairness

perceptions and the factors that affects tax fairness perceptions.
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Figure 1: Factors affecting fairness perceptions (the influence of independents variables on

dependent variable)
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2.4 A review of empirical studies

Policymakers claim that tax fairness is an important goal for the state in order to encourage tax
compliance (for example, the tax authority in the US (Inland Revenue Service — (IRS)) has put a
great emphasis on fairness perceptions in an effort to improve tax compliance — Bobek,1997).
Thus, it is common for a tax system that violates the basic principles of fairness and efficiency to
anticipate non-compliance among taxpayers (Head, 1999). The question is how to define
fairness? According to Kirchler et al. (2006), a tax system defined as being fair when taxpayers

are taxed based on their ability to pay (or vertical fairness), i.e., vertical fairness asserts that
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taxpayers with different economic situations should be taxed at different rates. This would result

in higher income earners paying tax at higher rates than the low-income earners.

However, this definition does not encompass the comprehensive fairness perception since past
studies have unanimously agreed that tax fairness is a multi-dimensional construct. For example,
Jackson and Milliron (1986) suggest another component to fairness, horizontal fairness.
Horizontal fairness recommends that taxpayers of similar economic positions should pay the
same amount of tax. However, such equal treatment sometimes conflicts with other economic
objectives of taxation, which therefore need to be compromised (Holmes 2001). Holmes (2001)
further claims that, in practice, all income tax systems have breached the horizontal fairness

premise to meet economic, social, or political objectives.

Other dimensions of fairness further documented in the following studies. The first study is a
major study on fairness perceptions, which was undertaken in the US after the (then) latest Tax
Reform Act of 1986 by Gerbing (1988), through a mail survey of 225 taxpayers in the Dallas/Ft.
Worth metropolitan area. Using a factor analysis on the self-developed measures of fairness,
Gerbing (1988) identified four underlying dimensions of fairness that include:

(1) General fairness and distribution of the tax burden;

(2) exchange with the government;

(3) Attitude towards taxation of the wealthy; and

(4) Preferred tax rate structure
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Using a refined version of the survey instrument of Gerbing (1988), Christensen et al. (1994),
who studied the impact of education on fairness perceptions among 296 university students in the
US, report consistent underlying dimensions of fairness, as found in Gerbing (1988), with an
additional dimension known as self-interest. Similar findings were documented when a survey
instrument was administered among tax professionals and tax educators in the US (Christensen

and Weihrich 1996), providing evidence of the robustness of the instrument (Richardson 2005).

Another study on the US income tax system was conducted by Bobek (1997), that concerned
with distributive fairness, procedural fairness and policy fairness. While distributive fairness
deals with horizontal and vertical equity, procedural fairness relates to the process employed to
reach distribution outcomes. Bobek (1997) Procedural fairness argued to be important since it
may lead to greater acceptance of the distribution outcomes similarly, argues that the content of
the tax law (policy) is also important since it is the antecedent for the distribution outcomes.
Bobek (1997) concludes that policy fairness is important for the distribution outcomes to
perceive as fair. In her study, Bobek (1997) selected three groups of respondents consisting 108

university students, 19 elementary school parents and 51 residents of Florida and Georgia.

While agreeing that fairness perceptions are multi-dimensional, Turman (1995), on the other
hand, focuses on one dimension of fairness, that is, preference for either progressive or
proportional taxation. In Turman®s (1995) study, an experiment involving several tax tasks
conducted with 58 community college students, revealing an overall preference for progressive

tax rates.
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The above-mentioned literature on various dimensions of fairness perceptions has been widely
discussed overseas, especially in the US, while a growing concern over this issue can seen in
Australia and Hong Kong. In Australia, for instance, a survey (also using a modified version of
the Gerbing"s (1988) instrument) conducted on postgraduate business students to evaluate their
fairness perceptions and the relationship with their tax compliance behaviour (Richardson, 2005).
That study reveals five underlying dimensions of fairness perceptions including general fairness,
exchange with government, special provision, tax rate structure, and self-interest. In Hong Kong,
six dimensions of fairness reported in a survey among postgraduate students (Richardson, 2006).
The dimensions are general fairness; tax rate structure; middle-income earners™ tax burden;
exchange with the government; self-interest; and special provisions for high-income earners. In
his extension to the research, Richardson (2005) and Gilligan and Richardson (2005) made a
cross-cultural comparison between the findings from Australia and Hong Kong, where several
significant differences of opinion regarding the fairness perceptions were reported. Such
differences expected due to markedly different tax systems between the two countries, where
Hong Kong applies a flat tax rate structure, no withholding tax, no self-assessment system, and
no tax on dividend and interest incomes (Richardson, 2005). Notwithstanding the importance of
fairness issue as far as researcher, view almost no literature on fairness perceptions in Ethiopia,

particularly Addis Ababa City case.

The multi-dimensional perceptions of fairness are not limited to the direct tax only but also
extended to the area of indirect tax i.e., this is empirically established by Takenishi (1990) who

revealed that fairness judgment is multi-dimensional. By using multiple regression analysis, the
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researchers found that procedural fairness, (note: This refers to emotion-based attitude, which is the opposite of
cognitive attitude (value-based). outcome evaluation, and affective responses, made up the fairness

judgment of the consumption tax among Japanese citizens (Takenishi, 1990).

With regard to fairness perceptions a comparative fairness perception study(which is not related
to tax) undertaken in Singapore and China to observe how people across different regions form
their fairness judgments found that people in a more developed region and living in a more
competitive society will be more tolerant of social unfairness (Richardson,2005). Therfore base
on the above literature the researchers suggest that, in the case of an environment filled with
reward and punishment (where the income tax system can consider as one of the legalized
environments, with various penalties), such fairness perceptions remain approximately the same,

irrespective of the regions and economic backgrounds (Richardson, 2005).

While such a contention is yet be tested in this study, empirical findings from previous studies
indicate that taxpayers from different countries have dissimilar levels of fairness perceptions
towards their respective income tax system. For instance, a comparative study conducted in Hong
Kong and Australia by Richardson (2005), revealed that there were several significant differences
of fairness perceptions on their income tax system, particularly in terms of general fairness,
special provisions, tax rate structure and self-interest. It argued that such differences were due to
the different nature of the income tax systems implemented between the two countries. While
Richardson (2005) investigates perceptions on various dimensions of fairness, measures personal

taxpayers fairness perceptions based on their ratings on the Australian income tax system. From
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the survey, it indicated that more than 60 percent of the personal taxpayers who completed their

own return forms perceived that tax system to be unfair.

In the US, Etzioni (1986), who measured fairness perceptions in terms of the tax rate over 14
years (from 1961 to 1980), found that the American taxpayers had increasingly perceived the tax
system as unfair. Meanwhile, a study on Dutch taxpayers (who were selected using marketing
bureau, and surveyed either through internet or face-to-face interview) on distributive fairness
(which 1s measured by one item) suggests that they perceived the tax system as moderately fair
(Verboon and Dijke, 2007). However, when another survey was undertaken using five items to
measure distributive fairness, the taxpayers™ fairness perceptions of the income tax system
declined (Verboon and Dijke, 2007). Apart from the different measures used, the contradicting
results may also due to the different sample selection used in this study where it was concentrated
on Dutch employees who worked for at least eight hours a week. Besides this fairness, issues can

also affect by other factors like tax knowledge and complexity of tax system.

Harris (1989) stated that tax knowledge had an indirect effect on compliance behaviour through
fairness perceptions. In that study, Harris (1989) separated tax knowledge into fiscal awareness
and technical knowledge, and observed the impact of each type of knowledge on fairness
perceptions. The findings show that the types of tax knowledge influence fairness perceptions.
The influence of tax knowledge on fairness perceptions further documented by Schisler (1995)
who carried out a study comparing tax preparers and taxpayers. Taxpayers that selected amongst
MBA students with at least five years working experience while tax preparers comprised of tax

practitioners from certified public accountant (CPA) firms in the US. Based on the analysis,
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stated that taxpayers have significantly lower fairness perceptions compared to tax preparers. The
result might be due to the absence of tax knowledge among taxpayers compared to tax preparers.
Fallan (1999) later confirmed the findings that tax knowledge significantly changed attitudes

towards the fairness of the tax system.

To extend the studies on tax knowledge and fairness perceptions, researchers have investigated
possible ways to improve tax knowledge among taxpayers, and consequently their fairness
perceptions. For instance, White et al. (1990), in their experimental study on tax students,
suggested that a formal class in taxation would enhance their knowledge about the law and
appreciation of fiscal policy goals, thus increasing perceived fairness. This study is supported by
Wartick (1994), who claimed that exposure of information during a tax law change will improve

taxpayersknowledge, and subsequently mitigate their perceptions that the tax system is unfair.

Apart from the impact of tax knowledge and fairness perceptions, a review of previous studies
also provides overall picture of taxpayers™ level of knowledge in several countries. While it is
also appropriate for the researcher to have a general understanding of taxpayers™ knowledge of

taxation as a whole.

Coetzee and Oberholzer (2009) also stated in their studied the tax practitioners in South Africa to
gauge their perceptions on the trainees” tax knowledge. The results reveal that majority of tax
practitioners (about 85 percent) believed that trainees mainly have general knowledge and a
working knowledge of individual income tax. It is not surprising that they possess such good tax

knowledge, as the trainees are the future tax professionals who will be assisting less specialist
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taxpayers. It expected of such trainees to possess such a high level of knowledge, as suggested by

tax practitioners and educators.

Tax complexity can take many forms such as computational complexity, forms complexity
(American Institute of Certified Public Accountants, 1992), compliance complexity, rule
complexity (Carnes and Cuccia, 1996), procedural complexity (Cox and Eger, 2006), and the
low level of readability (Saw and Sawyer, 2010) and suggested that tax complexity arises due to

the increased sophistication in the tax law.

A review on tax complexity in a comparative study of seven countries by Strader and Fogliasso
(1989) suggests that Japan, the UK, France, Italy and the US, all have highly complex tax
systems. Only Sweden and Netherlands considered having a moderately complex tax system.
Hasseldine and Bebbington in Malaysia reforms made since the mid 1980s to overcome the
complexity of the tax system. However, Tan and Tower (1992) claim that the efforts made by the
tax authority at that time to simplify the tax law failed. In their study, the authors applied the
Flesch Reading Ease Index to measure the readability level of New Zealand tax legislation, Tax
Information Bulletins (TIBs) and Tax Return Guides. The Flesch Reading Ease Index measures
the difficulty ranging from zero (most difficult) to 100 (least difficult). Their findings indicated
that there was no progress with simplification at that time, except for the Tax Return Guides. Tan
and Tower (1992) recommend that shorter sentences and an active style of writing will help

improve the readability of tax legislation and consequently reduce the complexity of the tax law.
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A more recent study by Pau et al. (2007), however, provides contrary evidence on tax
simplification in New Zealand. The researchers test the effectiveness of the newly written Income
Tax Act 2004, TIBs, and binding rulings using readability measures, namely the Flesch Reading
Ease Index, Flesch-Kincaid Grade Level Index, average sentence length, and percentage of
passive sentences. They found significant improvements in respect of tax simplicity through
these measures. Sawyer (2007) agrees that there have been some improvements in tax
simplification but continual change to the legislation has a certain extent delayed the rewrite

programmer (and delayed the benefits).

As an extension to the previous studies (Pau et al. 2007; Richardson and Sawyer 2007; Tan and
Tower 1992), Saw and Sawyer (2010) recently examine the readability of a sample of the
selected sections of the Income Tax Act 2007, TIBs, and binding rulings using similar measures
as in Pau et al. (2007). Overall, the results suggest further significant success to the rewrite
project, undertaken by the New Zealand government in its tax simplicity goals in the context of
improved readability. Interestingly, the Income Tax Act 2007 appears to be more readable
compared to either binding rulings or TIBs, although these tax-related materials are supposed to
be the explanatory materials. Following this rewrite project, the results of this study also indicate
that the percentage of people with an education level of Years 11-13 to understand the Income

Tax Act 2007 has significantly increased.

In Malaysia, Mustafa (1996), who studied taxpayers™ perceptions towards the self-assessment

system which was to be introduced (at that time), suggests the presence of tax complexity in
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Malaysia, particularly in terms of record-keeping, too much detail in the tax law and ambiguity.
The findings are partly consistent with the six potential causes of complexity labeled as
ambiguity, calculations, changes, details, forms, and record keeping, identified by Long and
Swingen (1997). Such complexity is also present in Australia where it forces taxpayers to engage
tax agents to deal with their tax matters (McKerchar 2005). McKerchar (2005) further identified
the most common problem faced by taxpayers is to understand the instructions in the Tax pack.
This followed by the problems of understanding the rules, the tax return forms, and other relevant

written information provided by the tax authority.

In Australia, McKerchar (2005), who carried out a survey among tax agents, notes that tax agents
are not happy with the increasing complexity of the tax law. Also further claims that the tax

agents desire a much simpler tax law, with less regulatory material and ad-hoc change.

Some researchers agree that a certain degree of complexity in the income tax system is necessary
to ensure the system is fair (for example, Forest and Sheffrin, 1990). This particularly represents
the perceptions of the tax authority and tax professionals, as suggested by White (1990).
Applying four scenarios of tax complexity, White (1990) asserts that both the tax authority and
tax professionals (tax lawyers and tax accountants) prefer complexity in the tax law but at
different levels. The tax authority prefers tax complexity that will increase their probability of
winning cases in disputes, while tax lawyers on the other hand, are in favour of tax complexity
that gives rise to a higher probability that the taxpayers will win the case. Similarly, tax

accountants’ preferences are also towards a high level of tax complexity, as it will increase the

38



Taxpayers’ perception towards fairness: personal business profit taxpayers in Addis Ababa | 2011

demand for their tax services. Despite these differing levels of desired complexity, the ultimate
goal of the tax authority and tax professionals is to earn as much fee income as possible from

taxpayers. Thus, undoubtedly, taxpayers do not support tax law complexity.

Notwithstanding preferences by the tax authority and tax professionals, tax complexity actually
causes disappointment and consequently negative perceptions of fairness among taxpayers
(Carrol, 1980). Milliron (1985) claims, in a study of jurors, that the participants viewed

complexity and fairness as distinct but incompatible features of the income tax system.

Carnes and Cuccia (1996), and Kirchler et al. (2006), also share similar views on the inverse
relationship between complexity and fairness perceptions. In that respect, however, Carnes and
Cuccia (1996) further argued that such association might be perfectly true in the case of
“unnecessary complexity,” but not on “justified complexity®, where the perceived justification
may moderate the effect of “justified complexity* on fairness perceptions. In Carnes and Cuccia
(1996), the authors provide evidence of the weakening effect of complexity on fairness

perceptions when the perceived justification increases.

In general, by adopting a deductive approach on the review of the literature the following section

presents conclusions and knowledge gaps.

2.5 Conclusions and knowledge gaps

This chapter describes the relevant theories, including equity theory, distributive justice,

procedural justice, and deterrence theory that form the background of this study. Based on the
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discussion, the extension to equity theory considered that appropriate to explain that perceptions
of fairness of the business profit tax system. Briefly, the extended equity theory (which
embedded DJT and PJT) asserts that individuals normally form their overall fairness judgments
on any particular system by referring to their views on reciprocal fairness, distributive fairness
and procedural fairness. When they have positive perceptions on these dimensions of fairness, the
likelithood to have a fair judgment on the system would be high, and vice versa. Accordingly,

judgment so formed would be influence their intentions.

A review of past studies on tax fairness, tax knowledge, and tax complexity indicate mixed but
interesting findings. For instance, while the proposition under the equity theory that fairness
perception have a number of considering factors mainly supported by empirical work which is
widely conducted in developed countries particularly in Australia, Canada, New Zealand, and USA.
On the other hand, in developing countries there has been a relatively small number of tax fairness
issues studies carried out in Kenya, Hong Kong, and Malaysia. More specifically, in the case of
Ethiopia to the knowledge of the researcher there is no single study on such issues especially in the
case of business profit tax system. This encourages the researcher to assess taxpayers® perception
towards the fairness of business profit tax system through considering various tax fairness
dimensions and other influencing factors in the case of Addis Ababa City Administration

Business profit taxpayers.

These gaps lead to the main research question of the thesis. How is the Addis Ababa business profit
taxpayers perception towards the fairness of business profit tax system? The following chapter

provides details of the research method in respect of the identified research problem.
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Chapter 3: Research design

The preceding chapter indicated that the literature on business profit tax fairness issues is limited.
Especially from the perspective of Ethiopia, it appears that there is no research conducted in

investigating activities of whether the Ethiopian tax system is fair or not.

