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ABSTRACT

The purpose of this study was to look at how taxes affected the performance of small and
medium-sized businesses in the Kirkos sub-city administration of Addis Ababa city. In its
conceptual framework, the study used taxation as an independent variable and the
performance of SMEs as a dependent variable. To direct the investigation, three research
questions and three hypotheses were developed. Certain factors, like tax laws, tax rates, and
tax reforms, were used to evaluate taxes. A quantitative research approach was used in
conjunction with an explanatory or causal descriptive research design. Cronbach's alpha
was used to evaluate the internal consistency and reliability of the questionnaire. Closed-
ended questionnaires containing 24 statements graded on a five-point Likert scale were used
to gather data. The survey included a sample size of 314 respondents, 300 of whom (95.5%)
responded, and it was directed towards a population of 1840 persons. Both descriptive and
inferential statistics were used to interpret the findings. The performance of SMEs was found
to have a statistically significant positive correlation with the three taxation variables (tax
policies, tax rates, and tax changes) according to Pearson Correlation research.
Furthermore, the regression analysis revealed that all three taxes variables had a favorable
and significant effect on SMEs' performance. Tax policies were identified as the most
influential taxing variables in predicting the success of SMEs. Tax rates and tax revisions
followed closely behind, with both having a major effect on SMEs' performance in their
respective order. The regression analysis results show that taxes accounts for 63.4% of the
variance in SMEs' performance within the subcity. The study's findings indicate that tax laws
and changes have not adequately addressed SMEs' pricing issues, resulting in a fall in their
sales revenue. To improve SMEs' performance, the subcity must guarantee that tax policies,

rates, and reforms are consistent with their needs.

Key words: Taxation, Tax rates, Tax reforms, SMEs performance/development.
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CHAPTER ONE
INTRODUCTION

1.1. Background of the study

Every nation aspires to build a strong, stable economy and a civilized society. Even though some
wage earners view paying taxes as a form of public exploitation, tax payment is evidence of this
desire (Drake, Lusch & Stekelberg, 2019). A tax is an obligatory financial charge or other kind
of levy that a governmental body imposes on a taxpayer (an individual or legal entity) in order to
pay for different public expenses. A country's business operations and its tax laws and schemes

are intimately related (Drake, 2019).

Taxation was one way that money was raised for government spending. Every government
requires its people to pay their taxes with cash. Tax revenue is used by the government to fund
military and policy, as well as to construct schools, hospitals, and other infrastructure. Money
was also needed for a lot of other things, like feeding the poor and taking care of the elderly. If
taxes weren't needed to fund government operations, the government would not exist (Gebrie,
2006).Operating tax revenues were essential for boosting federal government income and
improving incentives for particular economic sectors, therefore the government was allowed to

tax operating firms and collect tax returns from them (Gebrie, 2006).

Every country's economic development and progress depend heavily on its SMEs (Atawodi &
Ojeka, 2015). Microbusinesses play a major role in the expansion of the economy and the
generation of job opportunities. According to a 2005 World Development Report, eliminating
poverty requires both the provision of opportunities and jobs that are sustainable (Herath &
Mahmood, 2015). SMEs, or small and medium-sized businesses, encounter numerous difficulties
when interacting with government tax administration, particularly in developing nations. Since
SMEs constitute the foundation of the economy, their performance is seen as a crucial

component of the overall state of the economy (Al Asheq & Hossain, 2019).

The primary driver of economic growth in Europe is the thriving entrepreneurial sector found in
SMEs. Only 23 million businesses in Europe produced 3.9 trillion euros in 2015 thanks to the
good performance of SMEs (European Commission, 2017). Furthermore, in 2015, the value

added to the Romanian economy was produced by SME:s to the tune of 50%. SMEs are essential
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to the decline in unemployment in Europe and other decentralized economies throughout the
world. Following the 2008 financial crisis that rocked the world economy, the performance of
SMEs in Europe and the Americas was strong and recovered quickly (Jerkovic, 2017).The
SMEs' resilience and capacity to adjust to changing circumstances guarantee their long-term
strength and their capacity to weather the storm of a financial crisis. The government's business
development initiatives and policies have a significant impact on the performance of small and

medium-sized enterprises (SMEs) in Malaysia and the Asia-Pacific region (Isaga, 2018).

SMEs account for 90% of all business entities in South Africa, where they provide 50% of the
country's GDP, and make up the majority of all enterprises in Africa (Ngek, 2018). Sadly, the
majority of SMEs encounter serious performance issues, which cause 50-95% of them to fail
during the first five years. Furthermore, Everest-Phillip and Sandall (2019) note that while
external constraints have not been thoroughly examined, the focus has been on internal reasons
that impede the growth of SMEs. Customer relationships can have a negative impact on the
volume of products sold on a regular basis, which is one of the constraints on SME performance.
The traits of entrepreneurs influence how their company interacts with other stakeholders, such
as government officials, and thus sets the stage for a specific degree of productivity and

profitability.

In the latter part of the 1980s, taxation practices in the Ivory Coast grew increasingly noticeable
and widespread. Foluso (2017) originally brought up this issue, pointing out that there were
roughly 154 taxes in the nation and expressing doubt about whether or not these taxes might
draw in significant foreign investment. He claims that taxes impede efforts to restructure the

economy and force businesses to lay off employees due to the high cost of doing business.

Businesses in the Gambia are required to pay taxes on over 100 goods that are imposed by the
state and its local governments. Successful taxation has been shown to have a number of
negative economic consequences, including being counterproductive, damaging investor
confidence, increasing operating costs, and being one of the main obstacles to the expansion of

the manufacturing sector in the Gambia (Cordes, Hertzfeld & Vonortas, 2019).

SMEs are essential to Kenya's economic growth and job creation. In 2014, these businesses
accounted for 80% of newly created jobs. (Simiyu, 2013).
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Ethiopia is another developing nation in Africa, with its economies heavily dependent on SMEs.
Small and medium-sized enterprises (SMEs) play a crucial role in generating employment
opportunities and fostering economic growth in the nation, especially by acting as a catalyst for
the transition to an industrialized society. SMEs are thought to be the foundation for the
development of large corporations (Olana 2020). Ethiopia has the fewest private companies per
capita and the lowest new venture rates in Sub-Saharan Africa, according to the UN Industrial
Development Organization (Shitaye 2022).Therefore, due to their importance in creating jobs,
micro and small enterprises are the focus of the Ethiopian government. This study helps to
examine the effects of taxation on development of small and medium business enterprises

(taking Kirkos subcity administration).

1.2. Statement of the problem
SMEs are the backbone of most economies and development engines. Studies indicate that 95%
of enterprises in most nations are micro and small enterprises (SMEs). They innovate, support
big businesses with inputs and services, boost GDP, foster industrial development, and create
jobs locally. Eighty percent of jobs in Africa are produced by SMEs, which also create a new
middle class and increase demand for goods and services (Shingirai, 2014). The chart also shows
that the scale of the shadow economy has grown over time, most likely as a result of
advancements in technology, stricter laws, and onerous taxation policies that drive the
emergence of numerous covert economic activities. The Ethiopian government may use the tax
system to target MSEs in order to meet its goals, but it may not take into account the detrimental

effects on such measures (IEA, 2012).

Small and medium businesses play an essential role in many economies worldwide, especially in
developing countries. SMEs represent 90% of businesses and more than 50% of jobs globally,
whereas formal businesses contribute up to 40% of Gross domestic product (GDP) in emerging

economies (World Bank, 2020).

There are problems with the relationship between taxes and a business's ability to expand and
thrive, despite the general consensus that taxes are an essential source of finance for social
service delivery and economic growth (Drake et al., 2019). SMEs have a number of difficulties,

including high tax rates, multiple taxation, complex tax rules, and a lack of proper knowledge or
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education about tax-related issues. Disregarding the other challenges that SMEs encounter in
other developing countries, like Nigeria; inadequate funding, insufficient managerial and
technical know-how, environmental effects, and government regulations that most significantly
affect the way SMEs operate in Nigeria, especially the issue of multiple taxation, which eats
away at the company's operations and a sizable portion of the revenue these SMEs generate for
their survival and expansion. They are to blame for the rise in small- and medium-sized business
fatalities (Adebisi, 2013).

Income tax has a significant impact on the expansion of many SMEs. Owing to their tax base,
SME:s are typically the government's first choice when seeking to raise revenue. The government
primarily impacts SMEs by raising income tax brackets since it forces them to pay higher taxes,
which reduces their meager returns. Because of their unfinished business or lack of necessary tax
understanding, SMEs are impacted by every tax decision made by the government (Jepkogei,
2014). Since income tax rates on SMEs are calculated based on assumptions rather than an
evaluation of the enterprise's capacity to pay the tax, it is thought that these rates are inaccurate.
The management of income taxes is important for both revenue collection and business
profitability. This study aims to determine the different taxation strategies that often impact small
and medium-sized enterprises (SMEs) that have the capacity to generate higher revenue streams
but have not been included in the tax system. In general, there are no taxes on the informal
sector, and as more individuals enter it, the government will probably continue to lose a
significant amount of money. A situation like this would impact the government's capacity to
meet its goals and, in turn, its development plan.

The average fiscal revenue-to-GDP ratio in sub-Saharan Africa was roughly 17.9% in 2015,
according to the IMF 2016 report. Nonetheless, the tax-to-GDP ratio of 16.3% in a number of
low-income African nations that year was lower than the average for the area. Ethiopia
performed worse than both the low-income countries average and the sub-Saharan Africa
average of 17.9%, as seen by its even lower tax revenue to GDP ratio of 15.1%. This points to a
historical pattern of revenue collection difficulties, which the IMF research emphasizes. A
number of problems were found, including difficulties with tax administration and performance,
including fraud, evasions, bad administration that raises expenses, taxpayer ignorance, and

insufficient technological management, especially with regard to Electronic Tax Registers.
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Further research has uncovered barriers pertaining to taxpayer ignorance and avoidance, tax
authorities' commitment, business inefficiencies, and unfair competition resulting from
unregistered businesses (Birhanu, 2018).