The purpose of this chapter is to present the research question and hypotheses, the underlying
principles of research methodology and the choice of the appropriate research method for the
thesis. The chapter arranged as follows. Section 3.1 presents the hypotheses and research
question for the thesis. Section 3.2 presents the research approaches. This is followed by the
philosophy of quantitative (section 3.2.1), qualitative (section 3.2.2), and mixed methods (along
with discussion of the choice of the appropriate method for the current research) (section 3.2.3)
approaches. Then, the research methods adopted in this study in section 3.3. The quantitative
aspect in section 3.3.1 and qualitative aspect in section 3.3.2" presented. Finally, conclusion and
the relationship between research question and hypotheses, and sources of data are presented in

(section 3.4).

3.1 Hypotheses and research question

As presented in chapter 1, the broad objective of the thesis is to explore how Addis Ababa City
business profit taxpayers perceive business profit tax fairness issues. Thus, this paper tries much
to show taxpayers® perception towards the fairness of business profit tax system in line with the
social aspects (perception of the taxpayers); political aspects (the way the administration

conducts in accordance with tax fairness dimensions); in the case of the City of Addis Ababa.
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To achieve these broad objective, one-research question and four hypotheses was developed in

this chapter.

1)  “How is the perception of Addis Ababa City business profit taxpayers towards the business

profit tax system?”’

Tax fairness considered as the practices place an undue tax burden on certain segments of the tax-
paying population, while making it easy for other segments that significantly lower their tax
burdens. Fairness issues relate with justice; it means that what is right and being equal in

opportunity and provision (Richardson, 2005).

Schisler (1995), who carried out a study comparing tax preparers and taxpayers, documented the
influence of tax knowledge on fairness perceptions. Schisler found that taxpayers had
significantly lower fairness perceptions compared to tax preparers. The result might be due to the
absence of tax knowledge among taxpayers compared to tax preparers. Despite the evidence that
fairness is a multi-dimensional construct, these prior studies tend to focus on the effect of tax
knowledge on the overall fairness of the tax system rather than on each dimension of fairness. For
critical assessment of the role of tax knowledge on fairness perceptions of the tax system, I
believe it is essential not only to distinguish the types of knowledge, but also the dimensions of

fairness that the type of knowledge has affected.

Tax complexity arises due to the increased sophistication in the tax law and this leads to negative
perceptions of fairness among taxpayers; however, the participants viewed complexity and

fairness as distinct but incompatible features of the income tax system (Richardson, 2005). Also
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claimed that complexity in tax law resulted in a negative perception of the tax system and
consequently encouraged an unwillingness to comply. Based on the prior discussion, therefore

hypothesized that:

Hypothesis1: There is no difference in the level of fairness perceptions, tax knowledge, and the
levels of perceptions of the complexity among Addis Ababa City taxpayers of their

business profit tax systems.

The earlier review of various theories and studies of fairness suggests approximately ten
dimensions of fairness (for example; Gerbing, 1988; Richardson, 2005; and 2006; Azmi and
Perumal, 2008). However, in this study, six dimensions identified to be important in assessing the
fairness of the income tax system. The dimensions are general fairness; exchange fairness;
horizontal fairness; vertical fairness (measured by ability to pay); personal fairness; and

administrative fairness.

General fairness relates to an overall fairness evaluation of the income tax system. Exchange
fairness is concerned with reciprocal exchange between taxpayers and the government, while
horizontal fairness deals with equal tax treatment among taxpayers in similar economic positions.
Vertical fairness based on the ability to pay principle and preference for tax rate structure, either a
flat rate or progressive rates. Personal fairness leads to individuals™ judgments about whether the
income tax system is favourable to them. Finally, administrative fairness relates to the content of
the tax law (policy fairness) and procedures employed by the tax authority (procedural fairness).

A review of the literature also suggests that the multi-dimension of fairness perceptions is not
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limited to income tax (as indicated in the above-mentioned studies), but also applies to property

taxes and indirect taxes (Vlassenko, 2001)

While the research conducted to date has provided useful insights into various fairness
dimensions, this study aims to extend the tax fairness literature by looking at Addis Ababa City

environments. Thus, the study proposes the following hypothesis:

Hypothesis 2: Addis Ababa City taxpayers perceive fairness of their business profit tax systems as

being multi dimensional.

The effect of tax knowledge on fairness perceptions provides strong support to the argument that
possess adequate knowledge of the income tax system will improve taxpayers™ fairness
perceptions. In line with this argument, some researchers have enhanced their studies by
investigating the possible ways to improve taxpayers™knowledge and fairness perceptions. White
et al. (1990) found that a formal class in taxation and exposure to information, especially during
tax law changes, would helpful to improve taxpayers™knowledge and fairness perceptions. Loo et
al. (2008) stated that taxpayers who have adequate knowledge of government expenditure for
public benefits view the income tax system to be unfair, as they are not receiving sufficient

benefits in return for their tax paid.

Whereas, in the context of our country Ethiopia there is no organized sources that implies the
impact of tax knowledge on fairness perceptions of the people. In the absence of such empirical
evidence, the proposition that tax Knowledge influences fairness perceptions should have to be

tested. However, this study covers the overall aspects of the tax knowledge. i.e, Knowledge
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relates to a broad idea of the income tax system (its purpose and the tax structure); taxpayers
knowledge on the regulation aspects of the income tax system (responsibility to submit their tax
return forms timely and the penalty for non-compliance); and taxpayers™ ability to fill and file
their tax return forms themselves. These tax knowledge evaluated to form the overall knowledge
of taxpayers on the income tax system, where the impact on fairness perceptions consequently

investigated as follows: Thus, the third hypothesis is:

Hypothesis 3: Knowledge of business profit tax system has influence on taxpayers' fairness

perceptions in the City of Addis Ababa.

Although the issue of complexity of an income tax system has been widely discussed in the tax
fairness literature of this study, (see for example, Kirchler et al. 2006). There are few studies
(Kirchler et al. 2006) investigating the relationship between tax complexity and fairness

perceptions.

These studies, which document an inverse relationship between tax complexity and fairness
perceptions, conducted mainly in the United States and in fact, no document carried out in
Ethiopian cases. In the absence of such empirical evidence, the proposition that tax complexity
influences fairness perceptions should have to be tested. However, this study covers the overall
aspects of the tax complexity cases. i.e., complexity with respect to; keeping records, filling and
filing tax return forms and making tax payments and complexity of the documents and relevant
tax law. These overall tax complexity mechanisms integrated to investigate the proposition as

follows: Thus, the fourth hypothesis is:
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Hypothesis 4: Complexity of business profit tax system has impact on taxpayers' fairness

perceptions in the City of Addis Ababa.

The above discussion has shown the hypotheses and research question developed based on the
broad objective of the thesis. The research problem along with the philosophy of research
methodology would guide the choice of the appropriate research method. Depending on the
nature of the research problem and the research perspective, the research method based on the

philosophy of quantitative or qualitative or a combination of these two approaches.

3.2 Research approaches

The inquiry paradigm used in research is generally influenced by a researcher®s ontological and
epistemological beliefs. These beliefs represent how the researcher views and seeks to understand
the world. The two extremely contradicting paradigms are positivism and constructivism. Thus,
positivist researchers normally adopt quantitative methods and constructivist researchers adopt
qualitative methods. The other paradigm is combination of positivism and constructivism (that is
mixed method). Thus, this section includes the philosophy of quantitative in section 3.2.1,

qualitative in section 3.2.1, and mixed methods approaches in section 3.2.3 respectively.
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3.2.1 Quantitative research approach

Leedy and ormrod (2005) explains that a study is classified as quantitative, if the researcher wants
to quantify the variation in a phenomenon, situation, problem or issue, if information is gathered
using predominantly quantitative variables (interval and ratio scales), and if the analysis is geared

to ascertain the magnitude of the variation.

Quantitative research is the systematic and scientific investigation of quantitative properties and
phenomena and their relationship. Creswell (2003) noted that quantitative research is one in
which the investigator primarily uses positivist claims for developing knowledge. The positivism
approach views that the world as objective realism and therefore suggested that knowledge
created by deductive reasoning where by a precise and systematic process is adopted
(McKerchar, 2010). Besides quantitative research is to develop and employ mathematical models,
theories, and hypotheses pertaining to natural phenomena. The process of measurement is central
to quantitative research because it provides the fundamental connection between empirical
observation and mathematical expression of an attribute. i.e., in this approach, the research
problem translated to specific variables and hypotheses. As the literature on research
methodology indicates, quantitative research approach it usually starts with a theory or a general
statement proposing a general relationship between variables. With this approach, it is likely that
the researchers will take an objective position, and their approach will be to treat phenomena as
hard and real. As a result proposing of such studies claim that quantitative research would

undertaken in a value free framework. In line with this, quantitative research tests the
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theoretically established relationship between variables using sample data with the intention of

statistically generalizing for the population under investigation.

Quantitative research favor methods such as experiments and surveys, and will attempt to test
hypotheses or statements with a view to infer from the particular to the general. This approach
typically concentrates on measuring or counting and involves collecting and analyzing numerical
data and applying statistical tests. Well-formulated quantitative research has a significant
contribution of generalizing of the broader population. This leads to consistent procedures in
sample selection, instrument design, implementation, and analysis. This consistency in turn
increases the replicability of procedures, and the reliability of findings helpful to mitigate

interviewee biases.

Apart the above significant contribution, quantitative research design has its own insignificancy.
Like quantitative research based on the assumption that research procedures (instrument design,
sample selection, measurement decision, and implementation) can standardized, and would lead
to reliable outcomes. In practice, this may not be easy for a number of conditions. First of all the
research problem may require creating of new ideas, which is impossible through structured
procedures. Secondly, due to absence and access of information about the population and for the
achievement, the sample selected may not be representative of the population under study. This
would bring as insignificance, which may compromise the reliability of findings. Also in the case
of preparation of questions and document analysis bias may be inducing. For instance, in the case
of designing survey questions, the researcher may use wordings, which would lead to

predetermined outcomes. The other insignificance of this approach is that it does not assess
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human behavior in general this leads to reduce human behavior to predetermined variables.
Because these approaches believe that, there are human characteristics and processes that
constitute a form of reality in that they occur under a wide variety of conditions and thus can be
generalize to some degree. Therefore, this approach can be criticized for its attempt to study
human. In addition, quantitative research appears that there is a flexibility problem in design,
which may be vital when additional information revealed through data collection needs further
exploration for knowledge. Therefore quantitative research approach alone may not bring

effective result in interpretive and exploration of research problems.

3.2.2 Qualitative research approach

Leedy and ormrod (2005) explains that a study categorized as qualitative, if its purpose is
primarily to describe a situation, phenomenon, problem, or event. i.e., the information is gathered
using variables measured on nominal or ordinal scales (that is, qualitative measurement scales);
and an analysis is done to establish the variation in the situation, phenomenon or problem without
quantifying it. This approach also called as interpretative, constructivist or post positivist approach
(Leedy and Ormrod, 2005). In addition qualitative approach views as the world based on
researcher's interpretation, which may influenced by the researcher own views, beliefs,
experiences, and existing knowledge (McKerchar, 2010). In this respect, it assumes that
knowledge is created by inductive reasoning and typically adopts qualitative methods in their
research, such as interviews. A quantities research approach involves studies that do not attempt
to quantify their results through statistical summary or analysis rather to seek describe various

aspects about behavior and other factors studied in the social science and humanities. Thus, data
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are often in the form of descriptions not numbers. Qualitative research it is exploratory in its
nature because of this in qualitative research approach there are no hypotheses, which would
guide the study and mostly qualitative research approach more appropriate when the researcher

have little knowledge or idea about the area of investigation or exploration.

McKerchar (2010) stated that, the qualitative approach views the world based on researchers
interpretation, which may influenced by the researcher own views, beliefs, experiences, and
existing knowledge. This shows qualitative research tries to assess experiences and events
contextually and within their natural setting as well as attempts to analyse them holistically. In
addition to examines events without much disruption in their natural environment and it focuses
on understanding a phenomenon in its entirety instead of detaching a constituent and assessing it

separately from its whole part this leads to a comprehensive understanding of the investigation area.

A qualitative research approach characterized by adherence to diverse array of orientations and
strategies for maximizing the validity of trustworthiness of study procedures and results, it is thus
a type of empirical enquiry that entails purposive sampling for gathering data. It typically
involves in-depth interview, group discussion, projective techniques, and observation without
formal measurement are a data collection methods of a qualitative research approach. That is, in
qualitative research the main emphasis is on phenomenological and interpretative research or in

description and inductive discovery of evolving theory that may arise after data is collected.

Specifically the qualitative research design has its own Merit and demerit as quantitative research

approach too. The merit of a qualitative research design is that it is flexible and emergent without
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being constrained by standardized procedures (Liamputtong and Ezzy 2005, p. 204 cited in
Wollela 2009 P, 74). This feature of qualitative research enables the investigator to explore and
understand phenomena entirely in their natural environment and discover emerging theories.
Notwithstanding the above advantage, qualitative research design has its own demerit. First, the
lack of standardized rules in the research design and the emphasis on giving meanings and
interpretations to events and things reduces the objectivity and replicability of the research
process. This in turn compromises the reliability of findings. Sarantakos (2005, p. 46 cited in
Wollela 2009 P,74) as argued, qualitative studies do not produce data that allow comparison; the
methodological approach does not ensure objectivity, and hence the quality of the findings is
questionable and the research structure and procedure do not ensure the validity and reliability of
methods. Further, there is no way of assuring that the researcher fully and correctly captures the

true meanings and interpretations of the respondents.

The concern about reliability in qualitative research design also related to issues of bias. In
qualitative research bias may introduced by the researcher or interviewer. For example, the way
the interviewer asks questions, the appearance of the interviewee and facial expressions, among
other actions, may introduce bias in the design. Further, the personal view and stand of the
researcher may introduce bias in the interpretation of the data. Secondly, the findings of
qualitative research cannot be statistically generalised for a broader population of interest it based

on a small and unrepresentative number of investigated cases.
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3.2.3 Mixed methods approach

Other inquiry paradigms lie between positivism, and constructivism known as critical realism and
pragmatism. These two paradigms generally combine both orientations of positivism
(quantitative) and constructivism (qualitative) research approach. Researchers adopting these
paradigms view the world as complex and therefore difficult to understand simply through

empirical realism (McKerchar, 2010).

A gradual development of studies incorporating both quantitative and qualitative orientations that
indicate not only moves toward an end of paradigm wars (between positivist and constructivist)
with respect to taxation, but also the compatibility of the two approaches. This development

clearly expressed by Brewer and Hunter (1989 p, 16-17) in the following quote:

“Social science methods should not be treated as mutually exclusive alternatives
among which we must choose our individual methods may be flawed, but fortunately
the flaws are not identical. A diversity of imperfections allows us to combine method

to compensate for their particular faults and imperfections.”

McKerchar (2010 p,20) argues that “each strategy has its strength and weaknesses and the drive
for mixed method research is to use one strategy to either inform, validate, or compensate for the
weaknesses of another.” In other words, the combination of both quantitative and qualitative
methods is a more pragmatic approach to gain a better understanding of the phenomenon under

study.
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While acknowledging an important contribution of a mixed method approach in taxation studies,
McKerchar (2010) also highlights several reasons behind the use of such an approach. The first is
the need to address different objectives of the study, which cannot achieve by a single method.
The second reason is to enable one approach to inform another approach, either in design or in
interpretation. The third reason is to triangulate the findings of different approaches (either
performed concurrently or sequentially) in an effort to provide greater confidence to the study.

Based on the above researcher recommendations, it appears that the main reason for the
researcher to adopt a mixed method approach is to enable one approach to inform another
approach in the interpretation of the overall results. To be consistent with this strategy, a similar

sampling frame used to draw the potential respondents for both approaches.

In the current study, as stated in the previous chapter, the overall research question is “How is the
perception of Addis Ababa City business profit taxpayers towards the business profit tax
system?”” In order to address this research problem and to answer the research objective
comprehensively several hypotheses and one specific research question were developed at the
beginning of this chapter. In light of the research question and hypotheses, the studies were
employed both qualitative and quantitative research approach, ie., self administrated
questionnaires and in-depth interview. Therefore, using both approaches is helpful for generating
the benefits of a mixed methods approach presented earlier and mitigating the bias in adopting
only either quantitative or qualitative approach. Thus, the following sections present the specific

quantitative and qualitative aspects of the research method used for this study.
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3.3 Research methods adopted

This study incorporated both quantitative and qualitative research approaches (used mixed
method) in order to generate the advantage of both approaches like; to address different
objectives of the study, which cannot be achieved by a single method; and to enable one approach
to inform another approach, either in design or in interpretation. As well as to triangulate the
findings of different approaches (either performed concurrently or sequentially) in an effort to
provide greater confidence to the study. McKerchar (2010, p. 20) argues that “each strategy has
its strength and weaknesses and the drive for mixed method research....is to use one strategy to

either inform, validate or compensate for the weaknesses of another”.