For the years 2010/11-2015/16 G.C., Ethiopia’s tax revenue ratio to GDP was roughly 12.08.
Tax income to GDP increased somewhat in 2013-14, from 12.4 in 20122013 to 12.7 in 2013—
2014; nonetheless, it is still comparatively low when compared to the economy’s potential to
generate tax revenue and the funding requirements of development initiatives. The Growth and
Transformation Plan (GTP) set a goal tax to GDP ratio of between 15 and 17 percent.
Furthermore, according to the African Economic Outlook from 2015, it performs much worse
than the average of other sub-Saharan African nations, which usually reach about 20% (such as
Kenya with 23%, Mauritius with 19%, and Tanzania with 17%).

In Ethiopia, taxes have been used to raise as much money as possible to cover the government's
expanding needs for public expenditures. In addition, it facilitates trade and capital investment,
addresses income inequality, and supports or opposes particular industries according to how well
they fit the nation's economic growth agenda. However, a lack of taxpayer awareness and a small
number of tax authorities frequently prevent the nation from collecting its potential tax revenue.
Accessing and comprehending tax law information can be challenging for business owners, and
tax organizations do not offer advice services. As a result, taxpayers commonly misunderstand
tax laws and guidelines. Birhanu (2018).

Currently, less than 12.7% of Ethiopia's GDP comes from tax income. A number of reasons
contribute to this low number, such as taxpayer fraud and tax evasion. These fraudulent activities
include things like not filing tax returns on time, not complying with income tax regulations, not
reporting withholdings promptly, understating turnover and profits, understating employee
wages, and generally not wanting to follow the law when it comes to taxes. Equipping the tax
administration with the required enforcement instruments is essential to correcting this situation
and establishing a fair and efficient tax system. As such, it is critical to resolve the administrative
problems impeding the tax system.

The Kirkos sub-city administration has been receiving more and more complaints lately about
unjust taxing. This demonstrates how taxpayers are becoming more conscious of tax avoidance.

In light of this, the study sought to find viable methods for estimating business taxes by using
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data from taxable small business operations. As was already indicated, the study's main focus is
on how taxes affect the expansion of small and medium-sized businesses, including cafes,
restaurants, and woodworking shops.

The problem statement ought to provide a strong case for the lack of sufficient knowledge to
solve the issue or the need to confirm previously accepted facts. It should provide a succinct
overview of the research and literature done in the relevant field with regard to the issue and
gaps that the proposed study seeks to fill. An area where little or no study has been done is
known as a research gap.

However, based on the researcher's understanding, limited research has been undertaken to
establish the correlation between taxation and the growth of SMEs in the Kirkos sub-city
administration of Addis Ababa. Hence, this current study aims to investigate the effect of
taxation on the growth of SMEs in the Kirkos sub-city administration of Addis Ababa by

analyzing the influence of tax policies, tax rates, and tax reforms on the advancement of SMEs.

1.3. Research questions
The following research questions are formulated in order to solve the problem statement.
1) How tax policies affect development of Small and Medium Enterprises in Kirkos sub city

administration?

2) How tax rates affect development of Small and Medium Enterprises in Kirkos sub city

administration?

3) How tax reforms affect the development of Small and Medium Enterprises in Kirkos sub

city administration?
1.4. Objective of the study

1.4.1. General Objective of the study

The general objective of this study will be to examine the effect of taxation on the development

of small and medium business enterprises in Kirkos sub city administration.
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1.4.2. Specific Objectives
1) To determine the effect of tax policies on the development of SMEs in Kirkos sub city

administration.

2) To identify the effect of tax rates on the development of SMEs in Kirkos sub city

administration.

3) To ascertain the effect of tax reforms on the development of SMEs in Kirkos sub city

administration.

1.5. Significance of the study

SMEs are a key focus area for the government in its efforts to promote growth and development.
This research serves as a crucial component in understanding the effect of taxation on the growth
of small and medium enterprises. The results of this study will offer policymakers valuable
insights for designing effective promotional strategies for SMEs. Additionally, it will provide
practical recommendations to assist the SME office in Kirkos sub city administration in making
informed decisions to address operational challenges. Furthermore, SME operators in sub cities
will gain insights into the effect of taxation on their individual enterprises. This study will also
serve as a foundation for future research and offer significant contributions to interested

researchers.

1.6. Scope of the study

The research will target small and medium business enterprises operating in Addis Ababa. As
per the head of the Micro and Small Enterprise Office in Kirkos sub city administration, there are
1840 SME:s in operation. While it would be ideal to include all these enterprises, the study will
focus on 314 randomly selected enterprises from five different SME types due to time and
budget constraints. The research will specifically examine the effect of taxation on the
development of small and medium enterprises in Kirkos sub city administration. The study will

encompass SMEs engaged in various activities across key sectors of the economy.
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1.7. Limitation of the study

Despite the numerous issues that require further research in the Addis Ababa city administration,
the researcher chose to focus solely on the effect of taxation on the development of small and
medium-sized business enterprises. This decision was made due to the impossibility of
addressing all the various issues, concepts, and geographical settings within the scope of this
study. The primary focus of this research was on the effect of taxation specifically within the
Kirkos sub-city administration. By narrowing down the theme and area of study, the researcher
aimed to ensure accuracy and improve the quality of data collection, taking into consideration
the accessibility of relevant data and information from the study area. The study was conducted

over a one-year period, allowing the researcher to gather data within a specific timeframe.

1.8. Organization of the study

There were five chapters in the study. An overview of the study is given in the first chapter,
which covers the background of the research topic, the issue statement, the study's purpose, its
importance, and its scope. A survey of relevant literature in the field is presented in the second
chapter. The research design and methodology are the main topics of the third chapter. The
analysis of the results is presented in the fourth chapter, and the study's conclusion, suggestions,

and a summary of the key findings are included in the fifth chapter.
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CHAPTER TWO
LITERATURE REVIEW

This section of the research will attempt to present the most pertinent theories and concepts on
how taxes affect the growth of small and medium-sized businesses. By concentrating on earlier
research that is pertinent to this investigation, it offers insight into these ideas as well as their

connections.

2.1. Theoretical literature review

2.1.1. The Theory of Optimal Taxation

According to Farzbod (2010), the classic theory of optimal taxation recognises that, within certai
n bounds, a tax structure should be selected to maximise a social welfare function. The social pla
nner is usually treated as a utilitarian in the literature on optimal taxation, meaning that the social
welfare function is determined by the utility of each member of the society. According to this th
eory, optimal taxation theory and practice should be applied to organisations so that they can pay

the taxes levied without negatively affecting the organization's overall operations (Masato, 201).

The ideal tax structure is achieved when the negative behavioral effect (weighted by the relevant
population shares) and the positive redistribution impact (weighted by the relevant population
shares) create a mutually agreeable relationship. A tax system that maintains population social
welfare while not altering the marginal tax rates in any income category is considered ideal.
Formally, this condition is described by the three parts of the optimality requirement in the
model: the social preference for redistribution, the elasticity of taxable income with regard to the
marginal tax rate, and the distribution of talents.

The idea of optimal taxation is also ethically sound; it essentially assumes that a kind dictator
who respects individual choices as well as the general public's desire for equality makes policies.
By pointing out that real policy makers usually represent particular interest groups and that real
policies typically reflect some sort of compromise between competing interests rather than the
maximization of a Bergson-Samuelson social welfare function, one can choose to reject this
body of theory (Koehne 2017). Tax administrators may utilize this idea to draft tax laws that will

levy taxes on SMEs around the nation most efficiently.
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2.1.2. Ability-To-Pay Taxation Theory

The progressive notion known as the ability-to-pay theory governs the administration of taxes in
many legal systems. According to the theory, an entity's tax obligation should be based on the
income that people and businesses bring in from their operations. Thus, rising income levels
ought to and are anticipated to lead to higher tax contributions from individuals with higher
incomes. Increased tax rates imply that a sizable portion of the company's income is taxable
(Downer, 2016). The ability-to-pay argument ignores the volume of services that taxpayers
utilize. The taxation model can be described as a progressive taxation scheme that holds that
taxes should be levied based on the ability of the person to pay. Moreover, the principles of the
theory stipulate that the people with the most financial resources contribute to the public services
that are utilized by the masses. Businesses and the general public of a country rely on
government services including security, healthcare, and education. The ability to pay argument
thus ensures that taxation ought to be raised for businesses and individuals who are able to pool
their resources in the most efficient way.

The ability-to-pay theory states that low-wage workers most likely need all of their income,
therefore a low tax rate guarantees they keep more of it, which boosts the economy (Schwarz,
2017). The idea is subjective since it takes into account the costs incurred by a person or
company in order to pay taxes. Tax payments result in disutility and a sense of stinginess that is
comparable to the sacrifices made by employees throughout corporate operations. The tax
burden imposed on both individuals and corporations should be distributed across taxpayers in a
way that permits an equal marginal loss of utility. Consequently, the ability-to-pay principle
shields a person from being rendered useless when it comes to filing taxes. The theory's basic
principle is that society's overall utility loss considerably decreases when tax payers pay a level
that equalizes their marginal sacrifice of utility. According to the principle, the distribution of
taxes should be determined by the well-being of the entire community.

The ultimate premise of taxation, according to Schwarz (2017), is the least sacrifice made by the
taxpayers. As a result, the community's tax burden is distributed more fairly the less sacrifices
the taxpayers make overall. People who are similarly able to pay taxes should pay taxes similar
to each other since equal taxpayers and individuals should be treated equally. The study's

independent variables, income tax, excise tax, and VAT, are all consistent with the ability-to-pay
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hypothesis. SMEs base their business decisions on the availability of capital, which might be
impeded by high tax rates that lower liquidity. The impact of tax administration on small and

medium-sized enterprises (SMEs) and the usefulness of tax payments are positively associated.

2.1.3. Benefit Theory of Taxation

The benefit theory of taxation holds that taxes ought to be paid by individuals in proportion to
the benefits that the same persons or enterprises get. As a result, the more benefits a person or
organization receives from state action, the more taxes they should pay. Meier and Wrede (2016)
state that the benefit hypothesis contends that taxes on the use of public goods should be
determined by political will in order to offset the benefits obtained. One draws a comparison
between the advantages of taxation theory and the function of prices in the distribution of private
goods or items. The benefit principle assesses the efficiency of the nation's fiscal plan as well as
the current tax structure. As a result, the benefit theory approaches the tax issue from a market-
oriented perspective. Accurately determining the ideal revenue amount that must be allocated to
the public goods is the primary objective. Since SMEs pay for what they receive from the
government, benefit theory is more equitable for all taxpayers.

The benefit theory of taxation holds that taxes are similar to what individuals and businesses are
required to pay for the services that the government offers. As a result, when the interests of the
firms come first, the benefit hypothesis advocates for more direct and targeted taxes for
taxpayers. The benefit theory holds that taxpayers know what to anticipate from the government
and how much public goods cost. Furthermore, consumer autonomy in the allocation of social
goods 1s supported by the benefits theory of taxation. The benefit theory explains the
expectations of SME taxpayers after they pay income tax, VAT, and excise taxes. Consequently,

the study's independent variables support the benefit theory.

2.1.4. Tax Policies and SMEs Development

A government's decision about what taxes to impose, how much to charge, and who to tax is
known as its tax policy (Evans, 2013). It's been argued that smaller businesses waste money on
tax complaint when they could be reinvesting that money to fuel more growth. Therefore, there
is a perception that smaller enterprises are subjected to disproportionate pressure from taxes and
a complicated tax structure. Since the tax rate, compliance costs, and compliance requirements
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are the same for both small and large firms, small taxpayers face discrimination under the
conventional tax system. The profit margin of small businesses rises when compliance expenses
and tax rates are decreased (Tomlin, 2018).Additionally, it raises government revenue because,
historically, the laws for microenterprises that are simplified result in a smaller shadow economy
and fewer non-complying registered taxpayers (Vasak, 2018). Additionally, SMEs typically face
a difficult regulatory environment due to the abundance of regulatory bodies, multiple taxes,
tedious importation procedures, and expensive port fees, all of which significantly impede their

ability to conduct business (Vasak, 2018).

When SMEs are tempted to transform into forms that offer a lower tax burden or no tax burden
at all, an excessively complex regulatory framework and tax regime, or one that is opaque in its
administration and enforcement, make tax complaint unduly burdensome and often have a
distortionary effect on the development of SMEs (Masato, 2019). This leads to a tax system that
imposes high expenses on society. In addition to low efficiency and high collection costs, a badly
designed tax system wastes the time of both taxpayers and employees, results in low tax
collections, and deviates from the best use of available resources (Farzbod, 2015).The empirical
information that is now available shows clearly that small and medium-sized enterprises bear a
disproportionate share of these costs: SMEs have higher compliance costs than large businesses
when measured by assets or sales. High tax rates, low efficiency, high collection costs, staff and
taxpayer time wastage, low quantities of received taxes, and deviations from the optimal

distribution of resources are some of the reasons that work against SME tax complaint.

SME performance and growth will suffer if a significant amount of their expenses are allocated
to paying taxes. This will drive them to transfer the tax burden to the customer, which will
ultimately render their products and services uncompetitive.The import substitution programme
that Kenya implemented after gaining independence serves as an example of how high taxes
affect sales income (Republic of Kenya, 2016). The import substitution tax system was a
protectionist measure designed to encourage regional companies, especially small and medium-
sized enterprises, to manufacture necessities rather than import them. A number of unintended
effects of import substitution, however, included the development and maintenance of an anti-
export bias as a result of high tariff structures and import regulations that promoted the

importation of inputs even when they could have been obtained locally.This was owing to the
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paradoxical fact that import substitution attempted to increase local output, but the local cost of
capital equipment was extremely expensive (because of taxes), forcing SMEs to import

equipment against the program's objectives (Holban, 2017).

2.1.5. Tax Rates and SMEs Development

The tax rate is the proportion of income or the total amount that has to be paid in taxes. Indirect
taxes are those imposed on an individual or companies that are subsequently paid for by another
entity. The company that collects the tax will then forward it to the government. Direct taxes, on
the other hand, are levied against the person who makes the immediate payment to the
government. In a proportionate tax system, taxpayers with low, middle, and high incomes pay
the same tax rate. In contrast, the progressive tax system adjusts tax rates in accordance with
income levels. Under a marginal rate taxation system, such as the flat tax, businesses and
individual taxpayers pay the same rate (Bolboros, 2016).

Bolboros (2016) investigated the relationship between Vintila's financial performance and tax
rate. Examining the effect of income tax rates on organisational performance was the aim of the
study. The research design used in the study was a survey study. Questionnaires were used as
study instruments. The information about the company's earnings was gathered between 2009
and 2013 from secondary sources. To determine the association between the various tax rate
variables, the study performed chi-square and correlation analysis. The study discovered that
government demands had an impact on tax rates. As a result, the study mainly addresses tax rates
that affect revenue collection; it ignores tax rates that affect tax collection and their effects on
financial performance, leaving a gap in the research. Tax rates significantly influenced the
financial performance of the economy and the control of money circulation. An increase in
income tax has an impact on revenue collection through progressive tax rates. (2017) studied the
theory of public finance. The study used regression analysis, and the findings indicated that the

tax rate had an adverse effect on return on assets.

345 workers were used from Nigerian gasoline usage data by Noor-Halp (2011) in a study on the
impact of tax rates on financial performance. The study used regression analysis to test the
findings of tax rates. Using descriptive statistics, the study found a positive and substantial

correlation between the coefficient of tax rates and financial success in Nigeria, with a 5%
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probability drop. The tax rate acts as a template for raising the amount of money collected from
different types of financial transactions. The study used correlation analysis, and the outcomes
were reported as the relationship between the probability of the F test findings at 0.000, or less
than 0.005.

According to the study's findings, R2 can be grouped by this coefficient of tax rate determinants,
which is employed in a 4:5 ratio where agreement was met to characterize and validate the
financial performance of an enterprise. However, the study did not examine the impact of tax
rate on financial performance, which necessitates further research. Toader and Dragoti (2014)
examined the relationship between taxation and net profit for an Australian company and
discovered that tax rates affected profitability. The investigation also discovered that, despite
unclear fluctuation, tax rates did not remain constant between 2009 and 2013.The information
was gathered from 26 companies, all of which used census sampling to promote to investors in
the nation. Data acquired was examined via descriptive statistics where by correlation was
applied to explore the connection between variables in the study.

In their 2015 study, Ali, Sjursen, and Michelsen examined the attitudes towards tax complaint in
Africa using data from South Africa, Tanzania, Kenya, and Uganda. The results showed that
business owners bear the brunt of the corporate income tax rates through lower earnings, which
are then absorbed by customers through prices or by employees through lower pay. On the other
hand, tax equity finance refers to an investment transaction in which a taxpayer with significant
tax obligations invests in an equity position in a corporation that generates tax credits. The
investor's profit is derived from the realisation of those credits, which are deducted from their tax
obligations. Most people agree that the primary reason for SMEs' poor performance and
noncompliance is a high tax rate.Because marginal rates of taxation control the advantages from
evasion as a total of the amount evaded, they influence the incentives to avoid taxes (Kaldor,
2016). High personal income tax rates encourage tax evasion by taxpayers, which is one of the
main causes of tax evasion. Tax evasion is often the result of the government enforcing an
excessive number of complex rules and regulations. Legal business operations are typically

challenging and unprofitable for small businesses.
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2.1.6. Tax Reforms and SMEs Development

One key element of macroeconomic policy is tax reform. According to many, tax reforms are the
most crucial aspect of both monetary and fiscal policy (Holban, 2017). The way tax policy is
applied determines whether it is used as a particular tax advantage or as a motivator to help new
and expanding businesses. Effective revenue raising in accordance with each nation's
distinctiveness and administrative capabilities is the goal of tax reform. The goal of tax changes
is to minimize economic disturbance, lessen inequality, and lower the tax burden while

simultaneously lowering collection costs and revenue loss.

The main goal of tax reform is to make taxes more productive and efficient (Wagacha, 2019). He
emphasized that there are three different kinds of tax changes: reforms pertaining to income
taxes, VAT and excise charges, and customs. According to Cobham (2012), improving the tax
agency's administrative capabilities is necessary for the improvements to take effect. The
implementation of higher tax penalties, electronic taxpayer registration, electronic tax filing,
taxpayer services, and taxpayer education are some of the crucial strengthening measures.

Tax reforms, in the opinion of Bjork (2013), increase compliance, and lowering non-compliance
results in more tax revenue. SMEs bear a disproportionate amount of regulatory and tax
responsibilities because of their limited size and organizational structure (Pope & Abdul-Jabbar,
2018). Due to their limited resources and lack of specialized knowledge, SMEs find tax
complaint to be a critical issue. Additionally, SMEs that face significant compliance expenses
resort to tax fraud and avoidance. Because of the low tax appeal, this reduces county

competitiveness, which discourages investment.

According to Osambo (2019), the primary barrier preventing the government from guaranteeing
that SMEs are included in the tax system is the nature of the firm. Taxing the unorganised sector
is also hampered by SMEs' mistrust of the government and their poor structural cooperation. In
their research on the variables influencing tax complaint among SMEs in Nigeria, Atawodi and
Ojeka (2012). They discovered that the biggest issue facing SMEs is the tax rate. Since most
SMEs tend to stagnate in the unofficial sector, the high tax rate primarily encourages non-
compliance and hinders their expansion. The results are consistent with a different study

conducted in Ghana by Carroll (2011), who discovered that taxpayers' well-being was negatively
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impacted by the quantity of taxes paid. The respondents stated that their after-tax profits had
decreased, and some of them believed that the amount of tax paid had a negative impact on their

willingness and capacity to provide for their family.

2.1.7. Development of SMEs

The financing of any business entity is a difficult process that begins with figuring out what the
firm needs financially. SMEs usually face this challenge while trying to expand or manage
payroll (Samuel, 2018). The material resources that are utilized as inputs into the business and
support the owner in efficiently managing daily operations are what determine the effectiveness
of SMEs. The biggest barrier to SMEs' growth is their inability to generate cash flow or their
limited internal access to finance (Herath & Mahmood, 2015).Therefore, the effectiveness with
which SMEs operate is directly impacted by the financial resources of the business. However,
because banks and microfinance institutions have stringent requirements before releasing funds,
SME:s find it difficult to obtain funding from them. In a similar vein, tax regulations strain SMEs'

financial flow, which hinders their capacity to grow and function.