Thus, this section presents the specific data collection methods from both approaches. As a result
of this Section 3.3.1 presents quantitative data collection method used while section 3.3.2 and
3.3.3 present the qualitative data collection method and data analysis methods ( both qualitative

and quantitative components) respectively.

3.3.1. Quantitative aspect-Survey design (self-administered questionnaires)

To gather data relevant for the examination of taxpayers™ perception towards the fairness of
business profit tax system in Addis Ababa City case to employee a survey method with self-

administered questionnaire.
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Surveys is one method of descriptive research method that help us to gather data at a particular
point in time with the intention of describing the nature of existing conditions, or identifying
standards against which existing conditions can be compared, or determining the relationships
that exist between specific events. They may vary in their levels of complexity and in terms of

their scope.

Therefore, the adoption of survey design in the study, helpful in order to represents a wider
population, provides descriptive, inferential and explanatory information, gather data on a one-
shot basis( hence is economical and efficient), or gathering of information that will not available
from archive records. As well as to make inferences about the income tax system and perception
about it based on the responses of a sample of respondents. In this regard, Fowler (1984, p. 12)
noted that the strengths of survey methods that result in their wider use included the value of
statistical sampling, consistent measurement, and the ability to obtain information not

systematically available elsewhere.

From a different type of survey for this study, a researcher was goes to use self-administered
questionnaires. When we see the self-administered questionnaires has the advantage of scanning
a wide field of issues, population, programs etc. with low cost. However, this method is likely to
result in a low response rate. On the demerits of self-administered the response rates were
typically not as high as might be desired. With very low response rates, it is difficult to establish
the representativeness of the sample because those who responded to the survey may be different
from the population they will intend to represent. In the current research, by using the survey

method with self-administered questionnaires, the desired data for the study were gathered. The
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drawbacks of the self-administered questionnaires will believe to be mitigating largely by
informing respondent through different necessary personal techniques and using other methods.

In addition to the mode of collecting data, a sample survey is concerned with issues including
sampling and instrument designs, and pre-survey evaluation. The subsequent sections, hence,

review these issues in a sample survey in respect of the current study.

Sample design

It is a common practice in research to use sample in order to generalize about the targeted
populations. Tabachnick and Fidell (2001) noted that ideally, samples are selected on randomly

bases this indicates the representative of the population.

The intention of the study was to generalize the findings to all taxpayers and potential taxpayers in
Addis Ababa City business profit taxpayers as well to obtain a large and sufficiently diverse
sample in order to obtain a meaningful spread of perceptions concerning tax issues. Therefore, the
sample designs and mode of collecting data would be statistically representative of the
perceptions of the all business profit taxpayers of Addis Ababa City. In the case of sample design,
as the literature on survey method reveals, how well a sample represents a population depends on

the sample frame, the sample size, and the specific procedures of selecting potential respondents.

In respect of sample frame, in a study with the intention of statistically generalizing about a
Addis Ababa City business profit taxpayers , the sample frame from which potential respondents
are to be chosen have to be representative of the population. In sample design, a sample selection

about broader potential respondents giving equal chance of selection is vital to increasing the
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representativeness of the sample. Therefore, the target for the sample includes population consists
of all business profit taxpayers in Addis Ababa City Administration. There are 230,036 business
profit taxpayers in Addis Ababa City Administration as the information gathered from City
Government of Addis Ababa finance and Economy development Bureau Revenue Agency in

March 2011.

Another point in sample design is the sample size. The choice of a sample size has a bearing on
the reliability of a study. However, this does not mean that large sample size always leads to high
level of accuracy rather it is to indicate that sample size is one of the factors that contribute to the
credibility of a survey estimate. For the choice of sample size, different researchers give different
ideas. For example , Alreck and Settle (995 p,63) noted that the choice of sample size is normally
made after considering statistical precision, practical issues and available resources (e.g. cost and
time). Fowler (1984 p, 43) noted that there is no a single precise way for the determinations of
sample size hence there are a number of inadequacy for deciding on sample size. For instance, in
deciding of a sample size by specifying the fraction of the population to be included in the
sample, there is no any right way. This is because the population from which a sample of a
particular size is drawn has virtually no impact on how well that sample is likely to describe the
population. In addition, for using that a particular sample is the typical approach to studying a
population may also practically lead to the wrong answer. Therefore, it is better if to see the
sample size used by other researchers, because it is better if the sample size to be decided by
considering the different goals to be achieved by a particular study. Finally, also for deciding on
the sample size by calculating a desired confidence interval for one variable for an entire

population is uncommon .However, Fowler contends that nothing is wrong with this approach in
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terms of some theoretical sense. Apart from the problem of basing sample size decision on the
need for precision of a single estimate and the difficulty of determining the level of specific
precisions in advance, the estimation of the level of accuracy fails to take into account errors

arising from sources other than sampling.

The aforementioned points help us consider different conditions in deciding on the desired
sample size like the availability of time and resources, and the aim of the research. However, if
the final condition is employed, Fowler (1984, p. 43) indicated that for a population, the level of
precision increases steadily up to sample sizes of 150 to 200. If the desire is to increase the
sample size beyond this limit, there is much more gain that is modest. In this regard, taking the
available resources, time, budget, data, and geographic distances into account, a sample size of
200 were feasible from the 230,036 Addis Ababa City business profit taxpayers. In order to
supplement the information obtained from 200 business profit taxpayers, 30-business profit
taxpayers were interviewed. In order to ensure representativeness and thereby explore the general
perceptions towards the fairness of business profit tax system, the business profit tax paying
population was stratified into annual turnover and sector categories. Random sampling technique
was employed to draw samples from each stratum. Stratified sampling technique was chosen to
make sure that all characteristics in the population are reflected in the samples drawn.

According to the Addis Ababa City Revenue Agency of Information communication technology
and Administration department (MIS), there are 230,030 individual taxpayers in Addis Abeba
City Administration. These are stratified in to three sectors, namely Manufacturing, Merchandise,

and service. Each sector is further stratified in to three taxpayers®™ categories A, B and C based
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annual turnover. To draw a representative sample size of 200, Stratified —multi-stage —

proportionate sampling technique is employed as follows.

Chart 3.1 Sample size selection procedures, using stratified multistage sampling

Manufacturing Merchandise Service sector
sector (580) sector (189000) (40456)
CA CB CcC CA CB cc CA CB CC
280
@80) 11 (220) || (a0) || (3800) || (78000) (107200) (580) (22100 || (17776
Ss (2) SS (1) Ss (3) Ss (66) Ss (91) Ss (3) Ss (19) Ss (15)

Note that: CA (Category A), CB (Category B), CA (Category C) and SS (Sample size from each category)

The survey instruments

The adoption of the survey instrument would helpful to represents a wide target population, and
generates numerical data as well as to gather information that would not available from archive
records. Babbie (1990) noted that the survey as the preferred type of data collection procedure
for study because it is used to generalize from a sample to a population. In designing survey

instruments caution needs to exercise in preparing instructions and wording of questions to avoid
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ambiguity and enable the collection of the relevant data for the research. The survey instruments
consisted of both open and closed ended questions. To designed for collecting both qualitative
and quantitative data to investigate business profit taxpayers® perception towards the fairness in
case of Addis Ababa City. The questionnaires was initially prepared in English and then
translated into the Ambharic. Copies of the English and Ambharic versions of the taxpayer survey

instrument along with the covering letters are at Appendices 1 and 2 respectively.

The survey instruments that used in this study prepared in the form of semi structured self-
administered questionnaire and the questionnaire served as the measuring instrument for the
study. There are five parts to the questionnaire. The first part intended to gather background
information about respondents. While the second part is concerned with taxpayers® perceptions of
tax, fairness issues specifically determinants of tax fairness perceptions such as General fairness,
exchange fairness, vertical fairness, horizontal fairness, personal fairness, and administrative
fairness. In Part three, questions related to taxpayers™ general knowledge about taxation. The
fourth section questions related to the complexity of business profit tax system. In the last section
provided respondents with the opportunity to suggest possible solutions if to take by the
government make the tax system fair and gives respondents the opportunity to provide further
comments on the entire business profit tax fairness issues and the factors which affecting the tax

fairness.

In order to measure, the items the researcher was used a Likert type-scale. (i.e., “Strongly Agree

13 2% e 2 (13

to-, “Strongly Disagree” “yes”, and “no”, “agree” and “disagree”. As well as multiple choice
and multiple-response scales (which provides multiple options but the respondent can select
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anything from one to several alternatives). In this regard, John W.creswell (2003) noted that
open-ended questioners are appropriate when the objective is to discover opinions, attitudes, and
degrees of knowledge and Nardi, P. M. (2003) noted that the specific measurement scales that
comprised the questionnaire are Simple category scale, Multiple-choice single-response as well as

multiple choice and multiple-response scales.

3.3.2 Qualitative aspect: - in depth interviews

In addition to self-administered questionnaires, this study involved in-depth interviews to provide
more information to the data obtained through the survey questionnaires. The use of interviews is
appropriate in obtaining either multifaceted or sensitive information, as well as understanding
concepts that require detail elaboration (Hair et al. 2007). Since fairness perceptions considered
sensitive issues this approach appears to be suitable. In relation to the interview method, research
in the social sciences has seen a range of interview approaches, including structured interviews,
semi-structured interviews and unstructured interviews. In Nardi, P. M. (2003) book provides the
underlying criteria of each type of interview described as structured, semi-structured, and
unstructured interviews. Structured interview: the interviewer follows scripted questions in a
particular sequence, the interviewee chooses responses from a range of options that are fixed
coded quantitatively (responses provided by the interviewer), and asymmetrical structure. In
addition, data analyzed via deductive analysis for hypothesis testing in multivariate studies.
Whereas Semi-structured Interviews: Interview protocol is used as a guide and questions may not

always be asked in the same order (the interviewer initiates questions and poses follow up
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“probes” in response to the interviewee's descriptions and accounts), asymmetrical structure and
data analyzed via inductive analytic methods for descriptions and interpretations in interpretive
studies. Unstructured Interviews: Both interviewer and interviewee initiate questions and discuss
topics, possibly less asymmetrical structure, and data analyzed via inductive analytic methods for
descriptions and interpretations in interpretive studies. With reference to the guidelines, this study
adopts semi-structured interviews to collect qualitative data. It anticipated that this approach would
provide richer and more accurate data to enhance the findings for this study. Eleven questions were
developed as a guide for the semi-structured interview sessions. These questions were formulated
with reference to the topics under study, that is: fairness perceptions; tax knowledge; and tax
complexity. The semi structured in-depth interview questions attached in the last section

appendix 3.

3.3.3 Data analysis

This section sets out the proposed analysis to evaluate the survey data beginning with the non-
response bias test and response representativeness. Next is a brief discussion of the descriptive
analysis and the Wald-test analysis. Finally the applied multiple regression analysis through logit

model

3.3.3.1 Non-response bias and response representativeness for quantitative aspect

A non-response bias test was performed to ensure that there is no bias on the samples. Leong, C.
Y. (1980), highlight that the popular approach to prove non-response bias is by comparing first
responses to responses generated after follow-ups. If there are no significant differences between

the two groups of responses, it assumed that there is no problem of non-response bias. One
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method of proving response representativeness is by comparing the demographic background of
the responses with the entire population (Leong, C. Y. 1980). In this study, the responses
considered representative of an entire population if they reflected a similar distribution in terms
of sectors and annual turnover. Therefore result of the study indicated about the response rate,

response bias and response representativeness as follows:

Response rate

The survey was conducted between April and May 2011.Questioners were distributed to 200
randomly chosen business profit taxpayers. All the taxpayers™ survey respondents were located in
Addis Ababa City. A one-week return date was requested. To increase the response rate, Follow-
up reminders (together with questionnaires), and alternatively, telephone call reminders were
made to the representatives requesting them to remind them to return the questionnaires. Out of
this sample, 10 questionnaires were returned as non-answered. One possible reason for not
completing the questionnaires is the subject of research itself (taxation) considered as difficult
subject. This is based on the comments given by the sample in the blank response section of the
questionnaire: unable to supply answers as I have little knowledge of taxes.” and I do not have

much knowledge on taxation, etc.”

Overall, 150 responses were received, giving a response rate of 75 percent. This shows that the
response rate considered as fair. (Dillman, 2007) suggests that the response rate for a personal

delivery approach varies considerably from the lower of 28 percent to the highest of 50 percent.
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Non-response bias

To test if there is any non-response bias on the samples, a t-test analysis performed comparing
the early responses to responses generated after follow-ups (Dillman, 1992). Therfore in order to
decide whether the groups were significantly different from each other, the p-value was
examined. The result shows that the majority of the items have a p-value of more than 0.05,
indicating that the groups are not significantly different. While the results provide an indication
that there is no problem of response bias among the early and late responses in the Addis Ababa
City business profit taxpayers™ sample, it is important to note that they do not guarantee that the

sample is free of non-response bias considering the low response rate achieved.

Response representativeness

One method of establishing response representativeness is by comparing the respondent profile
with the entire population (Mclnnis, 2006). In this study, the responses were compared based on
turnover and work sector. The majority of the respondent in the survey responses is under the
annual turnover of ETB of below 100,000. In terms of working sector, however, the percentage
of the survey responses is comparable to the total population. The majority of them are
merchandise sector as well as service sector was represented. In sum, comparing the survey
responses with the total population on two criteria signifies no major differences. Thus, it can
conclude that the responses are representative of the total population (Addis Ababa business

profit taxpayers).
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3.3.3.2 Descriptive analysis, the logit model, and Wald’s-test analysis quantitative aspect

Descriptive analysis provides on how taxpayers perceive their business tax systems, in relation to
tax fairness, tax knowledge, and tax complexity. In this analysis, basic features of the survey data
presented where the mean, standard deviation, variance, and minimum and maximum value for
each item are calculated. In addition, the frequency distribution is also determined. All these

measures obtained from the descriptive statistics available in the SPSS software.

Subsequent to the descriptive analysis, Wald‘s-test analysis carried out to check whether there is
any difference in perceptions among taxpayers. For this purpose, an independent samples Wald 's-
test performed using the SPSS program the latest version, where the p-values generated. With
reference to the p-values obtained, the degree of differences (whether significant or not) are
determined, and subsequently a conclusion can be drawn whether to accept or reject the
hypotheses in the study. In respect of data gathered from interviews. To conducting the interview
and transcribe the data. Subsequent to this, main interview captured and analysed to produce a

report.

In this study, the researcher applied the logit model. Logit model become very popular among
social scientists due to its ability to perform path analytic modeling with latent variables Pallant,
J. (2005). Hair et al. (2006) claim that logit model relatively new statistical tool, which combines
the multivariate tools such as multiple regression, path analysis, factor analysis and principal
component analysis, as well as a solution to the multicollinearity problem actually originated in
the first half of the twentieth century but only became widely used in the 1990s. The reason why

the use of logit is preferred among researchers is its greater flexibility to interact between theory
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and data, the estimation of multiple and interrelated dependence relationships, and an ability to
represent unobserved concepts and correct for measurement error in the estimation process (Chin
and Newsted 1999). More importantly, it helps to test binary type of data for making linear. Let
denote the probability that Y=1 when X=xi. If we use the standard linear model to describe ,
then our model for the probability would be:

1 =Pr(Y=1/X=x) = o + 2P + Wi

Since m is a probability it must lie between 0 and 1.the relationship the probability = and X can
often be represented by a logistic response function. The probability © initially increases slowly
with increase in X, then the increase accelerates, finally stabilizes, but does not increase beyond
l.intuitively this make sense. Consider the probability of a fairness issues being fair as a function
of General Fairness, Vertical Fairness, Exchange Fairness, Horizontal Fairness, Personal

Fairness, Administrative Fairness, Tax Knowledge and Tax Complexity.
T =PI'(Y:1/ X=X) =¢ po+ 2Bixi/ Il +e po+ EBiXi + Ei (this is called Logistic regression function)

Wh . . . . .
ere Xi represents the factors affecting tax fairness issue for i=1, 2...8. Particularly,

TFair =Tax fairness, Bi:Coe:fﬁcient for Xi, x;= General Fairness,, X, = Vertical Fairness,,

x3= Exchange Fairness, x4= Horizontal Fairness, xs= Personal Fairness, xs=Administrative

Fairness, x;= Tax Knowledge and xg= Tax Complexity. = gj= Residual term

TFairi = a0 + B1 X1+ B2 X2 + B3 X3 + B4 XS + B5X5 + B6X6 + B7X7 + BSX8 + Ei

Source=Samprit Chattergee, Alic, Hadi 2006
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Instead of working directly with II, we work with a transformed value of Il. If II is the
probability of a fairness issues being fair, the ratio I1/ (1- IT) called the odds ratio.