In the developing world, SMEs fail at a significant rate, with many of them never emerging from
their infancy (Mwangi, 2014). The primary causes of the SMEs' subpar performance have been
identified as being restricted access to finance facilities, management problems, obstacles in
marketing and education, and the regulatory framework of the government. Because of their
importance to the economy, small and medium-sized firms (SMEs) face performance-limiting
obstacles that have an impact on the overall performance of the national economy. The nation's
gross domestic product and unemployment rate are influenced by the success of SMEs. The
internal business environment of the SME has a significant impact on its success and is
correlated with the available financial resources. According to research by Samuel (2018), poor
entrepreneurship and human resource management have an impact on SMEs' performance. In a
similar vein, Swistak (2016) claims that SMEs struggle to pay their taxes because it limits the
amount of money available for the expansion and success of their businesses.

Since SMEs create the majority of jobs in every country, they are essential to the economic
success of every country in the world (Samuel, 2018). SMEs are typically more dynamic and

inventive than large companies. Thus, the effectiveness of SMEs is crucial to the economy's
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overall performance in a nation. SMEs operate in a variety of industries and are varied
organizations, so their performance differs (Herath & Mahmood, 2015). Consequently, the best
ways to evaluate the performance of different SMEs are through quantitative measures such as
sales turnover and the pace at which new technologies are adopted.The performance of SMEs is
influenced by both external and internal variables, including taxation (Samuel, 2018). Taxes
affect a SME's ability to raise funds and, as a result, the turnover of the company. Taxes are a

crucial factor in influencing the performance of SMEs in any country.

Since SMEs account for the bulk of firms, there is a sizable market for revenue collection. Small-
scale firms are defined differently by different people and organizations according to the many
criteria that are used to identify them. Concepts related to SMEs are amorphous and contextual.
SMEs are defined by the size of the business, the kind of ownership, and the amount of assets
they possess. According to government definitions, a business is considered small small if it
employs eleven to fifty people and generates less than Ksh five million in sales, and micro if it
employs one to ten people and generates less than Ksh 500,000 (Kwarteng, 2016).

According to Ocheni (2015), small firms would much rather put their tax money toward other
projects that would help them grow even more. Consequently, there is a belief that taxes and a
complicated tax system unfairly penalize small businesses, making it difficult for them to thrive.
Under the traditional tax system, small taxpayers experience prejudice because the tax rate,
compliance costs, and compliance requirements are the same for large and small businesses. For

small firms, lowering the tax rate and compliance expenses increases their profit margin.

2.2. Empirical Literature review

Odhiambo (2017) carried out a study to ascertain the influence of various factors, including age,
gender, education, and training, on the business performance of SMEs. The study's target
population consisted of 122 respondents who worked in the auto garage industry. Consequently,
the study concluded that a high level of education is not necessary to manage an auto garage. The
poll also revealed a lack of gender parity in the car repair sector. It has been demonstrated that
education has a significant role in the success and profitability of SMEs in the auto repair sector.

Conversely, Muturi (2016) conducted research to identify the variables affecting the performance

of small and medium-sized enterprises in Kenya. The study's target audience was Nairobi
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County's petroleum merchants. Data collection was conducted by the researcher from 74 dealers
using a descriptive design. According to the study's findings, petroleum dealers in Nairobi
County have had to adjust to a changing environment by providing value-added services to their
clientele. The utilization of seminars and workshops was also shown to be crucial in improving

the performance of SMEs in Nairobi County.

Similarly, Menjo and Kotut (2015) studied the distribution of Kenya's primary taxes' tax-to-
income elasticity. The study made use of time series data from government organizations such as
the KRA, Central Bank, and KNBS. The study concluded that tax-to-income elasticity can be
enhanced by raising individual tax responsiveness. Menjo and Kotut (2015) suggest limiting
arbitrary acts related to the tax and macroeconomic environment by implementing appropriate
regulations.

Zafiris (2016) investigated the effects of temporary tax incentives on the equipment investment
through adjustments to the accelerated depreciation. The researchers discovered that bonus
depreciation increased investment in eligible capital relative to ineligible capital after looking at
more than 120,000 SMEs. Additionally, the study found that small businesses are more flexible
than large ones.

Bisrat (2010) employed a descriptive research approach to determine the association between tax
administration and value-added tax complaint in Ethiopia. The study's target population
consisted of 112 respondents, who provided the researchers with crucial data. The researchers
came to the conclusion that traders' compliance with VAT can boost government revenue after
carrying out a thorough analysis. In a similar spirit, fair fines and penalties combined with a
structure that guarantees that all taxpayers receive salaries that are comparable can reduce
noncompliance.

Awirothanon (2019) investigated the connection between financial performance on the Thailand
Stock Exchange and tax planning. Financial statements were acquired for the investigation by
means of selective selection procedures. The study's conclusions show that, when assessed by
ETR, tax planning significantly and favorably improves financial performance; yet, when
measured by tax/asset, it significantly and negatively effects financial planning. Since the study's

findings show a significantly positive relationship for BIG 4 auditors and a significantly negative
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relationship for non-BIG 4 auditors between tax preparation and financial planning, listed
organizations are recommended to use BIG4 auditors.

Tee, Boadi, and Opoku (2016) investigated the connection between tax payments and the
performance of Ghana's SMEs in the West Municipal Assembly. The survey was the foundation
for the study; it comprised structured questionnaires and interviews with 102 managers and
executive officers of SMEs that the municipality had chosen. The study's conclusions show that
taxes levied against small and medium-sized businesses have a noticeable effect on how much
money they make. The study also shows how differences in tax rates impact the costs of different
goods and services. Simplifying the tax laws that impact SMEs was suggested in the research as
a way to facilitate compliance. Examples of this include straightforward tax laws and a
straightforward tax filing procedure. Information technology utilization ought to be promoted.
Ocheni and Gemade (2015) looked into the effects of various levies on the performance of SMEs
in Benue, Nigeria. The respondents to the questionnaires in this survey research design study
comprised 91 individuals, with a sample size of 74 SMEs. The study found that double taxation
has a negative effect on SMEs' survival and that there is a significant relationship between SMEs'
size and their ability to pay taxes. Lastly, it was recommended that the government draft uniform
tax legislation that will encourage the expansion of SMEs in Nigeria and consider the scale of
these businesses when drafting legislation.

Okongo (2018) studied the impact of taxes on Ugandan small companies' profitability.
Descriptive survey methodology was used in the research, along with both qualitative and
quantitative techniques. Research methodologies from both qualitative and quantitative studies
were compiled. 265 SSBs in Ugenya Sub County were the intended audience. The report claims
that companies are aware of the consequences of failing to file their taxes on time. The survey
also found that taxpayers accept reduced tax rates in relation to their financial situation. The
findings demonstrated that tax administration improves taxpayer convenience in relation to tax
assessment. Furthermore, it was recommended that taxpayers be provided with more information

about taxes as opposed to just awareness.

2.4. Conceptual Framework

For this specific study, a conceptual model was developed based on the theoretical framework

and an extensive examination of pertinent literature. According to Hong and Pluye (2018), a
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conceptual framework is a network, or "a plane," of connected concepts that, when considered
collectively, provide in-depth understanding of a phenomenon or occurrence. The researcher will
employ the following approach for the study, which involves correlating independent factors (tax

policies, tax rates, and tax reforms), with the dependent variable (development of SME's).

Independent Variable Dependent Variable

Tax Policies

Presumptive Tax Policies
Income Tax Policies

VAT Policies

Development of SME’s
Tax Rates s Profitability

Marginal Tax Rates % Sales Revenue
Specific Tax Rates +* Tax complaint

Tax Rates Calculation

Tax Reforms

Tax Remittance
Tax Education

Tax Enforcement

(Source: from theoretical development)
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2.4. Summary of Hypothesis
As a result, based on the conceptual framework and research questions, here is an outline of the
main questions that summarize the null hypothesis.

H1: There is statistically significant relationship between Tax policies and development of
SME’s.

H2: There is statistically significant relationship between Tax rates and development of SME’s.

H3: There is statistically significant relationship between Tax reforms and development of

SME’s.
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CHAPTER THREE
RESEARCH METHODOLOGY

3.1. Introduction

The particular science of research that is applied to achieve a predefined research objective is
known as research methodology. Because of this, this chapter includes details on every specific
technique that will be used to finish this thesis. It is composed of the following: model
specification, data sources, data collection method, data analysis method, target population,

sampling methods, research design, research methodology, sample design, and ethical issues.

3.2. Research design

A framework for accomplishing research goals and providing answers to research questions is
provided by research design. Three categories apply to it: explanatory or causal research,
descriptive research, and exploratory research. Exploratory research prioritizes the discovery of
concepts and insights while attempting to find a topic for additional investigation. Studies that
are descriptive characterize the traits of a person or a group. Research designs that are causal or
explanatory investigate theories on the causal relationships between independent and dependent
variables. Examining a condition or issue in order to comprehend the relationship between
several factors is the main goal of this study design. This study uses both an explanatory or
causal research design and a descriptive approach in order to examine the causal relationship
between taxes and small and medium-sized firms. These designs are employed to evaluate the
strength and kind of cause-and-effect relationships between variables, provide an explanation for
events, problems, or behaviors that have been observed, and respond to inquiries about how and
why. They also help to clarify how independent and dependent variables are related to one

another.

3.3. Research Approach

Kothari (2004) distinguished between two primary research approaches: qualitative and
quantitative. Using a quantitative approach means generating numerical data for in-depth
examination. In contrast, the qualitative approach places more focus on the subjective

assessments of attitudes, feelings, and behavior. The present investigation will employ the
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quantitative technique to examine the impact of taxation on the expansion of small and medium-
sized enterprises. This method makes it possible to gather data in numerical and standardized
formats and to examine, show, characterize, and assess linkages and patterns in the data

(Saunders, Lewis, & Thornhill, 2009).

3.4. Population and Sampling Design
3.4.1. Target Population

According to Sekeran (2001), a population is the entire set of individuals, events, or things that
the researcher is interested in and intends to explore. According to Walliman (2011), this
population may comprise items, humans, and even events. The focus of this study is on small
and medium-sized businesses in the Kirkos sub-city administration. There are a total of 1840
active businesses in this area.

3.4.2. Sample Size Determination

The need to determine the appropriate sample size to accurately reflect a particular community
has made the application of a systematic methodology necessary due to the rising demand for
research. Therefore, the procedure for calculating sample size in a finite population will be

applied to obtain a representative sample of employees.