1- TI=Pr(Y=0/X=xi) = 1/1+ ¢ P2},

I/ (1-TT) = ¢ P * 2P,

Taking the logarithm of the above equation

G(x1,,,,, xP) =log(Il/1- IT) (this 1s called logit)

_Bo+3Bx

11 te
The logarithm of the odds ratio is called the logit note also that while the range of values of I is
between 0 and 1,the range of value of log(I1/(1- II) is between -co and +oo,which makes the logits

(the logarithm of the odds ratio) more appropriate for linear regression fitting.

Modeling the response probabilities by the logistic distribution and estimating the parameters of
the model constitutes fitting a logistic regression. In logistic regression, the fitting carried out by
working with the logits. The logit transformation produces a model that is linear in the
parameters. The method of estimation used is the maximum likelihood method. The maximum
likelihood of estimates obtained numerically, using an iterative procedure. Unlike least square

fitting, no closed-form expression exists for the estimates of the parameters.

Prediction oriented measures, such as the R-squares (R2), path coefficients and the bootstrapping
techniques used in this study to evaluate the logit model. R-squares (R2) indicates that the

independent variables expression of dependent variables and to examine the impact of a

67



Taxpayers’ perception towards fairness: personal business profit taxpayers in Addis Ababa | 2011

particular independent variable on a dependent variable. The path coefficient values indicate the

strength of relationships among independent and dependent variables (Chin, 1999).

Therefore, the researcher used this model to test hypotheses H2 — H4. The model measures the six
tax fairness dimensions together with tax knowledge and tax complexity system to see the
influence on tax fairness perceptions and the analysis of all factors controlled by using dummy
variable. te., .1 if fair 0 otherwise. In addition, with regard to the qualitative aspect, the data
gathered from interviews were analysed using thematic analysis, a method that identifies analyses

and reports patterns within data.

3.4 Conclusions and the relationship between research question/ hypotheses and sources of
data

This chapter has presented the research question and various hypotheses as well as the methods

appropriate to address them. Table 3.1 sets out how research question/hypotheses addressed by

the appropriate item in the survey and in depth interviews with business profit taxpayers.

To sum up, based on the overarching research problem stated in the earlier chapter, one research
question and four hypotheses have been developed. With respect to methodology, the principles
of qualitative, quantitative, and mixed methods research approaches shown. Based on the
underlying principles of research methods the mixed method approach were chosen as
appropriate to this research. More specifically, to address the research questions, survey (self-
administered questionnaires) and in-depth interviews were shown to be the appropriate methods
of inquiry for this research. The next chapter presents the results and analysis of each of these

methods of inquiry.
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Table 3.1 Relation between the research question/ hypotheses and source of data

Research question/hypotheses Name of variables | Items in the self-administered
investigated questionnaires and in-depth interviews
RQ1) “How is the perception of Addis Self-administered questionnaires 8,9,10,11,
Ababa  City  business  profit 12,13,14,15,16,17,18,19,20,21,22,23,24,25
taxpayers towards the business Taxpayer survey interview questions1,2,3, 6,and 8
profit tax system?”’
HI) There is no difference in the level of | Tax Fairness | Self-administered questionnaires 8,9,10,
fairness perceptions, tax knowledge, | dimensional, Tax | 11,12,13,14,15,16,17,18,19,20,21,22,23,24,25,26,2

and the levels of perceptions of the

Knowledge and Tax

7,28,29,30,31,32,33,34,35,36,37,38,

complexity among Addis Ababa City | Complexity 39,40,41, 42 and 43
taxpayers of their business profit tax Taxpayer survey interview questions 2,3,6,7,and8
systems.
H?2) Addis Ababa City taxpayers perceive | Tax Fairness | Self-administered questionnaires 8,9,10,11,
fairness of their business profit tax | dimensional 12,13,14,15,16,17,18,19,20,21,22,23,24,25
systems as being multi dimensional Taxpayer survey interview questions 2,and 3
H3 Knowledge of business profit tax | Tax Knowledge Self-administered questionnaires26,27,28,
system has influence on taxpayers" 29,30,31,32, 33,34,35,36 and 37
fairness perceptions in the City of Taxpayer survey interview questions4,5 and 6
Addis Ababa.

H4) Complexity of business profit tax | Tax Complexity Self-administered questionnaires 38,39,

system has impact on taxpayers " fairness

perceptions in the City of Addis Ababa.

40,41,42 and 43

Taxpayer survey interview questions 7, and 8
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Chapter 4: Results and analysis

The previous chapter presented the methodology used in the thesis. More specifically, the chapter
was showed the different research approaches, methods of data collection, and analysis adopted

in the study.

This chapter presents the results of the various data collection methods and analysis in the
context of the existing knowledge reviewed in chapter two. Accordingly, this chapter is arranged
into four sections; the first section (4.1) presents overview of the research objective, specific
research question, and hypotheses and in section (4.2) presents the results of the different data
sources. This is followed by the analysis of results in the context of the knowledge in the
literature as reviewed in chapter two in section (4.3). Finally, conclusion for the chapter presented

in section (4.4).

4.1 Objective, research question and hypotheses

As shown in the presiding chapter the broad objective of this study is to explore how Addis
Ababa City business profit taxpayers perceive business profit tax fairness issues. Thus, this paper
tries much to show taxpayers® perception towards the fairness of business profit system in line
with the social aspects (perception of the taxpayers) and political aspects (the way the
administration conducts in accordance with tax fairness dimensions) in the case of the City of
Addis Ababa. To achieve this broad objective the following four hypotheses and one specific

research question were developed.
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Hypothesis 1: There is no difference in the level of fairness perceptions, tax knowledge, and the
levels of perceptions of the complexity among Addis Ababa City taxpayers in the

business profit tax systems.

Hypothesis 2: Addis Ababa City taxpayers perceive fairness of their business profit tax systems

as being multi-dimensional

Hypothesis 3: Knowledge of the business profit tax system influences taxpayers fairness

perceptions.

Hypothesis 4: Complexity of the business profit tax system influences taxpayers fairness

perceptions.

The specific research question: “How is the perception of Addis Ababa City business profit

taxpayers towards the business profit tax system?”’
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4.2 Results

¢

One of the purposes of this study is to investigate Addis Ababa City business profit taxpayers*
perception towards the fairness of business profit tax system. The principal data sources to this
end are the survey and in-depth interview conducted to Addis Ababa City business profit
taxpayers. The following discussion presents the results of the survey and in-depth interview
therefore in section 4.2.1 presents survey results while in section 4.2.2 presents in-depth

interview result.

4.2.1 Survey result

In light of the above idea, the purpose of this section is to show the results from survey that
conducted in Addis Ababa City business profit taxpayers. Therefore, it covers the respondents®
profiles in section 4.1.1.1. Investigation of taxpayers™ attitude towards the fairness of business
profit tax system in section 4.1.1.2., and in section 4.1.1.3 it covers tax knowledge and tax

complexity.

4.2.1.1 Respondents’ profile

According to Income Tax Regulation No. 78/2002, there are different categories of business
sectors. For this study, the sectors distribution of respondents was summarized in Table 4.1. As
per the outcomes of the survey, about 63.0 percent of the respondents were engaged in
merchandise/trading activities, while 35.0 and 2.0 percent were to be engaged in service and

manufacturing sectors respectively (Table 4.1).
72



Taxpayers’ perception towards fairness: personal business profit taxpayers in Addis Ababa | 2011
Table 4.1: Sectors distribution survey of respondents

Business sector Frequency Percentage
General manufacturing industries production (factory 3 2.0
level) and other type of production

General merchandise and other different types of trade 94 63.0
Services like professional and other type of services 53 35.0
Total 150 100.0

Source: Business profit taxpayers "survey and own computations

In terms of forms of business ownership, 84 percent and 16 percent of the survey of taxpayer

respondents were sole proprietors and partnership respectively (Table 4.2).

Table 4.2 Forms of business ownership

Type of ownership Frequency Percentage
Sole proprietors 126 84.0
Partnership 24 16.0
Private limited companies 0 0
Share companies 0 0
Total 150 100.0

Sources: Business profit taxpayers "survey and own computations

The outcomes of the business profit taxpayers™ survey in respect of the corresponding business®
year of establishment also revealed that about 31.3 percent were established before the 1998/1999
fiscal year while 35.3 percent, 16 percent, 8 percent were established in the 2000/01, 1999/2000,

and 2002/03 fiscal years respectively (Table 4.3). (All the stated years in the data are in Ethiopian

calendar).
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Table 4.3 Year of establishment

Years of establishment(fiscal year) Frequency Percentage
Before 1998/1999 47 31.3
1999/2000 24 16.0
2000/01 53 35.3
2001/02 14 9.3
2002/03 12 8.0

Total 150 100.0

Sources: Business profit taxpayers survey and own computation

Examination of business profit taxpayers survey respondents in terms of their turnover in the

fiscal year 2002/03 showed that more than half (64.7 percent) had a total turnover of Ethiopian

birr (ETB) 100,000 or less while 23.3 percent had turnover between ETB 100,001 and ETB

500,000 (Table 4.4).

Table 4.4 Respondents’ turnover for the 2002/03 fiscal year

Total annual turnover range (ETB) Frequency Percentage
Up to 100,000 97 64.7
100,001 — 500,000 35 23.3
500,001 —1,000,000 13 8.7
Above 1,000,000 5 3.3

Total 150 100.0

Sources: Business profit taxpayers survey and own computation
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In respect of knowing the position of the respondent in the sector, the result showed that about
60.7 percent and 15.3 percent of the respondents respectively were owners and managers while

24 percent were employees (Table 4.5).

Table 4.5 Respondents’ positions

Position Frequency Percentage
Owners 91 60.7
Employees 36 24.0
Managers 23 15.3
Total 150 100.0

Sources: Business profit taxpayers survey and own computation

In addition to the respondent position, the result shows the working duration of managers and

employees in the sectors that covers the period from 1 to 5 years (Table 4.6).

Table 4.6 Working durations of managers and employees in a respective sectors

Working duration Frequency Percentage
1-5 years 58 38.7
Missing 92 61.3
Total 150 100.0

Sources: Business profit taxpayers survey and own computation

In case of the educational qualification of respondents, the survey revealed that about 31.3
percent had Diploma while 12.7 percent had a Bachelor Degree. Nearly 32 percent of
respondents indicated that they had completed grade 12, while 14.7 percent and 7.3 percent were

below grade 12 and no formal schooling respectively (Table 4.7)
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Table 4.7 Respondents educational background

Level of education Frequency | Percentage
No formal schooling 11 7.3
Below 12 grade 22 14.7
12 grade complete 48 32.0
Diploma 47 31.3
Bachelor degree 19 12.7
Master or above 3 2.0
Total 150 100.0

Sources: Business profit taxpayers survey and own computation

4.2.1.2 Attitude towards the fairness of business profit tax system

With respect to attitudes towards the fairness of business profit tax systems, different questions
were asked. One of the questions inquired about the respondents®™ attitude towards the size of
business profit taxpayers who are not willing to pay their taxes. In this regard, the survey
outcomes revealed that about 32 percent , 38.7 percent, 25.3 percent and 4 percent indicated that

taxpayers that fail to meet their obligation would be many, significant, few respectively whereas

4 percent of the respondents replied that there is no unwillingness to pay tax (Table 4.8).
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Table 4.8 The size of taxpayers who are not willing to pay business profit taxes

Size of taxpayers Frequency Percentage
Many 48 32.0
Significant 58 38.7
Few 38 25.3
None existence 6 4.0
Total 150 100.0

Sources: Business profit taxpayers survey and own computation

To know the reason why taxpayers fail to comply profit taxes other than the non-existanant

group the result revealed that about 42.7 percent showed lack of awareness as the major reason

while 38.7 percent, 10 percent, and 8.7 percent showed lack of ability to pay, negligence and only

intentional behavior respectively(table 4.9).

Table 4.9 Reasons for taxpayers’ failure to comply with profits tax system

Reasons Frequency Percentage
Lack of knowledge 64 42.7
Lack of ability to pay 58 38.7
Negligence 15 10.0
Intentionally 13 8.7
Total 150 100.0

Sources: Business profit taxpayers survey and own computation
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Table 4.10 presents the descriptive statistics result on tax fairness perceptions issues.
Examination of the mean value of horizontal fairness showed horizontal fairness was the only
fairness dimension with a mean of more than 4.0 for all its indicators. Which consequently
resulted in high mean for the construct of ,horizontal fairness* itself, at 4.14 similarly 94 percent
of the respondents described that horizontal tax system is fair. Inversely the mean value of
administrative fairness had below the average, which resulted in 2.3 similarly 67 percent of the
respondents described that the tax system lacks administrative fairness. In addition, the mean
value and percentage for general fairness, vertical fairness, personal fairness and exchange
fairness were mixed, which is 2.78, 3.32, 3.22, and 3.87 respectively as the same time for this

construct the percentage showed below the average.
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Table 4.10 Descriptive statistics on fairness perceptions of Addis Ababa City business profit taxpayers
Strongly Disagree Neutral Agree Strongly agree | Mean | Std.dev
Measures disagree
No | % No | % No % No | % No %
88 | 58.7| 143 | 95.3 63 42 | 91 | 60.6 65 43.4 2.78 .70
Sum of general fairness
I believe the government utilizes a| 43| 28.7| 76| 50.7 18 | 12.0 9 6.0 4 2.7 2.03 94
reasonable amount of tax revenue to
achieve social goals, such as the provision
of benefits for low income families
I believe everyone pays their fair share of | 34 | 22.7| 53| 35.3 18| 12.0| 20| 13.3 25 16.7 2.66 1.40
income tax under the current income tax
system
I think the government spends too much | 11 73| 14 9.3 27| 18.0| 62| 413 36 24.0 3.65 1.16
tax revenue on unnecessary welfare
assistance. This 1is especially true in
developed countries with what is true in
countries like Ethiopia
Sum of exchange fairness 64 | 427 | 109 | 92.4 76 | 50.6 | 139 | 92.7 62 41.4 3.87 .87
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It is fair that low-income earners receive
more benefits from the government
compared to high-income earners.

19

12.7

25

16.7

33

22.0

45

30.0

28

18.7

4.44

1.64

The income taxes that I have to pay are
high considering the benefits 1 receive
from the government

I receive fair value from the government in
return for my income tax paid (e.g.
benefits)

12

33

8.0

22.0

25

59

16.7

39.3

14

29

9.3

19.3

78

16

52.0

10.7

21

13

14.0

8.7

3.47

3.70

1.16

1.74

Sum of horizontal fairness

8.5

12

8.0

28

18.7

143

95.4

11

74

4.14

.60

It is fair for individuals with similar
amounts of income to pay a similar amount
of income tax.

1.3

2.7

21

14.0

67

44.7

56

37.3

4.14

.85

I believe it is fair for me to pay a similar
share of income tax compared with other
taxpayers earning an equivalent amount of
income

7.2

5.3

4.7

76

50.7

55

36.7

4.13

0.92

Sum of vertical fairness

50

33.3

100

66.6

51

34

155

103.

94

62.7

3.32

74

It is fair that high-income earners are
subject to tax at progressively higher tax
rates than low-income earners. This also
applied practically.

14

9.3

41

27.3

13

8.7

55

36.7

27

18

3.27

1.29

It is fair that low-income earners are taxed
at a lower rate than middle-income earners.