As described by Kothari (2004), the formula

2

n= z.p.q.N
e2. (N-1) +z2.p.q

Where, n = the desired sample size
z = the standard deviation value at a certain confidence level, which may be found in the table
that displays the areas under the normal curve.
p = the anticipated 50% target population proportion
Qisequalto I p.
e = allowable error (the accuracy) N is the population size.
Consequently, a 95% confidence level will be used to identify a representative sample of the
population.

Therefore, with 95% confidence,
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7=1.96 p=0.5 g=1-p e=5% (0.05); by substituting;

n=(1.96)2 (0.5) (0.5) (1840) = 313.95 which is approximately equal to 314.
(0.05)% (1840-1) + (1.96)* (0.5) (0.5)

In order to minimize sampling error and estimate the sample size of 314 out of 1840 small and

medium-sized businesses in Kirkos sub city administration, the researcher utilized the

aforementioned formula for this study.

3.5. Sampling Technique

A sample is a representative fraction of the population that shares traits with the entire
population, according to Sekeran (2001). Five significant SME sectors that are involved in the
Kirkos sub-city administration were chosen for this study. The researcher employed a stratified
sampling strategy to choose the appropriate sample despite their disparate locations inside the
sub-city. The researcher obtained more accurate demographic parameters and a more
representative sample from a varied community by using stratified proportionate random
sampling (Denscombe, 2007). A straightforward random selection process was employed to
choose 314 participants from every stratum. Since it enables the researcher to employ statistical
analysis to examine the sample results, this approach was thought to be the most suitable.

Table 3. 1: Sampling frame

Key sectors Population Sample size Percentage
Manufacturing 284 48 15.4%
Construction 320 55 17.4%
Trade 1000 171 54.4%
Service 160 27 8.7%
Urban agriculture 76 13 4.1%

Total 1840 314 100%

Source: Kirkos sub city administration small and medium business enterprises office
The sample is distributed based on randomly selected core sectors of SMEs of Kirkos sub city

administration.

3.6. Data sources and types

Primary and secondary sources are used to compile the data. Structured surveys are used by

subject matter experts (SMEs) to collect primary data. On the other hand, secondary data comes
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mostly from publications that are pertinent to the study's topic, such as books, websites, bulletin
boards, and reports. Books, journals, published and unpublished material on the subject region,

and the Kirkos Subcity administration provided secondary data for the study.

3.7. Data collection Instruments

This study's core data was acquired by self-administered questionnaires distributed to small and
medium-sized firms (SMEs) in Kirkos subcity. Once the sample respondents were determined,
the researcher sent questionnaires to them and gave them plenty of time to thoroughly respond to
all of the questions. To facilitate data processing, the questionnaire included closed-ended or

structured questions on a predetermined 5-point Likert scale.

According to Babbie and Mouton (2006), questionnaires have several advantages, including
being cost-effective, efficient, and unbiased (in comparison to interviews), as well as providing
participants with anonymity and privacy to encourage honest responses, particularly on sensitive
themes. Questionnaires are useful because they help convert study objectives into specific

inquiries for participants.

There were three sections of the research questionnaire used in this investigation. Participants'
general demographic data, including their educational background, work experience, marital
status, gender, and employment status, was gathered in the first section. The focus of the second
and third portions was on research variables pertaining to how taxes affect the growth of small
and medium-sized enterprises.

Respondents highlighted the best acceptable response in the demographic area with a "\". A 5-
point Likert scale with numerical values ranging from 5 to 1 was used by respondents to score
their degree of agreement. The options were strongly disagree, disagree, agree, neither agree nor
disagree, and disagree. The most favorable opinion on the statement was indicated by strong

agreement (Zikmund et al. 2013).

3.8. Method of data analysis

Using the Statistical Package for the Social Sciences (SPSS) version 24, descriptive and
inferential statistics were used to summarize and analyze the collected data. Frequencies,

percentages, means, and standard deviations were among the descriptive statistics used to assess
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the demographic data from the study sample. To facilitate comparison and enhance interpretation
of survey results, tables were employed.

In contrast, inferential statistics like regression analysis and Pearson correlation were applied to
the 5-point Likert scale data from parts two and three of the questionnaire. The Pearson
Correlation was utilized by the researcher to evaluate the connection between taxes and the
expansion of small and medium-sized enterprises. Regression analysis was also employed to
assess hypotheses and achieve the study's objective of identifying how taxes affect the expansion
of small and medium-sized enterprises. Taxation was treated as the independent variable in the
analysis, and the growth of small and medium-sized enterprises was regarded as the dependent

variable.

3.9. Model Specification

The formal process of creating a model to faithfully represent a theory through the use of
mathematical formulas is known as model specification. It entails creating a theoretical model
with pertinent facts, research, and theory. The following model was put forth to look at the
impact and statistical significance of taxes on the growth of SMEs using multiple linear
regressions.

Research Model,

Yi=a+BIXTi+B2X2i+B3X3i+ei

Where,

Yi = Dependent variable (development of SMEs)

o = constant

B = (Beta value) coefficient of slope of regression model
X1 = Tax policy

X2= Tax rate

X3= Tax reforms
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€l = error term

3.10. Validity and Reliability

3.10.1. Validity

A test's validity is determined by how well it assesses the objectives it is supposed to evaluate
(Lakshmi & Mohideen, 2013). According to Kindy et al. (2016), content validity is the degree to
which every item on an instrument covers every important aspect of the subject matter being
studied. It is imperative that the measurement instrument—a questionnaire, for example—
adequately tackle the research issues. Questionnaires are pilot tested in order to gather feedback

from respondents and make the necessary revisions to verify the questionnaire's validity.

3.10.2. Reliability

According to Kothari (2004), it has to do with consistency. Matching answers to one
questionnaire question to other questions is known as internal consistency. A common metric for
assessing internal consistency is the Cronbach's alpha coefficient. A Cronbach's alpha coefficient
of at least 0.70 is considered satisfactory, according to Pallant (2005), with higher values
denoting more reliability. The reliability test results have Cronbach's Alpha coefficients greater
than 0.7, as Table 3.2 demonstrates. We can therefore draw the conclusion that every variable
represents a trustworthy and valid construct.

Table 3. 2: Measurement of reliability Analysis

Variables Cronbach's Alpha N of Items
Tax Policy 773 6

Tax Rate 752 6
Tax Reform 785 6
SMEs performance 739 6

Source: Own survey data, 2024

3.11. Ethical considerations

By using the proper protocols, the study has taken all the required safety measures to shield
participants from potential risks. When completing the questionnaire, participants were
instructed not to divulge any information about them, including their names. Additionally, they

have been convinced that there will be no negative consequences from their involvement in this
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study because the true objective of the research (to further academia) has been fully disclosed to
them. Their identity and all information provided for the study were kept secret in order to

protect their privacy and safety.
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CHAPTER FOUR
Data Presentation, Analysis and Discussion

4.1. Introduction

This part focuses on presenting, analysing, interpreting, and discussing data relevant to the
study's aims. The chapter discusses a variety of topics, including response rate, reliability
analysis scores for the research instrument, assumption tests, descriptive analysis of independent
and dependent variables, inferential analysis to investigate relationships and the influence of
variables, and hypothesis testing. A total of 314 questionnaires were issued to the Kirkos subcity
administration, with 300 (95.5%) returned and 14 (4.5%) unreturned. As a result, the data from
the 300 returned questionnaires served as the basis for the study's analysis, presentation,

conclusion, and recommendations.

4.1.1. Demographic Profile of Respondents

This section describes the demographic profile of female entrepreneurs in the Kirkos and Yeka
subcities administrations. The analysis contains information on respondents' ages, marital
statuses, and educational levels. Table 4.1 summarises the respondents' demographic

characteristics.
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Table 4. 1: Demographic profile of Respondents

GENDER Male 114 38.0 38.0
Female 186 62.0 100.0
Total 300 100.0

AGE 18-25 130 43.3 43.3
26-35 131 43.7 87.0
36-50 19 6.3 93.3
>50 20 6.7 100.0
Total 300 100.0

Single 119 39.7 39.7
MARITAL Married 102 34.0 73.7
STATUS Divorced 55 18.3 92.0
Widowed 24 8.0 100.0
Total 300 100.0

10 and less than 85 283 28.3
EDUCATIONAL | 10+1 85 283 56.7
BACKGROUND | 10+2 55 18.3 75.0

10+3 37 12.3 87.3

Diploma 22 7.3 94.7

Bachelor’s 16 53 100.0

Degree

Total 300 100.0

Source: Own survey data, 2024
As mentioned previously, Table 4.1 displays the respondents' demographic data. The majority of
respondents in the research were female, showing that most SMEs in the subcity are owned by

women.
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Of the total respondents, 114 (38%) were male and the rest 186 (62%) were female. With 131
(43.7%) responses, the age group of 26-35 had the largest age dispersion. Next in line were the
18-25 age group with 130 (43.3%), the 36-50 age group with 19 (6.3%), and the over-50 age
group with 20 (6.7%). This suggests that a sizable portion of the subcity's sampled SMEs are
owned and operated by young people.

In terms of marital status, of the survey participants, 119 (or 39.7%) were single, 102 (34.0%)

were married, 55 (18.3%) were divorced, and 24 (or 8.0%) were widowed.

Regarding education, 85 people (28.3%) had only completed the tenth grade, 85 more people
(28.3%) had finished the eleventh grade, 55 people (18.3%) had finished the twelfth grade, 37
people (12.3%) had finished the thirteenth grade, 22 people (7.3%) had a college diploma, and
16 people (5.3%) had a bachelor's degree. This suggests that most responders have completed up

to a diploma in technical and vocational education.

4.2. Descriptive analysis on Taxation Variables

The analyst has distilled the performance of Micro and Small Enterprises (MSEs) using a 5-point
Likert scale, utilizing mean and standard deviation, in order to ascertain the participants' overall
perception of the selected factors that affect taxation (i.e., tax policies, tax rates, and tax
reforms). The following numerical values were equivalent to the 5-point Likert scale: There are
five options: 1 (strongly disagree), 2 (disagree), 3 (neither agree nor disagree), 4 (agree), and 5
(strongly agree).

Thus, the average degree of agreement or disagreement between the sample group and the
individual assertions is represented by the mean value. According to Marczyk et al. (2005), a
higher mean value indicates a larger degree of agreement among participants with the assertions,
whereas a lower mean value indicates a higher degree of dissent.

Consequently, a low degree of agreement is indicated by a mean score between 1 and 2.33, a
moderate (medium) level of agreement is shown by a mean score between 2.34 and 3.67, and a
strong level of agreement is indicated by a mean score of 3.68 or higher. In this study, the

descriptive analysis was conducted using this set of criteria (Zaidatol et al., 2012).
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4.2.1. Tax Policies

Table 4. 2: Descriptive statistics summary result of tax policies

Tax Policies Number Mean Standard
Deviation

Since the business's taxes are | 300 3.62 1.317

straightforward, tax consulting services

are not necessary.

SMEs don't need complex tax | 300 3.73 1.287

documentation.

SMEs typically charge VAT at the time | 300 3.66 1.308

of sale on all of their goods.

The activities of SMEs are typically | 300 3.87 1.332

impacted by penalties for noncompliance

with VAT laws.

For SMEs, information on income tax | 300 3.88 1.321

legislation is easily accessible

Changes in income tax rates have an | 3(( 3.96 1.247

impact on SMEs' performance.

Total grand mean and standard 300 3.79 1.302

deviation

Source: Own survey data, 2024

Table 4.2 displays the data that was collected from respondents regarding their degree of
agreement with six statements pertaining to tax policies. The statement with the highest mean
score, 3.96, and standard deviation (SD) of 1.247, related to the effect of changes in income tax
rates on the performance of SMEs in the sub city. On the other hand, the statement with the
lowest mean value (3.62, SD = 1.317) was the one that implied that the tax imposed on firms is

simple and does not necessitate tax advisory services.

When asked if SMEs need comprehensive tax records, the respondents got a mean score of 3.73
with a standard deviation (SD) of 1.287. With a mean score of 3.66 and a standard deviation
(SD) of 1.308, the statement regarding SMEs charging VAT on all products during sales
indicated moderate agreement among respondents.

Additionally, with a mean score of 3.87 and a standard deviation of 1.332, respondents agreed
with the statement that SME activities are impacted by fines for VAT violation. A mean score of

3.88 and a standard deviation (SD) of 1.321 indicate that respondents were overwhelmingly in

32|Page



agreement on the availability of information on income tax regulations for small and medium-
sized enterprises.

Ultimately, the researcher came to the conclusion that respondents strongly agreed on the impact
of tax policies on SME performance in the sub-city, as evidenced by the overall grand mean

value of 3.79 and standard deviation (SD) of 1.302.

4.2.2. Tax Rates

Table 4. 3: Descriptive statistics summary result of tax rates

Tax Rates Number Mean Standard
Deviation
Low marginal tax rates are necessary for | 300 3.54 1.489

SMEs in order to guarantee that revenue
declines in line with inflation.

To improve tax collection by ECRA, | 300 3.64 1.430
SMEs must pay at a specific tax rate.
Tax rates for SMEs ought to be lowered | 300 3.67 1.396

in order to promote an entrepreneurial
culture in the community.

SMEs' tax rates ought to fluctuate | 300 3.55 1.431
periodically in accordance with the state
of the economy.

For SMEs, tax rates are calculated | 300 3.74 1.374
without taking into account the actual
revenue assessment.

Rationalization of the VAT tax rate has | 300 3.74 1.359
increased the SME's sales revenue.

Total grand mean and standard 300 3.65 1.413
deviation

Source: Own survey data, 2024

The researcher employed six statements to gauge respondents' agreement with the existence of
tax rates, based on the information shown in table 4.3 above. The first statement, "SMEs require
low marginal tax rates to ensure that revenue decreases commensurate with inflation," obtained
the lowest standard deviation (1.489) and mean score (3.54). The final two claims, "VAT tax rate
rationalization has improved sales revenue of the SME" and "Tax rates computation for SMEs
are computed without the actual assessment of the revenue," had the highest mean value—3.74,
with standard deviations of 1.374 and 1.359, respectively.
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The average response rate (3.64) and standard deviation (SD) of 1.430 indicate that respondents
were only somewhat in agreement with the statement regarding the necessity of special tax rates
for SMEs in order to enhance revenue collection by ECRA. The statement with a modest mean
value of 3.67 and a standard deviation (SD) of 1.396 suggested that tax rates for SMEs be
lowered in order to promote an entrepreneurial culture in the town.Similarly, the statement with a
moderate mean of 3.55 and a standard deviation of 1.431 suggested that tax rates for SMEs be
modified in accordance with the state of the economy. Finally, respondents significantly agreed
with the notion that tax rates for SMEs are determined without an actual assessment of revenue,
as indicated by the mean score of 3.74 and standard deviation (SD) of 1.357.
In conclusion, tax rates significantly impact the performance of SMEs in the subcity, as indicated

by the overall grand mean of 3.65 and standard deviation (SD) of 1.413.

4.2.3. Tax Reforms

Table 4. 4: Descriptive statistics summary result of tax reforms

Tax Reforms Number Mean Standard
Deviation

For SMEs, the tax rates sent to ECRA | 300 3.64 1.361

have been advantageous.

To avoid paying tax penalties, SMEs | 300 3.70 1.367

consistently submit their taxes on time
and before the deadline.

The SMEs are aware of the regulations | 300 3.68 1.355
and sanctions for enforcement.
A few of the ECRA's enforcement | 300 3.50 1.434

guidelines prevent SMEs in the
community from expanding.

The ECRA's online tax system training is | 3()() 3.29 1.447
beneficial for SMEs since it enhances
their tax complaint.

SME comprehension of national tax laws | 300 3.52 1.406
and rates has been aided by the technical

training team of ECRA.

Total grand mean and standard | 300 3.56 1.395
deviation

Source: Own survey data, 2024
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In order to gauge respondents' degrees of agreement with the tax change projection, six
statements were presented to them, as table 4.4 above illustrates. According to the data, which
had the highest mean of 3.70 and the lowest standard deviation (SD) of 1.367, SMEs usually pay
their taxes ahead of time in order to avoid fines. On the other hand, the statement that quantified
the impact of ECRA's online tax system training on SMEs' ability to comply with tax laws
received the lowest mean score of 3.29, along with a 2.47 standard deviation.

When respondents were asked to rate how much they agreed or disagreed that the tax rates sent
to ECRA were favorable for SMEs, the mean result was 3.64, with a standard deviation (SD) of
1.363, indicating that there was strong agreement. Likewise, the assertion regarding SMEs'
familiarity with enforcement guidelines and sanctions had a mean of 3.68 and a standard
deviation of 1.355.
Respondents agreed, on average, (SD 1.434) that ECRA's enforcement policies had a moderate
impact on the growth of SMEs in the town. Additionally, the mean value of the technical training
that ECRA offered SMEs to help them understand tax laws and rates was 3.52, with a standard
deviation of 1.406.

Lastly, the standard deviation (SD) of 1.395 and the overall grand mean value of 3.56 indicate
that respondents were generally in agreement with the significance of tax reforms and their

significant impact on the performance of SME:s in the subcity.

4.3. Descriptive analysis on business of SMEs performance
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Table 4. 5: Descriptive statistics summary result of SMEs performance

SMEs performance Number | Mean Standard
Deviation

SMEs' tax payments lower their | 300 4.02 1.159

profitability.

The amount of taxes imposed on small | 300 3.68 1.350

businesses is excessive.

Tax laws and rates play a part in SMEs' | 300 3.57 1.411

noncompliance.

Since tax laws and changes haven't | 300 3.68 1.361

addressed SMEs' pricing issues, their
sales revenue has decreased.

The portfolio of small SMEs' operations | 300 3.67 1.339
is vulnerable to tax concerns, which has
an impact on their profitability.

The performance of SMEs is hampered | 300 3.76 1.315
by tax uncertainty and repressiveness.

Total grand mean and standard 300 3.73 1.322
deviation

Source: Own survey data, 2024

According to the data in Table 4.5, participants provided an average of six statements to evaluate
the performance of SMEs. With a mean value of 4.02 and a standard deviation (SD) of 1.159, the
statement "Tax paid by SMEs reduces their profitability" was most prevalent among the rest.
However, with a mean value of 3.57 and a standard deviation of 1.406, the statement "Tax
policies and tax rates contribute to non-compliance by SMEs" received the lowest value. The
mean and standard deviation (SD) of the statement "The amount of tax levied on small-scale
businesses is too much" were 3.68 and 1.350, respectively.

Additionally, with a mean score of 3.68 and a standard deviation (SD) of 1.361, the statement
regarding how tax laws and amendments fail to solve the price challenges faced by SMEs and
hence limit their sales revenue was found to have moderate agreement among respondents.
With a mean score of 3.67 and a standard deviation (SD) of 1.339, respondents strongly agreed
that small SMEs' operations are sensitive to tax risks that impact their performance. Similarly,
the statement with a high mean value of 3.76 and a standard deviation of 1.315 focused on the
impact of uncertainty and the regressive nature of taxes on the performance of SMEs.
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The results indicate that there is considerable agreement among respondents regarding the
performance of SMEs in the Kirkos subcity administration, as indicated by the overall grand

mean value of 3.73 and the standard deviation (SD) of 1.322.

4.4. Correlation Analysis

Finding the relationship between two variables can be done statistically using correlation
analysis. Working as a standardized measure of covariance, it illustrates the relationship between
changes in one variable and changes in another (Zikmund et al, 2013). In this study, the
performance of SMEs in the Kirkos subcity of Addis Ababa city administration is examined in
connection to taxation factors (tax policies, tax rates, and tax revisions) using correlation
analysis. The link was demonstrated in this study through the use of Pearson correlation analysis.
Plotting from -1.0 to 1.0, the Pearson product-moment correlation coefficient "r" indicates how
strongly the variables are related.

The strength and direction of the link are shown by the coefficient (r). The degree of the link and
the sign of the coefficient show whether the correlation is positive (both variables rise
concurrently) or negative (one variable increases while the other decreases). For evaluating the
link between variables, correlations are crucial (Marczyk et al., 2005). Evans's (1996)
classification criteria can be used to categorize correlation strength degrees. According to Evans
(1996), the following categories can be found in the absolute value of the linear correlation
coefficient (r): (Beldjazia and Alatou, 2016).

Very weak (r = 0.00-0.19), weak (r = 0.20-0.39), moderate (r = 0.40-0.59), strong (r = 0.60-
0.79), and very strong (r = 0.80-1.0).

In order to comprehend the relationships between the dependent and independent variables,
Pearson correlation coefficients were calculated, as table 4.6 below illustrates.