4.7

17

11.3

14

9.3

64

42.7

48

32.0

3.86

1.13
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The share of the total income taxes paid by | 29 | 19.3 | 42| 28.0 24| 16.0| 36| 24.0 19 12.7 2.83 1.33
high-income earners is much too high.
Sum of personal fairness 68 | 454 | 83| 55.3 74 | 49.4 | 135 90 90 60 3.21 73
I believe that I pay my fair share of the tax | 43 | 28.7| 42| 28.0 31| 20.7| 24| 16.0 10 6.7 2.44 1.25
burden under the current income tax
system
Compared to other taxpayers, I pay more | 21 140 29| 19.3 30| 20.0| 40| 26.7 30 20.0 3.19 1.34
than my fair share of income tax.
I believe there are a number of factors that 4 271 12 8.0 13 87| 71| 473 50 33.3 4.01 .99
affect the fairness of income tax system
Sum of administrative fairness 85| 56.6 | 114 76 45 30| 38| 25.3 18 12 23 .78
There are a number of ways available to| 35| 23.3| 55| 36.7 21| 140 26| 17.3 13 8.7
me to correct errors in the calculation of 2.09 1.05
my tax liability, if necessary, at no
additional cost.
The administration of the income tax | 50| 33.3| 59 | 39.3 24| 16.0| 12 8.0 5 33 2.09 1.05
system by the Ethiopian Revenue and
Custom Authority or Inland Revenue
Authority is consistent across years and
taxpayers

1-Minimum for mean, 5- the maximum mean, Number of respondent- 150, St.Dev-standard devation

Sources: Business profit taxpayers survey and own computation
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4.2.1.3 Tax knowledge and tax complexity

To know the point why taxpayers pay taxes, the survey result showed that 99 percent of the
respondents responded that they knew why they pay taxes. 59.3 percent of the respondents
replayed that they pay taxes because it is a compulsory act while 28 percent of the respondent
said that it is a deuty of anticipation in public services. On the other hand, 6.7 percent of the
respondent replayed that they have no opportunity to evade, and the remaining 6 percent of the

respondents said that they pay taxes to escape from the government intimidation (table 4.11).

Table 4.11 Reasons why taxpayers pay taxes

Reasons Frequency Percentage
To avoid disturbances (penalties, sanctions) 9 6.0
In anticipation of public services 42 28.0
There is no opportunity to evade 10 6.7
It is an obligation towards the government 89 59.3
Total 150 100.0

Sources: Business profit taxpayers survey and own computation

As Table 4.12 revealed, 80 percent of taxpayer survey responded that the tax system is not fair
and based on the principle of ability-to pay while the remaining 20 percent of the respondent
responded that the tax they paid is fair and equitable.

Table 4.12 Tax fairness and ability to pay taxes

Fairness issues Frequency Percentage
Yes( fair) 30 20.0

No (unfair) 120 80.0
Total 150 100.0

Sources: Business profit taxpayers survey and own computation

82



Taxpayers’ perception towards fairness: personal business profit taxpayers in Addis Ababa

The justification of the respondent showed that the tax system is unfair and not based on the
ability to pay principle. In this respect, 14.7 and 13.3 percent of taxpayers“responded that there is
no administrative fairness and custom of paying taxes respectively. On the other hand, the survey
results of 15.7, 9.1, 18.4, 23.0, and 5.8 percent showed that the tax system is not in line with
general, exchange, vertical, personal fairness, and simplicity of tax system respectively (table

4.13).

Table 4.13 Reasons for unfairness of a tax system

Reasons Frequency Percentage
Absence of general fairness 4 15.7
Absence of exchange fairness 8 9.1
Absence of vertical fairness 7 18.4
Absence of personal fairness 9 23.0
Absence of tax knowledge 20 13.3
Absence of administrative fairness 22 14.7
Absence of tax knowledge 20 13.3
Complexity of tax system 12 5.8
Total 82 100.0

Sources: Business profit taxpayers survey and own computation

To know whether the tax authority delivered training or education for enhancing the knowledge
of taxpayers™ the survey result showed that 43.3 percent of respondents were not taken any
trainings that could developed there awareness. Whereas 19.3 percent and 26.7 percent of the

respondent replied that, they had taken twice and once in a year respectively (table 4.14).
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Table 4.14 Programs of education/ training sessions delivered in a year

Education Frequency Percentage
Once a year 40 26.7
Twice a year 29 19.3
Three times per year 10 6.7
Above three times per year 2 1.3
Not at all 65 43.3
Total 146 97.3
Missing system 4 2.7
Total 150 100.0

Sources: Business profit taxpayers survey and own computation

Table 4.15 and 4.16 presents the descriptive statistics result on personal perceptions of tax
knowledge and tax complexity of the current income tax system. Examination of the mean value
of tax knowledge showed that slightly above the average mean value, which resulted in 2.85
similarly 88 percent of the responses indicated that there is lower level of tax knowledge.
Besides the mean value for personal perceptions tax complexity of the income tax system,
showed high, which resulted in 3.48 similarly 91 percent of the respondents described that the tax
system had complexity nature. (Remark: in this study High mean value for tax complexity believed to be

treated as the tax system as complex and for tax knowledge lower mean value).
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Table 4.15 Descriptive statistics of personal perception on tax knowledge of the business profit tax system

Strongly| Disagree| Neutral Agree| Strongly| Mean| St.Dev
Measures disagree Agree

No| %] No %| No %| No %| No %
General knowledge 214| 71.3(335| 92.2(211| 80.6 291| 93.9(149| 99.4| 2.85 40
The rules related to income tax are clear and understandable 52| 347 54| 36| 26| 17.3| 14| 9.3| 4| 2.7| 2.09| 1.27
I do not have any problem with completing and filing the tax return| 50| 33.3| 62| 41.3| 6/ 4.0 19| 12.7) 13| 8.7| 2.22| 1.27
form(s), if they are required
I know all what is required from me in respect of my business profit| 20| 13.3| 71| 47.3] 29| 19.3| 18| 12.0] 12| 8.0] 2.54| 1.12
tax obligations
As far as I am aware, everyone who earns income sourced in this| 32| 21.3| 26| 17.3| 29| 19.3| 36| 24.0] 27| 18.0] 3.00{ 1.41
country is taxable, regardless of whether that person is resident or not
I believe that I do not have to be abide by the deadline for the| 38| 25.3| 44| 29.3| 22| 14.7| 33| 22.0] 13| 8.7 2.59| 1.31
submission of tax return form s.
To my knowledge I have little idea about the deductions that I can 70 4.7 27| 18.0| 34| 22.7| 53| 35.3] 29| 19.3| 3.46] 1.31
claim as a taxpayer in the computation of my tax liability
As far as 1 know the business profit tax is not fair in general. 10| 6.7 28| 18.7| 29| 19.3] 56| 37.3| 27| 18.0] 3.41| 1.17
The income tax system is a legitimate way for the government to 5| 3.3| 23| 15.3| 36| 24.0| 62| 41.3| 24| 16.0f 3.51| 1.40
collect revenue to manage an economy

1-Minimum for mean, 5- the maximum mean, Number of respondent-150, St.Dev-standard devation

Sources: Business profit taxpayers survey and own computation
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Table 4.16 Descriptive statistics of personal perception on tax complexity of the business profit tax system
Strongly disagree Disagree Neutral Agree Strongly| Mean| St.Dev
Measures agree
No %| No % No %| No % No %
Tax Complexity 73| 48.5| 132| 88.1| 155/803.3| 363| 91.1| 177 87| 3.48 48
I do not have to make a lot of effort to understand the 9 6.0f 10 6.7 26| 17.3| 76| 50.7| 29| 19.3] 3.70| 1.04
explanations given in Ethiopian Revenue and Custom
Authority guidebooks and other similar explanatory
materials
I find tedious in procedural complications and to 17 113 19| 12.7] 22| 14.7| 64| 42.7| 28| 18.7| 3.44| 1.25
maintain all my relevant records for the whole year
for tax purposes
The term used in the tax return forms are difficult to 14 9.3 18] 12.0f 32| 21.3| 52| 34.7| 34| 22.7| 3.49 1.23
understand
The Ethiopian business profit tax system is too 8 5.3 25| 16.7) 26| 17.3] 66| 44.0 25| 16.7| 3.50 1.12
complicated
The Ethiopian business profit tax rules are bulky and 14 9.3| 25| 16.7| 28| 18.7| 48| 32.0| 35| 23.3| 3.43| 1.27
hard for taxpayers like us to navigate
Most of the time, I need to refer to others 11 7.3 35| 23.3] 21| 14.0) 57| 38.0 26| 17.3] 3.34 1.22
(professionals) for assistance in dealing with the tax
matters. Because of unclear and unfair treatment of]
the business profit tax system

1-Minimum for mean, 5- the maximum mean, Number of respondent-150, St.Dev-standard devation

Sources: Business profit taxpayers survey and own computation
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With regard to measures taken by the government, the survey respondents were given the
opportunity to suggest on the issue that is better if it implement for making the tax system fair. In
this aspect, 42 percent of the respondents agreed with strengthening legal enforcement and
penalties to ensure tax fairness whereas, 58 percent disagreed with the aforementioned idea
likewise the mean value remained below the average. In the case of other measures ( improving
policy and administration issues, educating the taxpayers and conducting awareness creation and
consultation sessions, to provide necessary information to taxpayers® like, services and utilization
of tax revenues. In addition reducing tax rates and making the collection procedures simple,
transparent, and seating of different programs to enhance taxpayers” knowledge regarding the
importance of imposing tax, and convincing taxpayers to believe, as the tax system is fair) 93 to
99 percent of the respondents agreed that the government has to take measures that could ensure

tax fairness. Hence, the mean value also showed above the average i.e. 1.97 and 1.93 (table 4.17).

87



Taxpayers’ perception towards fairness: personal business profit taxpayers in Addis Ababa

2011

Table 4.17: Taxpayers’ responses on measures taken by the government to improve tax fairness issue

Response
Possible measures Disacree | Aoree
Mi | Ma | Mean | Std. 8 8

dev %) | (%)
Improving policy and administration issues 1 21 197 .16 3 97
Educating the taxpayers and conducting awareness creation and 1 2 1.93 25 7 93
consultation sessions
To provide necessary information to taxpayers* like: services and 1 2 1.94 24 6 94
utilization of tax revenues.
Seating of different programs to enhance taxpayers” knowledge 1 2 1.99 12 1 99
regarding the importance of imposing tax, and convincing taxpayers to
believe as the tax system is fair.
Strengthening legal enforcement and penalties 1 2 1.21 .49 58 42
Reducing tax rates and making the collection procedures simple and | 1 2| 1.98 14 2 98
transparent

Mi- Minimum, Ma- Maximum, and Std.dev-standard devation, -mnimum min value, 2-maximum mean value

Sources: Business profit taxpayers survey and own computation
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Apart from the discussions so far, survey respondents were given the opportunity to comment on
the overall fairness of business profit tax system. More specifically, open-ended questions were
asked concerning fairness of business profit tax system and factors affecting the tax fairness like;
tax fairness dimensions, complexity of the business profit tax system and knowledge of the

business profit tax system.

Therefore the following results were drawn: The current business profit tax system strained the
practice of fairness and ability to pay. 32percent of the respondents indicated that the current
business profit tax system did not consider taxpayers self-interest. Whereas 24.7 and 19.3 percent
of the respondents replied that, the current business profit tax system is unequated with tax rate
and unfair treatment of wealthy people (Table 4.18).

Table 4.18 Fairness of business profit tax

Summary of response Frequency Percentage
Unfairness of tax burden distribution 15 10.0
Inappropriateness of exchange with the 21 14.0
government

Unfair treatment of wealthy 29 19.3
Unequated tax rate/ structure 37 24.7
Lack of keeping self interest 48 32.0
Total 150 100.0

Sources: Business profit taxpayers survey and own computation
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In respect of the business profit tax knowledge, 37.3 and 38.0 percent of survey respondents
replied there are no explicit mechanisms that enhance the awareness of tax system and tax
knowledge in general. In addition, 15.3, 3.3, and 6.0 percent of the survey respondents indicated
that there are no any tax training /follow up, technical and legal knowledge provided by the

respective party (Table 4.19).

Table 4.19 Knowledge of the business profit tax system

Summary of responses Frequency | Percentage
Doesn‘t have technical knowledge 5 3.3
Doesn‘t have legal knowledge 9 6.0
Unavailability of follow up and tax training 23 15.3
Not have much of general knowledge 57 38.0
Unavailability of tax awareness creation mechanism 56 37.3

Total 150 100.0

Sources: Business profit taxpayers survey and own computation

Besides the above-mentioned idea, survey respondents were also given the opportunity to
comment on the complexity of the business profit tax system. Based on this 40.7 percent of the
respondent replied that the business profit tax system have computational and procedural
complexity. In addition, 28.7 and 20.0 percent of the respondents pointed out the business profit
tax systems low level of readability and complexity of tax treatment procedure respectively.
Whereas 6.7 and 4.0 percent of survey respondents further showed that the tax return form and

procedure is unclear and highly complex (Table 4.20).
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Table 4.20 Complexity of business profit tax system

Summary of responses Frequency Percentage
The tax structure by itself complex 6 4.0
The tax return form and procedure is unclear 10 6.7
Complexity o ftax treatment procedure 30 20.0
Computational complexity and procedural complexity 61 40.7
Low level of readability and rule complexity 43 28.7
Total 150 100.0

Sources: Business profit taxpayers survey and own computation

figure 4.1 Do you think that the business profit tax you are paying is fair and based on your ability to pay?

120
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Sources: Business profit taxpayers survey and own computation
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4.2.1.4 The logit model results

This section presents the result of the model through regression analysis such as Wald‘s-test,
mean value, p-value, R-squares (R2), adjusted R-square, significant test, path coefficients using

SPSS.

Investigating the mean values of fairness perceptions among Addis Ababa City business profit
taxpayers, together with the corresponding two-tailed p-values to determine whether or not
taxpayers® perceptions different. The p-values column shows values of less than 0.05 for all
dimensions of fairness tax complexity and tax knowledge with the exception of horizontal
fairness. In respect of the Wald“s-test, analysis revealed results with regard to the taxpayers™
perceptions towards the fairness of business profit tax system. The result shows that almost all of
the respondents have different perception towards the business profit tax system. More
specifically The Wald s-test analysis shows that the respondents have lower fairness perceptions,
and tax knowledge. Whereas in terms of complexity of the tax system, similarly the Wald"s test
viewed that the system is more complex. At the same time, path coefficients, in the logit model,
represents the predictive link among constructs. Therefore, the path coefficients for tax fairness
dimension tested variables except horizontal fairness and other variables like tax knowledge and
tax complexity were highly significant at the 0.005 level. Finally, the R2 value suggests to what
extent the independent constructs help to explain the dependent constructs. Thus, the bigger the
R2, the more predictive power the model possesses. Therefore, the R2 result shows that 70

percent of those fairness dimension, tax knowledge and tax complexity system explain the
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dependent variable. Table 4.21 presents the statistical outcomes, which include p-value, mean,

path coefficient, observed Wald 's-statistics, and significance level.

Multiple regression analysis

Multiple regression analysis is conducted to identify the relationship between tax fairness
perception as dependent variable and the independent variables. The outputs of multiple

regressions are showed in (Tables 4.21).

Table 4.21 Summary of the Regressions Model/using logit model/

R’ | Adjusted Path Wald’s- Significance | Mean | p-value
Variables R? Coefficient | statistics Level (two-
tailed
Effects on Fairness | 0.69 0.67
Perceptions
General fairness .054 4.225 .005 2.78 .003
Exchange fairness .033 3.123 .005 3.87 011
Vertical fairness .026 2.768 .005| 3.49 .832
Horizontal fairness .002 2.901 005 | 3.32 .000
Personal fairness .013 3.0045 .005 | 3.23 .006
Administrative .037 3.430 .005 | 2.30 .000
fairness
Tax knowledge .023 3.0569 005 | 2.96 012
Tax complexity
420 5.2063 005 | 4.14 .013
Level of significance; p<0.001,* p<0.03, Tol= tolerance level (acceptable level <0.10)

TFairi = 00 + B1 GF + B2EF + B3VF + B4HF + B5PF + B6AF + B7TK + B8TC + Ei

TFair=0.054GF + .033EF + .026VF + .002HF + .013PF + .037AF + 0.324TK + 0.420TC + Ei

Sources: Business profit taxpayers survey and own computation
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Pearson correlation coefficient

A correlation test is conducted to determine the relationship between fairness perception of
business profit tax system as the dependent variable and the independent variable in this study.

Table 4.22 shows the correlations between fairness perception of on tax and the eight factors.

Table 4.22: Correlation of the major variables

TF GF EF HF VF PF AD TK TC
TF 1 510 596 -202(**) 509 467 764  .328 421
GF 1 369 601 270 758 516 504 623
EF 1 232 663 663 328  .688 643
HF 1 301 515 340 456 503
VF 1 250 584 138 266
PF 1 442 430 516
AD 1 346 412
TK 1 212
TC 1

Correlation is significant at the 0.05 level (2-tailed).