Table 4. 6: Correlation coefficients between dependent and independent variables
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Correlations
SMEs
Performance Tax Policies Tax Rates Tax Reforms

SMEs Pearson Correlation 1 724" 719" 680"
Performance Sig. (2-tailed) .000 .000 .000

N 300 300 300 300
Tax Policies Pearson Correlation 724 1 713" 657"

Sig. (2-tailed) 000 .000 000

N 300 300 300 300
Tax Rates Pearson Correlation 719" 713* 1 696"

Sig. (2-tailed) .000 .000 .000

N 300 300 300 300
Tax Reforms | Pearson Correlation 680" 657" 696" 1

Sig. (2-tailed) .000 .000 .000

N 300 300 300 300

**_Correlation is significant at the 0.01 level (2-tailed).

Source: Own survey data, 2024

Table 4.6 shows the correlation study of overall taxation variables and SMEs' performance. The
correlation matrix revealed a strong positive association (1=0.724, p<0.01) between tax policies
and the performance of SMEs, surpassing other taxing variables. Tax rates were favourably
connected with SMEs' success (r=0.719, p<0.01). Tax reforms had a slightly smaller positive
connection (r=0.68, p<0.01) with SMEs' performance than other taxing variables. In conclusion,
the correlation results show a strong and positive association between tax policies, tax rates, tax
reforms, and SMEs' performance in the Kirkos subcity administration, with all factors

statistically significant based on the correlation magnitude as determined by Evans (1996).

4.5. Multiple Regression Analysis

Multiple regression was used to determine the effect of independent variables on the dependent
variable. It was also utilised to assess the model's overall fit, as well as the individual
contributions of each predictor to total explained variance. In this study, multiple regression was
used to evaluate the potential association between taxation and SMEs' performance.
Furthermore, it aided in the creation of a formula that depicts the relationship between SMEs'

performance and taxation. The investigation included the use of a regression model to assess the
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hypotheses developed based on the three variables studied. All hypotheses were tested using a
95% confidence interval. Ballance (2004) points out that the effective use of a multiple
regression model requires the compliance of crucial assumptions to assure validity. Thus, the
reliability and impartiality of regression results are dependent on the assessment of underlying
assumptions. Valid conclusions and generalisations can only be drawn when these assumptions
have been tested and confirmed accurate. Prior to performing the multiple regression analysis,
the researcher ensured that the data satisfied the assumptions required for a trustworthy and
accurate analysis. The SPSS version 24 software was used to examine the assumptions of

multiple linear regressions.

1. Linearity assumption: According to Balance (2004), the predictor, or independent
variable, and the dependent variable are linearly related. The degree to which changes in the
independent variables and changes in the dependent variable are connected is also shown by
linearity. In order to confirm the linearity assumption, the Kirkos subcity administration
generated Normal Probability Plots to examine the relationship between the dependent variable
(SMEs' performance) and the independent variable (taxation). Standardized results are expected
to follow a straight diagonal line in the Normal Probability Plot of the regression, as shown in

figure 2 below, from the bottom left to the top right:
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Normal P-P Plot of Regression Standardized Residual
Dependent Variable: SMS
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Figure 1: Linearity Assumption test

Figure 2 above illustrates how a visual examination of the Normal Probability plot produced by
the Statistical Package for Social Science (SPSS) indicates that each independent variable's
relationship to the dependent variable appears to be linear.

2. Normality assumption: A bell-shaped distribution that is symmetrical and has the highest
frequency of data points in the center and decreasing frequencies toward the tails is referred to as
normal. It is expected that the variables in multiple regression analysis have a normal
distribution. According to this supposition, the residuals have values that approximate a normal
curve and are normally distributed. One common method to assess the normality assumption is

to look at a histogram that has a normal curve superimposed on it.
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Histogram
Dependent Variable: SMS
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Figure 2: Normality Assumption Test

Figure 3, the image above, demonstrates that all requirements are satisfied with no appreciable
departure from normalcy. To put it simply, the image's histogram demonstrates that the data used
for this investigation's error terms are consistently distributed, guaranteeing normalcy.

3. Multi-collinearity assumption: In terms of the multi-collinearity assumption, linear regression
postulates that the data have little to no correlation or none at all. It's critical to look for any
abnormal correlations between the independent variables in the model before presenting the
regression models. It may be incorrect to draw conclusions about the relationship between the
dependent variable and predictor variables if there is a perfect or exact relationship (i.e., if r=1)

between predictor variables or at least one independent variable with a combination of other
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independent variables (Alibuhtto and Peiris, 2015). Determining the precise role that each
independent variable has in forecasting the dependent variable's results can be difficult in
situations when the independent variables have a high degree of correlation. Collinearity
diagnostics can help identify problems with multicollinearity that may not be apparent in the

correlation matrix.

Reddy et al. (2013) state that, the most popular method for identifying multicollinearity is the
Variance Inflation Factor. Multicollinearity is generally indicated by VIF values more than 5 or
10 (Reddy et al., 2013). Following is the calculation of the VIF: Tolerance / VIF = 1. In addition,
Field (2009) noted that tolerance values below 0.1 indicate significant problems. Nevertheless,
some statisticians contend that tolerance values below 0.2 indicate a high degree of multiple
correlation with other independent variables, suggesting the possibility of multicollinearity
(Field, 2009).

Table 4. 7: Multi-collinearity Test Result

Collinearity
Statistics
Model Tolerance VIF
1 (Constant)
Tax Policies 441 2.265
Tax Rates 400 2.499
Tax Reforms 463 2.162

Source: Own survey data, 2024

It is clear from the multi-collinearity test table (table 4.7) that multi-collinearity problems are not
present in the multiple linear regression model. This is because the tolerance is not less than 0.20
and the model's variance inflation factor (VIF) is below 5.0. The tolerance values of the variables
range from 0.400 to 0.463, and the VIF values span from 2.162 to 2.499. The independent
variables do not overlap or have a strong correlation as a result. They do not have multi-
collinearity issues, which may impair the multiple linear regression model's ability to predict
outcomes.

4. Homoscedasticity assumption: All levels of the independent variables have the same variance

for errors, according to the homoscedasticity assumption. This indicates that the distribution of
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the errors among the variables is constant. To find homoscedasticity, plot the standardized
residuals against the regression standardized predicted value. Heteroscedasticity, which defies
the assumption, is seen in a scatter plot that shows patterns other than an even distribution, such
as fans or butterflies. For this inquiry, the researcher created a scatterplot of standardized

residuals versus standardized anticipated values using the SPSS software.

Scatterplot
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Source: Own survey data, 2024
Figure 3: Homoscedasticity Assumption Test

As demonstrated in Figure 4, the standardised residuals in this study are evenly distributed, and it

is inferred that heteroscedasticity is not a significant issue for this data.
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5. Autocorrelation Test: To determine whether the residuals are not independent, the
autocorrelation test is employed. The data must have little to no autocorrelation in order to do a
multiple linear regression analysis. The residual autocorrelation can be evaluated using the
Durbin-Watson test. A result of 0 indicates the absence of autocorrelation. This test examines the
covariance of error components across time. Researchers can obtain the computed result by using
the Durbin-Watson option available in the regression analysis portion of the SPSS software
program. In this investigation, the Durbin-Watson test was utilized to evaluate autocorrelation.It
is anticipated that the Durbin-Watson value will fall between 0 and 4, with values close to 2

indicating no autocorrelation.

Table 4. 8: Autocorrelation Test

Model Summary”

Adjusted R | Std. Error of Durbin-
Model R R Square Square the Estimate Watson

1 .796* .634 .630 3.18390 2.277
a. Predictors: (Constant), Tax Policies, Tax Rates, Tax Reforms

b. Dependent Variable: SMEs Performance
Source: Own survey data, 2024

The conclusion that can be drawn from the Durbin-Watson statistics of 2.277 is that the result is
close to 2, falling between 1 and 3. This demonstrates that the assumption of residual
independence has been satisfied.

Following an analysis of the five test results, it is evident that none of the following scenarios
would indicate a serious violation of the multiple regression assumptions: (A) the regression
model's goodness of fit (Model Summary); (B) the independent variables' ability to predict the
dependent variable (ANOVA); and (C) the statistical significance of each independent variable

(Regression Coefficients).

4.5.1. Model Summary
The study sought to establish the relationship between SEMs performance and taxation in the

Agency. Table 4.9 shows the outcomes of the SPSS software program.
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Table 4. 9: Model summary

Model Summary®

Std. Error of the
Estimate
Model R R Square | Adjusted R Square
1 .796* .634 .630 3.18390

a. Predictors: (Constant), Tax Policies, Tax Rates, Tax Reforms

b. Dependent Variable: SMEs performance
Source: Own survey data, 2024

As per the model summary table (table 4.9), the multiple correlation coefficient, or R, is
represented by the value in the "R" column. Strong correlation, as indicated by a R value of
0.796, suggests a high degree of predictability between the three independent components and
the performance of SMEs. The R2 value, also known as the coefficient of determination, is
displayed in the "R Square" column. This number represents the proportion of the dependent
variable's variance that the independent factors can account for. In this case, the independent
variables may account for 63.4% of the variance in the model, according to the R2 value of
0.634. Simply put the taxation variables included in the model (tax policies, tax rates, and tax
reforms) account for 63.4% of the variation in Kirkos subcity administration's SMEs
performance. However, it is vital to highlight that the remaining 36.6% of changes in SMEs'
performance in Kirkos subcity administration are driven by non-model elements or variables. As
a result, the selected taxing characteristics of Kirkos subcity administration are useful

explanatory variables for predicting SMEs' success in the subcity administration.

4.5.2. ANOVA Model Fit

The regression model's fit is assessed by the F-ratio in the ANOVA table below. An outcome
that is statistically significant (P < 0.05) is indicated by a Sig. value less than 5%.The following
SPSS software results are shown in Table 4.10:

s The "R" column shows the multiple correlation coefficient (R), which measures the

strength of the association between the independent and dependent variables.
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s The "F" column displays the F-Ratio value, which measures the appropriateness of the

regression model fit.

¢ The "DF" column displays the degrees of freedom (DF), which are the number of

independent variables that can change without breaching any limitations.

X/
°e

The "Sig. F" column displays statistically significant values (P < 0.05) showing
substantial correlations between variables and the predictive ability of independent

factors over dependent variables.