Note that: TF(tax fairness),GF(general fairness), EF(exchange fairness),HF( horizontal fairness), VF( vertical

fairness), PF(personal fairness),AD(administrative fairness), TK (tax knowledge) and TC( tax complexity)

Sources: Business profit taxpayers survey and own computation
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4.2.2 In-depth interview results

As stated in chapter 3, apart from the survey, this study employed in-depth interviews with
business profit taxpayers. This aimed at obtaining the taxpayers” perception of the fairness on the
business profit tax system and the effect of tax knowledge and tax complexity on fairness
perceptions. In the study, the business profit taxpayers participated from the different sectors and
turnover levels. This in turn enables the study to assess divergent views and arguments from
different angles. In the context of the above data sources, the following section presents the

results of in-depth interviews with 30 business profit taxpayers.

As far as this study is concerned on the issues of fairness perception, the participants™ had
reflected mixed ideas. Accordingly, from the different tax fairness dimension, 20 percent of
interviewees showed that taxpayers had fair perception towards the current income tax system
whereas 80 percent of them however were unhappy with the prevailing income tax system (table

4.23).
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Table 4.23 Summary of responses on tax fairness issues

Responses Frequency | Percentage
Those individuals with similar amounts of income pay a similar 4 11.0
amount of tax.
Those who earns equivalent amount of income pays tax 2 6.0
accordingly
Reforms following BPR improved certain tax collection process 1 3.0
The administration of the income tax system by the Ethiopian 5 18.0

Revenue and Custom Authority or Inland Revenue Authority is
inconsistent across years and taxpayers

Not all taxpayers paid their fair share of the tax burden 4 11.0

Practically high-income earners are not taxed at progressive tax 3 10.0
rates than low-income earners.

The government are not effectively utilizes a reasonable amount 4 12.0
of tax revenue to achieve social goals, such as the provision of
benefits for low income families

The benefit receive from the government by high-income and 3 9.0
low-income earners are not equitable and ability to pay principles

The government spends too much tax revenue on unnecessary 2 5.0
welfare assistance

The initial late payment penalty on the unpaid tax, imposed on 2 7.0
non-compliant taxpayers under the current tax system, is unfair
Individuals who deliberately evade paying their taxes should be 2 8.0

penalized with the same amount of penalty regardless of the
amount of tax evaded is observable this is unfair

Total 30 100.0

Sources: Business profit taxpayers in- depth interview outcomes and own computation

With respect to level of tax knowledge issues the researcher has sought that 62 percent of the
participant had general idea on the business profit taxes whereas the remaining 38 percent

replayed that they don‘t have detail technical and legal knowledge on the system. Besides, this 94

96




Taxpayers’ perception towards fairness: personal business profit taxpayers in Addis Ababa

percent of participant of the interview reflected that the business profit tax system has complexity

nature with respect to tax treatment procedure, computational complexity and procedural

complexity, and low level of readability and rule complexity. Whereas 6 percent of the

participant reflected, there is no complexity nature and procedure of the current of the income tax

system. Furthermore, 91 percent of the participant agreed that the absence of tax knowledge and

tax complexity had series effect on the tax fairness perceptions. As the same times 99 percent of

the respondent replayed that, the government particularly the tax authority should improve the

current tax system, through giving high emphasis on tax fairness dimension (table 4.24).

Table 4.24 Tax knowledge and tax complexity response

Response Frequency | Percentage

Tax payers have only know how with a general knowledge and 7 23.0

ideas of the tax system

There are many problems and un understandable with respect to 8 27.0

completing and filing the tax return form(s).

There is a little idea about the deductions that taxpayer in the 5 17.0

computation of tax liability

Doesn‘t have technical knowledge and legal knowledge 10 35.0
Total tax knowledge response 30 100.0

Some of the participant reflected, there is no complexity nature and 2 6.0

procedure of the current of the income tax.

The Ethiopian business profit tax rules are bulky and hard for 12 40.0

taxpayers like us to navigate

The tax structure and treatment procedure by itself complex 10 35.0

Low level of readability and the tax return form and procedure is 6 21.0

unclear

Total tax complexity response 30 100.0

Source: Business profit taxpayers in-depth interview and own computation
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To sum up the abovementioned result section presented the result of different methods that
adopted in the research independently. Specifically, the results of the quantitative and qualitative
methods of inquiry, namely survey and in-depth interview with business profit taxpayers were
presented. Data obtained through these methods were employed to investigate attitude towards
the fairness of business profit tax system, tax knowledge and tax complexity. The results of the
different data collection methods revealed consistent findings. However, in order to address the
research problems of this study, as detailed in chapter 3, it is crucial to examine the results of the
different methods concurrently. It is therefore to pool the results presented in this section together
and comprehensively address the research question (specific research question) and hypotheses.
The subsequent section, hence, endeavours™ to analyse the results and address the research

questions holistically.
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4.3 Analysis

As stated in chapter 2 the specific research question of this thesis is ,,How is the perception of
Addis Ababa City business profit taxpayers towards the business profit tax system? " In this
context, the broad objective of this research, as presented previously, is to explore how Addis
Ababa City business profit taxpayers perceive business profit tax fairness issues. i.e, (It tries
much to show taxpayers™ perception towards the fairness of business profit tax system in line
with the social aspects (perception of the taxpayers) and political aspects (the way the
administration conducts in accordance with tax fairness dimensions); in the case of the City of

Addis Ababa).

This broad objective was stated as hypotheses and specific research question in section 4.1. The
purpose of this chapter is to address the specific research question and hypotheses through
considering broader objective of the study at large, using data presented in the preceding section.
Accordingly, the following Analysis presents; how the research question and all the hypotheses
were addressed. This is followed by a discussion of the application of the findings to the research

objectives.

Hypothesis1, which states, there is no difference in fairness perceptions, level of tax knowledge
perception, and level of complexity perception among Addis Ababa City business profit taxpayers
of the current business profit tax systems. And “How is the perception of Addis Ababa City

business profit taxpayers towards the fairness business profit tax system?”
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Data obtained from business profit taxpayer” survey and in-depth interviews were employed to

address this specific research question and hypotheses.

Based on table 4.9, 4.10,4.12,4.13 4.15,4.19 and 4.20 the mean values of survey results of
fairness perceptions among Addis Ababa City business profit taxpayers, together with the
corresponding two-tailed p-values to determine whether or not taxpayers® perceptions is different.
The p-value column shows values of less than 0.05 for all dimensions of fairness with the
exception of horizontal fairness. Based on these statistics, the null form of hypothesisl, which
states, there is no difference in fairness perceptions, level of tax knowledge perception, and level
of complexity perception among Addis Ababa City business profit taxpayers of the current
income tax systems. In Fairness perception case, not accepted at 5 percent significance level. In
other word, the result implies that fairness perceptions among Addis Ababa City business profit
taxpayers are different. The only fairness dimension that taxpayers had similar perceptions was
horizontal fairness. Apart from providing evidence of significant difference in five dimensions of
fairness perceptions among taxpayers, the mean values further indicate that taxpayers have better
fairness perceptions on the horizontal fairness. The result indicates that the tax they pay is not fair
responded as the tax rates are too high, tax revenues are not spent on public services, and
taxpayers are not willing to pay. From this response, it is clear that the tax rate is not based on the
ability-to-pay principle or it is perceived to be unfair by taxpayers. In the levels of tax knowledge
case, similar to the above case it is not accepted at the 5 percent significance level. This signifies
that business profit taxpayers have different levels of tax knowledge. In addition to this, mean

values indicate that taxpayers have lower knowledge. Finally, in the case of perceptions of tax
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complexity among business profit taxpayers, the result indicates that there is a difference in the
levels of perceptions of the complexity among business profit taxpayers in the current business
profit tax systems as the same time the mean values, it appeared that taxpayers perceived the

income tax system as a more complex.

Besides this, the results from the Wald®s-test analysis described earlier, the fairness perceptions
among business profit taxpayers indicate that the taxpayers who perceived their business profit
tax system is unfair in different dimension i.e.,. General fairness, exchange fairness, vertical
fairness, personal fairness, and administrative fairness aspects with the exception of horizontal
fairness. Because the data indicates that, those taxpayers who are in similar economic positions
taxed at similar rates. As the same time, the tax knowledge of the taxpayers in table 4.15 earlier
as the mean value indicated that taxpayers had low level of knowledge. The possible explanation
for these findings is the business profit and other investment incomes of taxpayers where their
filing mechanism is difficult to understand easily. In this respect, possibly, respondents felt that
their limited knowledge of tax is inadequate for them to comply with their tax obligations, and
therefore which require more knowledge of the income tax system in the process of filing their
tax return forms. Whereas the finding from interviews shows that, lack of knowledge among
business profit taxpayers caused difficulty for dealing with tax matters the main reason for this as
the suggestion of taxpayers is the tax authority does not provide any general, technical, and legal
knowledge. Subsequently, the survey results of business profit taxpayers indicated in table 4.15
showed the mean value of tax complexity is high in other words the tax system has complex

morphology; this is due to the protracted and prolonged in nature of the tax system.
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As the interviewed data analysis indicated that business, profit taxpayers had mixed perceptions
on the fairness of the income tax system. Participants who viewed the business profit tax to be
fair considered that paying tax is fair and not burdensome in the sense that one part of a social
responsibility that should not avoided by any person living in a city. Some of the respondent
explained that: It is designed reasonably fair to the Ethiopian society because of the recent
modifications of the government, and the income tax system is fair, but it could always possible
to fine-tune it. In addition to this, taxpayers pointed out the complexity of the tax system in
respect of their sources of incomes, while complying with the difficulties of the tax law for the

business profit taxpayers.

Furthermore, the findings from the interviews indicated that the majority of taxpayers criticized
several aspects of fairness. This is due to the variations in each dimension of fairness perceptions

with the exception of horizontal fairness.

In general, terms based on the survey, and an in-depth interview discussion implies that the
findings answer the research question negatively and the justification opposes hypothesisl.
Similarly, scholars like Fallan (1999), Richardson (2005) and (Saw and Sawyer2010) as stated in

the literature chapter supports this justifications.

Hypothesis 2, which states: “Addis Ababa City taxpayers perceive fairness of business profit tax
systems as being multi dimensional.” To test this hypothesis survey result coupled with the outcome
of in-depth interviews were used.
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As Table 4.10 survey data revealed, the taxpayers perceived the fairness of business profit tax
system from various dimensions: general, exchange, horizontal, vertical, personal, and
administrative fairness. These include the government spending extent of the collected tax
revenue for the benefits of the society at large, the consideration of business profit taxpayers in
different economic levels in respect of compliance of tax. As well as administration of the
business profit tax system in line with legal, formal and procedural aspect and the fulfillments of

self-interest for reacting with tax fairness issues.

Whereas in case interview result showed tax, fairness perceptions noted from different angles.
For instance, there was a claim that fairness of the income tax system should be determined based
on how tax is collected and how tax revenue is spent. If fairness were defined in these manners,
some taxpayers would have improved perceptions of the fairness of the business profit tax

system.

While majority of the participants perception went beyond the aforementioned two aspects of the
business profit tax system. For them efficient tax collection and proper government spending of
the collected tax revenues as measure for tax fairness dimensions, this supported by the analysis
performed on taxpayers™ views on fairness perceptions, which subsequently generated four main
themes of fairness perceptions :( 1) General fairness; (2) Vertical fairness; (3) Administrative

fairness; and (4) Personal fairness.

In this study, general fairness is concerned with taxpayers® perceptions of the broader aspects of

the income tax system, such as government spending of the tax revenue and the benefits system.
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The results from the interviews indicated that, very the government spending of the collected tax
revenues whereas the majority of the interviewed business profit taxpayers signaling their
disappointment and discomfort concerning this issue satisfied few. These participants firmly
believed that tax revenues were not properly spent in desired areas, such as health and education
and instead wasted on government bureaucracy. This has intern led to the violation of trust in the

government.

In relation to government spending, some participants further commented on the transparency
issue where they claimed that the taxpayers were not well- informed on the details of how the tax
revenue was spent. They expected a full disclosure of the government expenditure allowing them
to examine the accounts and demonstrating greater government accountability. Specifically
comments like there are a lot of a hidden cost, which has not been made public or told to the
public and the people should be informed, everyone has the right to be informed and there should

be an open book.

With regard to the social welfare/government benefits system, participants were generally
pleased with the idea of assisting low-income taxpayers to have sufficient money to live on.
However, participants stated that the system implemented with care to ensure that wealth
distributed fairly and only to those genuinely in need. This is essential to avoid the misuse of

money by those not deserving assistance.

Vertical fairness suggests that people in different economic situations should tax differently

(Kirchler et al. 2006). Ideally, vertical fairness maintained when people with higher incomes
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taxed at higher rates than those with lower incomes. This issue considered by the Ethiopian
income tax system where the progressive tax rates currently as follows (FIRA, 2010): The
participants theoretically agreed this idea of progressive tax rates when they claimed that it is fair
to impose higher tax rates on high-income earners rather than low-income earners. However, the
implementation of the progressive tax rate under the current business profit tax system appeared
to be unsuccessful. The result of the interviews indicated, vertical fairness was not accurately
maintained in the tax system because; higher incomes earners were not sufficiently taxed. Others
condemned the income tax system as ,oppressing® the poor and hence, there was a suggestion to
not tax low-income business profit taxpayers and between small business owners, who largely
represent the middle-income group, and big companies. Participants who had experience running
a small business, such that small business operators not treated fairly relative to the big

companies, who were entitled to various tax breaks.

Administrative fairness is concerned with taxpayers™ perceptions of how the tax authority
administers the business profit tax. This concept of fairness emerged from Procedural Justice
Theory (PJT), which asserts that fairness in procedures may lead to fair outcomes. PJT postulates
six principles underlying fair procedures, namely: consistency, bias-suppression, accuracy,
correctability, representativeness, and ethicality. This statement signals that the bias-suppression

principle violated.

Despite the criticisms on the accessibility of the revenue authority, participants were quite

satisfied with the tax authority those their annual turnover less than hundred thousand were no
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longer required to file tax return forms. Such simplicity, however, were not enjoyed by their
annual turnover greater than hundred thousand business profit taxpayers groups, who remain
burdened with a lot of paperwork. This situation seems to be most unsatisfactory as the

responsibilities to organize tax matters rests solely with the taxpayers.

Another aspect of administrative fairness that participants commented on was administering taxes
for beneficiaries. Participants claimed that taxing beneficiaries and low-income people had
actually resulted in huge tax administrative costs. In addition, participants commented that it
seems unreasonable for the tax authority to impose tax on benefits, which essentially designed to
help low-income people. In relation to this, participants were suggested excluding low-income
people from the income tax system, which would subsequently reduces the number of people

ERCA has to administer, and associated administration costs.

Personal fairness deals with taxpayers® perceptions as to whether the current income tax system is
fulfilling their self-interest. From the interview conducted, the amount of tax an individual
personally pays is too high generally and in comparison with others, this shows they were

unhappy with the current tax rates and wished to have both lower rates.

In order to perceived as fair, the policy employed by the revenue authority must have gone
through a decision-making process, which not only involved the tax authority, and tax experts,
but also taxpayers. This PJT principle of representativeness suggests that society will be more
likely to perceive a system to be fair when they have been involved in the relevant decision-

making. The participant suggests that it should concerns about the administration of the income
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tax system in terms of; accessibility to the tax authority; responsibility in administering tax
matters; and decision-making process; all of which subsequently affected their fairness

perceptions.

Thus, Addis Ababa City business profit taxpayers viewed fairness perceptions as multi-
dimensional, and consequently this provides support to the literature, theory, and Hypothesis 2,
which states: “Addis Ababa City taxpayers perceive fairness of their business profit tax systems

as multi dimensional.

Hypothesis 3 and Hypothesis 4 which assumes that , knowledge of the business profit tax system
influences taxpayers' fairness perceptions and ,complexity of the business profit tax system
influences taxpayers " fairness perceptions.” respectively. Examination of this hypothesis required

survey result with the in-depth interview.

As the survey result showed in table 4.21, and table 4.22 hypothesis 3 was tested by examining
the path coefficient of tax knowledge to the fairness perceptions. The path coefficients of 0.023
were highly significant at the 0.005 level. Therefore, the study reveals that respondents of the City
agreed, tax knowledge had influence on fairness perceptions. At the same time Hypothesis 4,
which was tested by examining the path coefficient of tax complexity effect on fairness
perceptions, this showed that the path coefficient had positive signal this implies 0.0120, were
significant at the 0.005 level. This intern suggests that the less complex tax system will improve
taxpayers" fairness perceptions. Therefore, the statistical outcomes reveal that tax complexity was

a significant factor affecting taxpayers® fairness perceptions.
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In addition to this, Walds-test analysis also employed. In relation to tax knowledge the Wald 's-
test analysis indicates, the respondents are in a lower position. Whereas the tax complexity tests
result indicates the tax, system has complexity nature. Similarly, the logit model result with
respect to R2 reveals that, the tax knowledge and tax complexity system explain the dependent

variable (influence tax fairness issues).

As indicated in table 4.15, 4.16 and 4.19 and 4.20 respectively, the survey result showed the tax
knowledge and tax complexity had strained fairness perceptions to a certain degree. This implies
that taxpayers who were well aware of the tax knowledge understood the business profit tax

system moderately.

As the interview, result revealed, some participants who were asked about their knowledge on
business profit tax system had described that a general idea( objectives of income tax, and types

of income tax) about the business profit tax but not much on the details of the system.

With regard to the complexity of the business profit tax system, the majority of the interview
participants (business profit taxpayers) claimed that the system is generally too complex for
taxpayers to understand. Since business profit taxpayers deals with various tax matters including
income tax, turnover tax (goods and service tax) and so on, which expected to result in high
compliance costs. Whereas participant put the blame on the multitude forms and tax itself is

inherently causing the complexity in the business profit tax system.
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Thus, the interviews result showed, both tax knowledge and tax complexity are affected fairness
perceptions to a certain degree. In other word, they suggested that taxpayers with good tax
knowledge understood more of the business profit tax system, which would result in better
perceptions on fairness; as well, a justifiable business profit tax system would lead a simple and
easily understandable business profit tax system. Based on the survey and in-depth interview
result, Hypothesis 3, which assumes that , knowledge of the business profit tax system influences
taxpayers ' fairness perceptions,” accepted by taxpayer and resulting in acceptance of the
hypothesis 4, which stated that ,complexity of the business profit tax system influences taxpayers "'
fairness perceptions.” Similarly, scholars like Harris (1989), and Cox and Eger (2006), as stated

in the literature chapter supports these justifications.

The correlation between dependent variable and independent variables of tax fairness issues as
Table 4.22, the results show clearly that the correlation between fairness perception (dependent
variable) and General and exchange fairness (independent variable) is Pearson Correlation (r) =
0.510 and 0.596 with p-value = 0..003 and .011. The correlation is positive and can be accepted
in the relationship between the two variables, as the Pearson Correlation is less than 0.5
Coefficients. In this method, the significant level is at 0.05. in case of the correlation between
fairness perception and exchange fairness is Pearson Correlation (r) = 0.013 with p-value = .011.
The correlation is positive and accepted the relationship between the two variables, as the
Pearson Correlation is less than 0.5 coefficients. In this method, the significant level is at 0.05.
The correlation between tax fairness perception and horizontal and vertical fairness is Pearson

Correlation (r) = -202 and 0.509 and with p-value = .832 and .000. The correlation is negative for
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horizontal fairness and positive for vertical fairness this implies horizontal fairness is not
accepted (negative relationship) but vertical fairness is accepted, as the Pearson Correlation is
less than 0.5 coefficients. In this method, vertical fairness only the significant level is at 0.05. The
correlation between fairness perception and personal, Administrative fairness as well as tax
knowledge and tax complexity is Pearson Correlation (r) = 0.467,.764,.328 and .421 with p-value
= .006,.013,.012 and 000 respectively The correlation is positive and can be accepted in the
relationship between the dependent and independent variables, as the Pearson Correlation is less
than 0.5 coefficients. In this method also, the significant level is at 0.05. Thus, the relationship is

acceptable.

4.4 Conclusion

To sum up, the discussions in this chapter endeavored to integrate the results of the quantitative
and qualitative methods so as to address the specific research question and hypotheses and
achieve the objectives of the research holistically. However, the findings in this study are not
without weaknesses. The subsequent chapter, thus, presents the strengths and weaknesses of the
study coupled with implications to the tax authorities and the literature with future research

directions
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Chapter 5: Conclusions and recommendations

This chapter presents the conclusions and recommendations. The purpose of the chapter is to
review the whole thesis and highlight future research directions. Accordingly, section one
presents overview of the thesis and its major findings while the second section presents the
recommendations with future research directions. The third section covers the contribution of the

thesis to the literature and tax authority. The limitations of the thesis presented in the last section.

5.1 Overview of the thesis and its major findings/Conclusions

Fairness perceptions, which derived from Equity Theory, established as an important element in
individuals® lives (Zhiyong and Qingyang 2007). In taxation, a number of studies in abroad had
undertaken on the fairness perceptions, which provide inconclusive results. In Ethiopia, there is
no studies are available, thus requiring more research in this area. Therefore, the researcher has
identified a research gap that needs to be investigated the fairness perceptions, and the factors

contributing to fairness perceptions.

The identified research gap leads to the formation of broad objectives in the study. ie., to
understand how Addis Ababa City business profit taxpayers perceive business profit tax fairness
issues. Thus, the paper tries much to show taxpayers®™ perception towards the fairness of business
profit tax system in line with the social aspects (perception of the taxpayers); political aspects
(the way the administration conducts in accordance with tax fairness dimensions); in the case of
the City of Addis Ababa. To answer this objective, taxpayers™ responses in the survey

questionnaires were analyzed using descriptive analysis through SPSS. The results suggest that
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Addis Ababa Business profit taxpayers viewed the current business profit tax system as
reasonably fair in terms of horizontal fairness, but not on vertical fairness, personal fairness,
administrative fairness, exchange fairness, and general fairness. Accordingly, a Wald's-test
analysis conducted to test how taxpayers test fairness perceptions on their current business profit
tax system. In case of taxpayers™ perceptions of fairness as multi-dimensional, the results from
the analysis indicate that taxpayers have multi-dimensional perceptions of the fairness of their
income tax system. A similar indication provided in the interviews from the discussion on
various aspects of fairness perceptions. The findings from the approaches provide support, not
only to the premises under Equity Theory, but also to the existing literature on fairness
perceptions. In course of understanding the role of fairness perceptions, the study simultaneously
addressed major factors that affect fairness perceptions, namely tax knowledge and tax
complexity.

Based on the presiding analysis the paper finally drawn the following conclusions/findings:

The absence of adequate training, follow up, education and limited knowledge on their
respective business profit tax systems intern resulted in difference in the perception of
taxpayers towards income tax system and the government ought to obtain the intended
revenue from the taxpayers. Further more awareness is a corner stone as far as voluntary
compliance is concerned. As the finding shows, lack of awareness was cited as the major and
leading reason for tax.

The absence of clear-cut objectives, programs, procedures, rules and regulations which have,
direct intact with the taxpayers knowledge and awareness intern brought about complex tax

system.
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The authorities treat those individuals who have similar income level equally. This indicates
the acceptability of horizontal fairness by the business profit taxpayers.

There is no administration consistency in respect of the provisions of business profit tax
system. This negates the principles of administrative fairness across business profit taxpayers.
There is an overlap in the actual practice and the stated principles in respect of vertical
fairness; those business profit taxpayers who make high-income would not be taxed in
association with progressive tax structure.

The tax authority as a responsible organ to activate tax system in the city is not effectively
utilize a reasonable amount of tax revenue to achieve social goals and it spends much of the tax
revenue for unnecessary welfare assistance. This implies the improper practice of general and
exchange fairness;

In respect of tax estimation most of the time experts from the tax authority levy tax burdens at
the spot without considering the capacity of individual taxpayers (levy beyond the actual

capacity of taxpayers), this contradict the concepts of personal fairness.

From the above findings, what the paper generally conclude that, though there have been
considerable attempts and progresses to improve taxation system in the City, there are significant
drawbacks. Unless these strains are resolved there might not be changed the perceptions and

attitudes of the taxpayers as well as the social and economic development of the city.
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5.2 Recommendations

Edlund (2003) summarizes that those who have carefully studied the public's attitudes,
perceptions, and knowledge of taxes and tax policy have generally found that citizens are indeed
remarkably misinformed/ confused. In other way Edlun (2003), pointed attitudes towards the tax
system may affect by the behavior of an individuals reference group (relatives, neighbors,

friends, and political associates) and nature of the tax systems (taxing environment).

Based on the study conducted using survey method and in depth interview taxpayers perception
towards the fairness of business profit tax system were identified and possible recommendations
would be forwarded so that it may help the tax authority and other policy makers to approach the

issue accordingly.

v’ Firstly, as for some direction for future research, researcher in this area of study might want
to explore further on the new dimensions found discovered in this exploratory study. A
comprehensive study need to be considered to further validate the operational aspects of the
new dimensions. Another possible research would be conducted to change the sample, to
survey business profit taxpayers (sole proprietors or taxpayers doing own business) and
employments income tax payers then make a comparative study to find out if there are any
significant difference between these groups of taxpayers” The present study surveyed
business profit taxpayers. This is recommended because employments income tax is
subjected to monthly Scheduler Tax Deduction (STD) and is mandatory for employers to

comply. However, for business profit taxpayers they pay in full yearly bases. Therefore, the
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differences in the schemes might show differences in perceptions of tax fairness and their tax
reporting behaviour.

Secondly, the tax authority educating the public must be considered crucial. It is possible
through tax education, concepts of taxation and tax knowledge shall be imparted.
Furthermore, taxpayers™ need more information about their tax obligations and their role in
promoting the growth of the economy of the country and the well-being of its citizens. The
tax education can be a tool to inculcated tax fairness issue up on taxpayers® In the context of
reaching to the society, the tax authority can use the electronic media as a means to educate
taxpayers™ and change their perceptions about their tax reporting behavior and their overall
perceptions of taxation in general. Public service advertisement covering aspects of tax
reporting behavior to influence change of perceptions among taxpayers™ can be aired over
television.

Thirdly, a remedial suggestion to the tax authority and future researcher, there should be a
large-scale survey to study perception of taxpayers covering many determinants of tax
fairness. Results from the study will provide indication to tax authority of the perceptions of
taxpayers® in particular and the government in general to consider changes that will further
enhance the tax system in Country.

Fourthly, the most obvious requirement for maintaining fairness or equity among taxpayers it
should treat all taxpayer based on his/her ability to pay and fair way. Maintaining tax equity
and fairness is not achieved only through levying equal taxes on individuals who have equal
income (horizontal fairness) but also in others cases of affecting factors of fairness issues i.e.,

vertical , general, personal, administration, and exchange fairness etc. Therfore the question
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of fairness or equity is not only dealing with current taxpayers but also concerned with people
outside the tax system because ensuring equity means encouraging and protecting honest and
loyal society by adopting fair competition and efficient tax administration system. i.e,
(Effective and efficient tax assessment, collection, awareness creation, and providing
information), so that it will perceived as strong and powerful by the society especially
taxpayers. Hence, to create fair tax system the tax authority needs to strengthen itself by
educating and training its employees, computerizing its operations, devoting additional
resources, the tax law and procedures simple, understandable, and transparent because tax
fairness enhanced when vibrant and efficient tax authority exists.

Fifthly, one of the areas to stress while dealing with the issue of fairness perception is the
development of persuasive communications between the tax authorities and taxpayers. The
most effective tool for making people more positive is to empower them with knowledge and
changing taxpayers™ attitude through sustainable awareness creation programs. Awareness
creation should go beyond simply giving tax education to taxpayers it should extended to
having consultative sessions. There should be more preventative education for the public and
increased awareness of tax responsibilities in schools. Students should be educated early in
their career about tax responsibilities. All of these promote a view for tax system fair at the
same time to inculcate in citizens a sense of responsibility toward taxes and finally

There is no sufficient provision of social services by the government. According to the result,
the taxpayers need various social services from the government in return of what they have
paid as a tax. If there is no provision of sufficient services, the willingness and motivation of

the taxpayers to pay their tax obligation in full and on timely basis may affected, i.e. the
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taxpayers perceive that their money is being misappropriated or used for meaningless
purposes. Therfore the government should be transparent for the taxpayers” money and the
service provided to the society.

v' Finally, to improve tax collection enforcement measures and requirements of submission
(regarding annual tax returns) and the income tax rates should be adjusted, with adjustments

made to both the income threshold and rates.

5.3 Contribution and implications of the study

The findings of this study expected to provide updated information and advanced practices
towards fairness perceptions in the City. In the researchers view, the results of this study have
contributed to the tax literature as well as to the tax authorities (policy makers of the city

Administration) of the Country. The contributions discussed below:
To the literature

This study contributes to the existing literature in several ways. First, this study adds to the
limited literature available in the world and countries. Because Most of the prior studies
undertaken on such area conducted in United States (US), Europe, and Australia as well as there
is no any research conducted in our countries context therefore this study shows the fairness
perceptions in the cases of Ethiopia. In particular, the findings of this study which suggest that
taxpayers appeared to have negative perceptions on general fairness, exchange fairness, vertical
fairness, administrative fairness and personal fairness of the current income tax system. Thus, the
findings documented in this study will be a ,stepping stone™ for more studies in the future.

Second, the mixed-method approach undertaken in this study provides complementary views
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from different perspectives. While the survey results emphasise the predictive power and
significance level of the analysis, the in-depth interviews enhance the findings by providing
explanations that are more detailed. For instance, while the survey results suggest that a fairness
perceptions and affecting factors, the interview participants further explain their concerns with
the income tax systems that reflect their perceptions on fairness issues. Finally, this study helps
as instrument for future researchers intending to study fairness perception and factors affecting

fairness issues.

To the tax authorities

In addition to advancing academic and knowledge in the taxation area, this study also has its
practical implications. First, the information pertaining to various dimensions of fairness will be
useful to the tax authorities to improve the areas, which have led to negative attitudes on the tax
system among taxpayers as well as to incorporate measures that address these pitfalls while
designing a tax system or policy (in reviewing and modifying current income tax systems).
Besides, it may give some highlights that will serve as a basis for further nationwide research and
policy design. For instance, being aware that taxpayers of the City were dissatistied with
government spending and disclosure issues would assist the tax authorities in encouraging the
governments improve the efficiency of government expenditure and the level of transparency.
Secondly, the information obtained in this study on taxpayers™ knowledge of tax, which is
generally limited, would also be useful for tax authorities to develop an appropriate education
programme. A more consistent, rather than seasonal campaign through the public media, could be

an effective way to communicate tax matters to the public. Incorporating tax education in the
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secondary schools curriculum may also help for early exposure to tax. Finally, the information on
taxpayers perceived complexity of the income tax system provides a signal to the tax authorities,
to increase their efforts in providing a more user-friendly income tax system. While the income
tax system has undoubtedly gone through a simplification programme, the benefits of such a
programme are still vague in the view of taxpayers. Perhaps more assistance offered to taxpayers,
especially the business profit taxpayers, to deal with their tax obligations at the early stages of

their business activities.

5.4 Limitations of the research

Notwithstanding the significant contributions of this study, it also has a number of limitations.
The first is the inherent weaknesses with the survey approach itself, like the respondents™
differing interpretation of the questions. However, acknowledged that these weaknesses may
remain to some extent. For example, In terms of the different interpretation of the questions by
respondents, the researcher has made reasonable efforts to ensure the wording and sentences were
straightforward and precise. In terms of the interview approach, the main weakness is probably
the use of similar samples for the survey. In this study, participants for the interview invited to

participate via the survey.

On the other hand, the study only used business profit taxpayers who are largely sole proprietors
and partners. This because the aforementioned sectors were under the control of Addis Ababa
City Government whereas, the rest business profit taxpayers were Administered under the

Federal Government. Thus, it need critical caution should take when generalizing to other
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business profit taxpayers. Besides the respondents™ attitudes in course of giving responses felt or

perceived the study as if it encountered with the government.

The time allotted by the department for the accomplishment of this paper is not sufficient and it
intriguing the researcher a lot. Beside this, the scarcity of sufficient fund and the absence of
adequate source of materials made the work more complex. Unless the undying effort of the
researcher exerted for each of the protracted problems the paper would not been reaching to this

status.
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Appendices 1 Taxpayers survey instrument (English version)

ADDIS ABABA UNIVERSITY
School of Business and Public Administration
Department of Accounting and Finance

Dear Participant

This project is entitled “Taxpayers™ perception towards fairness: personal business profit
taxpayers in Addis Ababa”. The investigator is Wubshet Aborat Gebremeskel who is currently an

MSc (in accounting and finance) student at the Addis Ababa University.

The aim of this project is to understand how Addis Ababa City business profit taxpayers perceive
income tax fairness issues. To supplement the data obtained from in depth interviews with
purposively selected business profit taxpayers in Addis Ababa, the investigator seeks to gather
relevant information from randomly selected taxpayers by means of self-administered

questionnaire.

Participation in this project is completely based on your willingness. The self-administered
questionnaire results will be recorded anonymously and strict confidentiality will be maintained.

Individual responses will not be identified in the investigators MSc thesis.

For further information, please contact Wubshet Aborat Gebremeskel by the following address:
Tel: 0912-75-09-16

E-mail: wub2001@gmail.com
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Section I: Background information

Please tick (v') where appropriate

1) What is your main business activity?

1 —1 Manufacturing
2 L1 General Merchandise and Trade

3 [ ] Services i.e., professional etc

4 [ Other, please SPecify........ccoviuiniiiiiiiii e
2) What is your legal form of business operation?

1 I A sole proprietorship 31 A partnership
2 [ A private limited Co. 4 A share company
5[] Others, please SPecify...........oiuiuiiiuiiiei e

3) When did you start business? Startbus
1 = Less than 1 year ago 3 1 1-5 years ago
2 1 5-10years ago 4 [ more than 10 years ago

5 [ Other, Please SPeCIIY....uiii it
4) What was the approximate turnover/birr value of sales that your enterprise made in 2002 fiscal year?

1 —1 Under Birr 100,000 2 L1 Birr 100,001 — Birr 500,000
31 Birr 500,001 — Birr 1,000,000 4 L1 Birr1000, 001more

If your turnover was more than Birr 1000,001, please state the approximate turnover in 2002 fiscal
year: BirT....cccocievieeieeieeieeeeee s

5) What is your level of education?

1 — Below 12 grade 3 — Diploma
2 112 grade completed 4 [ Bachelor degree ,
6 —1 Other 5 L Masters or above
Please specify ......c.coiuiriiiii
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6) What is your position in the sector?
1 =~ Owners 3] Manager
2 L1 Employees
401 Other responsibilities, please SPecify ...........ccooviiiiiiiiiiiiiiiiieiiieieiei
7) If your answer to question number 6 is other than owners, how long you have been in the

position?

1 1 Less than 1 year 2 [11-5 years
3 [ 5-10years 4 ——More than 10 years
5 L_IOther, Please SPECITY . ...ttt

Section II: Questions related to taxpavers’ attitude towards the fairness of Business profit

tax system.

8) How do you guess the size of taxpayers who are not willing to pay business profit taxes?
1 1 Many 2 [ Few
3 [ Insignificant 4  —None existence
5 L Do not know

9) Why these taxpayers are not willing to pay business profit taxes? (Multiple answers are

possible).
1 [ Lack of knowledge 2 [JLack of ability to pay
3 [ Negligence 4  [Intentional

Please provide further comments if any......... ..o
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Please state vour agreement or disagreement to the statements listed in the following table

Ser 1 2 3 4 5
no | Statements Strongly | Disa | Neutral | Agree | Strongly
disagree | gree Agree

10 | I believe the government utilizes a reasonable amount
of tax revenue to achieve social goals, such as the
provision of benefits for lower income families

11 | It is fair that high-income earners are subject to tax at
progressively higher tax rates than low-income
earners. This also applied practically.

12 | The income taxes that I have to pay are high
considering the benefits receive from the government

13 | The administration of income tax system by taxing
Authority is consistence across years and taxpayers

14 | I think the government spends too much tax revenue.
This is especially true in developed countries with
what is true in countries like Ethiopia

15 | There are a number of ways available to me to
correct errors in the calculation of my tax liability, If
necessary at no additional cost.

16 | I believe that I pay my fair share of the tax burden
under the current income tax system.

17 | I believe it is fair for me to pay a similar share of
income tax compared with other taxpayers earning an
equivalent amount of income

18 | I believe there are a number of factors that affect the
fairness of income tax system

19 | I receive fair value from the government in return for
my income tax paid (e.g. benefits)
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20 | It 1s fair that low-income earners are taxed at a lower
rate than middle-income earners.

It is fair for individuals with similar amounts of

21 |, .. .
income to pay a similar amount of income tax.

The share of the total income taxes paid by high-

22 . . .
income earners is much too high

I believe everyone pays their fair share of income tax

23 .
under the current income tax system.

It is fair that low-income earners receive more
benefits from the government compared to high-
Income earners

24

Compared to other taxpayers, I pay more than my fair

25 .
share of income tax.

Section III: Questions related to taxpavers’ general knowledge about taxation

26) Why do you pay taxes?

[ To avoid disturbances (penalties, sanctions)

1 In anticipation of public services

1 There is no opportunity to evade

It is an obligation towards the government

L—IDo not know

6 [1Others, Please SPecify........ocuviuiririineiiiiiiieiie e

[ T N O S

27) Do you think that the business profit tax you are paying is fair and based on your ability to
pay? 1 1 Yes 21 No

28) If your answer to question number 22 above is No, why not? ---------------mmmmmememev
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29) How often you are attending education sessions about taxation?

1 — Once a year
3 1 Three times per year
5 L1 Not at all

2 — Twice a year

4 1 Above three times per year

Please state vour agreement or disagreement to the statements listed in the following table

Statements

1
Strongly
disagree

2
Disagree

3
Neutral

Agree

Strongly
agree

30

The rules related to income tax are clear and
understandable

31

I do not have any problem with completing and
filing the tax return form(s), if they are required

32

I know all what is required from me in respect
of my business profit tax obligations

33

As far as [ am aware, everyone who earns
income sourced in this country is taxable,
regardless of whether that person is resident or
not

34

I believe that I do not have to be abide by the
deadline for the submission of tax return form
(s) (in case of having other income such as
rental and business income), as the deadline is
only a guideline and does not result in penalties

35

I have little idea about the deductions that I can
claim as a taxpayer in the computation of my
tax liability

36

As far as 1 know the business profit tax is not
fair in general.

37

The income tax system is a legitimate way for
the government to collect revenue to manage an
economy
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Section I'V: Questions related to the Complexity of business profit tax system

Please state vour agreement or disagreement to the statements listed in the following table

No | Statements 1 2 3 4 5

Strongly )
. Disagree | Neutral | Agree | Strongly
disagree
agree

38 | I do not have to make a lot of effort to
understand the explanations given in Ethiopian
Revenue and Custom Authority guidebooks

and other similar explanatory materials

39 | I find tedious in procedural complications and
to maintain all my relevant records for the

whole year for tax purposes

40 | The term used in the tax return forms are

difficult to understand

41 | The Ethiopian business profit tax system is too

complicated

42 | The Ethiopian business profit tax rules are
bulky and hard for taxpayers like us to

navigate

43 | Most of the time, I need to refer to others
(professionals) for assistance in dealing with
the tax matters. Because of unclear and unfair

treatment of the business profit tax system
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44. Please indicate your agreement or disagreement to the measures that the government

should undertake in order to improve the fairness of the income tax system

1 2
Possible measures Agree | Disagree

Improving policy and Administration issues

Educating the taxpayers and conducting awareness creation and

consultation sessions

To Provide necessary information to taxpayers™ like: services and

utilization of tax revenues.

Seating of different programs to enhance taxpayers*knowledge regarding
the importance of imposing tax, and convincing taxpayers to believe as the

tax system is fair.

Strengthening legal enforcement and penalties

Reducing tax rates and making the collection procedures simple and

transparent

45. Please provide further comments (if any) on the following issues:

A fairness of busINess Profit taX .......ooueiiriiiiiii e e e

Thank you very much for your cooperation!
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Appendices 2 Taxpayers survey instrument (Amharic version)

AGA. KOO fLGCAL
W1 aS T0Ah AL hOTE0T hahd
A9 42970 T/heA

?10. 90C7%( business profit tax system) 74+ anf ¢

ethie e1ek T4

PHY P9t con “Taxpayers’ perception towards the fairness of Business profit tax system

in the case of Addis Ababa City tax payers” ' ®= AT3i@® o+ AQLT 1 /0P A7

NAUT LR 0AGA ANQ  RZOCAL OOHT OGS  J0Ah ALI%ZOTENT Adhd ONAN@DTET99
4570 t/heh PONAC TR 1 TEE

eTSE PT AATY AT&E 1@ (A& ANO @A ?9U°F AaN Jha hée-E (Business profit

taxpayers) Am¢M e Jha AN:te%h 9% &+ (Perception) =ACH @R PACH LCHFT (HY
TPE AL AT8AtT4 OAM HeCaPA: (HY TPE AL oute aix oty (&FLTIT AL
etafist 1 @zeree@r  am\ (temht PHAJLO TTrR AR1AT QNS TN (U
TATCT T LaNFA=NAL ATLTaPAD PR CURBLD ATIVCT THE dde A& O
PhLTATS AT, TNOT NATLO 6 4G ORI NTFFOP (¢ AL oG “Nh T+ +14M
Aebavrg® 1 FAFRLPT  LTCET TVE A aPAR ATIO- TCEY hema 0BA  Amed
AL SFAN: :

Ate®Y o8 o0t ANt 1 /0mPA NTDHAD AL TPITF AN :
adh 251912750916

ATE; wub2001@gmail.com
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hGd A2~ av38CL4EL 7O

1.0&:CEFP PG 00C ArPOPA, IOILT 10
1 e9geet
20 8 e
30 PANNIN -
2. PACOP LCP-t:
1= (A28 100N 1221 ( sole Proprietorship) 1@+ eAAL7 “IUNC 1@+
2 Pachs a0c 10+
30 At (RO
401 S04, PLONNC 10-0tT N AOANP CAGEZTFD ...,
3. @V 1@+ 2407 R avFuT
1 3 nl g+t 3 3 hS et hah 10 oot
2 3 hl geet xah 5 Gavt 4 3  nl0 9ot nAL
5 O AloT ( AONDL PAGZEFD ).ttt ettt
4. 02002 202t Aavt (199°T ACAP DLI° &CE-HP 97 PUA T 1NLP T / 1NLP?
1 O3 hnc 100,000 03~
2 [ N1c100,000- ¢ 500,000
3 [ i 500,000- ¢ 1000000
4 I -N1c 1000000 @g9° hi.f (AL
5 3 hHv 0AL bt o't AODP 09%F LANGAT :AIC ... LA
5.019PUCT LLEP:

1 I  hl2 hed n+F

2 0 12 h&d PnGPP
3 3 &7k

4 I QFAC 44

5 TNtCO

6 [

DL AL DU (AONDL BAABRT ). eeeeeeeeeees e eeeseeeeeeeeeseeeeeeseeeeeeee
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6. NLCEE maAT PAPT LCA o1& @2

1 [ ANt
2 ] aAl0T844
3] PG

4[] AR DUt (AQNP LOABAT . ... L e e
7. Qe .6 owlt AANT NAUE A7 PUA LH (0O $LTPA - :

1 I h1l aek aFF

2 1  h1l ges- 5 qosk QA@-1LH @AT

3 0  h5 9@%+-1090% QA®-1LH  OAT

4 [0 hHy oenhtr ( AR LAABAT) ot v v e e e et et e e e e e

hed vt 210L 0C héeT NI0NC ACET AL PATFD- hapnhht

8.A78%F 10 §FRT PCAPFTT  INC 4T M LY PRT?

1 1 H §Fo-

2 O ret §Fo

3 L aerC oAt 290+ ARLANYDP
4 [ haopor

9. NPt ¢.8 awlt dR\AP A GTFO- T AT @ 1L ANC Adhdd 4988 PAVRT
(e Nl AL AP? 2FAA )

Cd ea7HO ATét

I Pathdp AP 91k

O Fovtin -+

0 A PAPIS ALNTL P90C  AANAN ACYT N9

Sw N

5 L0 A0h® +afB 7N DAL LUACNT .o
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Qqape
A0 PN

ANTFhv-

10N
1%

hOTPP°

fage
haaTPye

10

ATLIVADN+D vt 9% 2t f 9
T0@0%7 QA0 (22 AL LBAPA

11

FAP 1L CAFD- TR 1L hAFF
AN INC hé®T A7LP10PFo- anmy
Mh&ad® ¢3¢ 1o . . .

12

hasza 2k e To- pp9° OC ANtLL
hr  PINGAD I(C AP h& g
1o ..

13

e10. NC7 Qtenht ¢90C
QNPT CTDALD ANTELELE VI
hgost @f oot o 1o ...

14

AaN®: a3 AHTOF L0C 1(L
ANTTIO veJ POAPN A7LHY %217+
v (A HT®D- 0L+t U1C OAT
LA Ah A7LHU- NAFLXLI®
toMAa e upd LOAPAN ...

15

PaANC 087 NG T avtPTY
ATNHnhA O AT PAIUIIC Do
AKTY . ..

16

PIheA@ - L a0C eaiy 108 FhhaT
1@ A% AITAD- . ..

17

A7 AL i OhCT 2C Ahd P U
Q0C ahd.h 10 1 O
AISAD-, . .

18

A7L %eit (fair) P10L 90C
0t A7825C AW 981t
Ih7 0+ hAte 1% AISAD- . . .

19.

havyo 7k K7 L9MGEAd- 217 (L “INC Ah
TP A1TAD % ANQAD- . .

20

FAP T ahhAT AG AT0TT 1L
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210 IFOT n&h 0L 1 @
A9 A @~
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Appendix 3 In-depth Interviews — to Addis Ababa City Business profit
Taxpayers.

1) What do you think of the current business profit tax system?

2)  Is the current business profit tax system fair/unfair? Could you please elaborate on the

aspects (dimension) that you think it is fair/unfair?

3) If you are given a chance to improve the current tax system, which aspect would you
focus on?
4) How do you rate your current knowledge of tax? .Which aspect of tax knowledge that

you think that you are lacking of?

5) Do you think that taxpayers have at least average level of tax knowledge?

6) Do you think that if you have sufficient knowledge, your perception on fairness would be

different? In your opinion, how does knowledge of taxation affect one‘s perception on the

tax system?

7) How do you perceive the complexity of the tax system? Does the level of complexity lead

to fairness perceptions?
8) Do you believe that a simpler tax system would improve fairness perceptions?

9) Do you think the middle-income earners treated fairly under the current tax system?

10)  What is your opinion about the belief that high-income earners can easily evade tax with

the help from tax consultants?

11) Do you agree that the low-income earners receive many benefits despite of the low tax

paid?

12)  Would you have any other comments and ideas?
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Apendix4: Correlation matrix
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Sign(2-tailed)

N

Pearson correlation
Sign(2-tailed)

N

Pearson correlation
Sign(2-tailed)

N

.000
150

.000
150
.596
.000
150

-202%*
.000
150
.509
.000
150

467
.000
150

762
.000
150
328
.000
150
421
.000
150

510
.000

150

150

.369
.000

150

.601
.000

150

270
.000

150

758
.000

150

516
.000

150

.504
.000

150

.623
.000

150

.596
.000
150
.369
.000
150

150

232
.000
150
.663
.000
150

328
.000
150

.688
.000
150
205
.000
150
.643
.000
150

D02**
.000
150
.601
.000
150
232
.000
150

150
.301
.000
150

515
.000
150

.340
.000
150
456
.000
150
.503
.000
150

.509
.000

150

270
.000

150

.663
.000

150

.301
.000

150

150

.250
.000

150

.584
.000

150

138
.000

150

.266
.000

150

467
.000

150

758
.000

150

328
.000

150

515
.000

150

250
.000

150

150

442
.000

150

430
.000

150

516
.000

150

762
.000

150

516
.000

150

..688
.000

150

.340
.000

150

.584
.000

150

442
.000

150

150

.346
.000

150

412
.000

150

328
.000

150

.504
.000

150

205
.000

150

456
.000

150

138
.000

150

430
.000

150

.346
.000

150

150

212
.000

150

421
.000

150

.623
.000

150

.000

150

.503
.000

150

..266
.000

150

516
.000

150

412
.000

150

212
.000

150

150

150




Taxpayers’ perception towards fairness: personal business profit taxpayers in Addis Ababa

Statement of declaration

I, the undersigned, declare that this study is my original work and has not been presented for a

degree in any other university, and that all sources of materials used for the study have been duly

acknowledged.

Declared by:

Name

Sign

Date

Approved by board of examiners:

Advisor

Examiner

Confirmed by advisor

Name

Sign

Date

Signature

Signature