Table 4. 10: ANOVA model fit

ANOVA?
Sum of

Model Squares Df | Mean Square F Sig.
1 Regression 5202.057 3 1734.019| 171.054 .000°

Residual 3000.623 296 10.137

Total 8202.680 299
a. Dependent Variable: SMEs
b. Predictors: (Constant), Tax policies, Tax rates, Tax reforms

Source: Own survey data, 2024
Regression model fits the data well at a 5% level of significance with F = 171.054 and an
estimated significance level of 0.000 (p<0.001); the statistics in the table indicate that the
significance level of 0.05 is more than the predicted significance level of 0.000, indicating the
presence of statistically significant correlations between the variables. This suggests that the

independent factors can accurately predict the dependent variable.

4.5.3. Regression Coefficients

The data in table 4.11 below was created by the study using the SPSS software program to
ascertain the statistical significance of each independent variable in the Kirkos subcity

administration:
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Table 4. 11: Regression coefficients

Coefficients?
Unstandardized Standardized
Coefficients Coefficients

Model B Std. Error Beta T Sig.

1 | (Constant) 3.861 .843 4.579 .000
Tax Policies 344 .052 351 6.635 .000
Tax Rates 280 051 .303 5.455 .000
Tax Reforms 215 .047 238 4.610 .000

a. Dependent Variable: Performance of SMEs

Source: Own survey data, 2024

Standardized Coefficient (Beta)

The information provided by the standardised coefficients is helpful in determining the relative
significance of different independent variables. They are employed in evaluating the impact of
every independent variable on the dependent one. We can ascertain the degree of influence that
any independent variable (predictor) has on the dependent variable (criteria) using the
standardized beta coefficient. Put otherwise, the average amount of change in the dependent
variable that follows a unit change in the independent variable is described by the regression
coefficient. With a beta value of (B=.351), tax policies had the biggest impact on predicting the
performance of SMEs in Kirkos subcity administration, according to the regression coefficients
table (table 4.11) above. The second most significant indicators of SMEs' performance in Kirkos
subcity administration are tax rates (B=.303) and tax reforms (B=.238).

According to the regression coefficient table, all selected taxation variables, namely tax policies,
tax rates, and tax reforms, have statistically significant contributions to the performance of SMEs
in Kirkos subcity administration at a 95% confidence level. This is demonstrated by their p-
values 0f.000,.000, and.000, respectively. These variables have a significance level of less than

5% (p < 0.05).

In conclusion, tax policies are the most significant independent variable, with a statistically

significant effect to the performance of SMEs in Kirkos subcity administration (p-value =.000).
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Unstandardized Coefficients

The regression coefficient outputs represent the unstandardized coefficients (B) for the
independent variables. These coefficients (B) represent the change in the dependent variable as a
unit change in the independent variable. As described in Chapter 3, the study used the multiple
regression model below to establish the statistical significance of the independent factors on the

dependent variable.
Yi=a+pIX1i+p2X2i+B3X3i+ &i
Where;

Y= Dependent variable (SMEs Performance)

o= constant

p= (Beta value) coefficient of slope of regression model
X1= Tax Policies

X2= Tax Rates

X3= Tax Reforms

€i= error terms

The explanatory variables are X1 through X3, whereas the random variable is the error term e,
which is the Greek letter epsilon.

The intercept in the model (Yi=o+B1X1i+p2X2i+pf3X3i+¢1) is represented by the constant B0.
Holding all independent variables constant, the regression coefficients 1 to B3 represent the
average change in the dependent variable for a one-unit change in the independent variable. In
the model, unexplained variability is represented by the error term ei. After the independent
variables' unstandardized  coefficients B were added to  the model
(Yi=a+B1X11+B2X21+p3X31+c1), the formulation that was produced was as follows:

Yi equals 3.861 + 0.344X1i + 0.280X2i + 0.215X31i + &i.

Based on the model calculation, the constant value (B0 = 3.861) indicates that SMEs in Kirkos
subcity administration would perform at 3.861 if all other variables were zero.A beta coefficient
(B) of 0.344 shows that a one-unit rise in tax policies results in a 34.4% improvement in the

performance of SMEs in Kirkos subcity administration. Similarly, a beta coefficient of 0.280
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indicates that a one-unit change in tax rates causes a 28.0% change in SMEs' performance,

followed by tax policies.

Furthermore, a beta coefficient of 0.215 indicates that a one-unit adjustment in tax reforms
results in a 21.5% improvement in the performance of SMEs in Kirkos subcity administration.
Furthermore, the regression model formula above assumes a zero error term (¢). The regression
coefficients show that all six independent factors have a statistically significant effect on the

performance of SMEs in Kirkos subcity administration.

4.6. Hypothesis Testing

A well-founded and validated guess regarding the response to a research topic is called a
hypothesis. Generally speaking, it is described as the researcher's attempt to explain the
phenomenon they are studying. The researcher's attempt to explain the phenomenon under
examination is represented by these hypotheses, which should contain a forecast regarding the
components being examined. The next step in evaluating these forecasts is to gather and analyze
data, and based on the findings, the hypotheses may be confirmed or denied. Regression
coefficient data were therefore used to test the four hypotheses that were developed in the
previous chapter.

Table 4. 12: Summary Result of Regression Analysis

Model Beta Statistical significance
(Constant) 3.861 .000
Tax Policies .344 .000
1 Tax Rates .280 .000
Tax Reforms 215 .000
a. Dependent Variable: SMEs Performance

Source: Own survey data, 2024

The study's hypothesis is tested and given as follows, based on the results of the regression

analysis shown in table 4.12 above:
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Hypothesis 1:

H1: Tax policies have a significant and positive relationship with the SMEs performance.

The findings demonstrated that tax policies have a considerable and favourable effect on the
performance of SMEs. The beta coefficient for tax policy was determined to be 0.344 with a p-
value of 0.000 (less than 0.05). This shows that tax policy changes can account for 34.4% of the
improvement in SMEs' performance, provided all other variables remain constant. As a result, it
is possible to conclude that tax policies have a considerable effect on the performance of SMEs,

supporting Hypothesis 1
Hypothesis 2:
H1: Tax rates have a significant and positive relationship with the SMEs performance.

Similarly, the investigation revealed that tax rates have a strong and positive link with SMEs'
success. The regression coefficient for tax rates was 0.280, with a p-value of 0.000 (less than
0.05). This suggests that changes in tax rates in Kirkos subcity administration account for 28% of
the improvement in SMEs' performance, provided all other variables remain constant. As a
result, it is possible to conclude that tax rates have a significant effect on the performance of

SMEs, which supports Hypothesis 2.
Hypothesis 3:
H1: Tax reforms have a significant and positive relationship with the SMEs performance.

Finally, the study found that tax modifications had a considerable and favourable effect on
SMEs' performance. The regression coefficient for tax reform was found to be 0.215, with a p-
value of 0.000 (less than 0.05). Assuming all other variables remain constant, improvements in
tax reforms in Kirkos subcity administration account for 21.5% of the rise in SMEs'
performance. As a result, it is possible to conclude that tax modifications have a considerable

effect on the performance of SMEs, hence supporting Hypothesis 3.
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Table 4. 13: Summary of Tested Hypothesis

Ho: There is no significant and positive relationship between tax
policies and SMEs performance.

H1: There is significant and positive relationship between tax policies
and SMEs performance.

Ho: Rejected

H1: Accepted

Ho: There is no significant and positive relationship between tax rates and
SMEs performance.
H1: There is significant and positive relationship between tax rates and
SMEs performance.

Ho: Rejected

H1: Accepted

Ho: There is no significant and positive relationship between tax reforms
and SMEs performance.

H1: There is significant and positive relationship between tax reforms and
SMEs performance.

Ho: Rejected

H1: Accepted

Source: Own survey data, 2024
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CHAPTER FIVE

Summary of Major Findings, Conclusion and Recommendations

5.1. Introduction

This section summarised the study's primary discovery. Furthermore, the part includes
conclusions based from the important findings. To improve the performance of SMEs, this
section also includes proposals for improving the Kirkos subcity administration's tax system.

Furthermore, recommendations for future research are presented.

5.2. Summary of Findings

% Examining the effect of taxes on the performance of SMEs in the Kirkos subcity
administration was the aim of this study. In order to collect data for the study, a
predetermined sample of SMEs in the Kirkos subcity administration were given
questionnaires. A total of 314 surveys were sent out, and 300 of those were returned,
yielding a 95.5% response rate. The obtained Cronbach's alpha value was more than 0.70,
demonstrating the strong dependability of the research tools.

¢ After reviewing the background data of the SME respondents in the Kirkos subcity
administration, it was discovered that 186 (62%) of the total respondents were female.
Age distribution-wise, 131 (43.7%) of the total replies came from those in the 2635 age
range. Of the 119 responses, or 39.7%, the majority were single. Regarding educational
background, most of the participants had completed their technical, vocational, or

diploma-level coursework within the Kirkos subcity administration.

e

%

Descriptive statistical analysis was performed on each independent variable (tax policies,
tax rates, and tax changes) and dependent variable (SMEs' performance), yielding mean
scores and standard deviations. The study found that tax policies had the greatest mean
score (3.79), followed by tax rates (3.65), while tax reforms had the lowest mean score
(3.56) among the taxation variables. The mean score for SMEs performance was 3.73,

showing that respondents had good agreement on SMEs performance indicators.

52| Page



¢ Pearson coefficients showed a statistically significant positive relationship between the
performance of SMEs and all three factors at a significance level of 0.01. In particular,
when compared to other taxation variables, tax policies have a favorable and statistically
significant link with the performance of SMEs. Like tax policies, tax rates and reforms
have a somewhat beneficial relationship with the success of SMEs.

¢ Earlier to doing multiple regression analysis, the researcher verified that the data met the
preliminary assumptions required for the study to be trustworthy and valid. Several
regression tests, including linearity, normality, multicollinearity, homoscedasticity, and

residual independence tests, were run, and the study model met all of the assumptions.

% Multiple regression analysis was done to see if the independent variables influenced the
dependent variable. The R square value from the regression model summary (R2 =0.634)
indicated that tax policies, tax rates, and tax reforms of taxation factors can explain
63.4% of the variation in the SMEs performance of Kirkos subcity administration, while
the remaining 36.6 percent may be explained by other variables in Kirkos subcity
administration. The independent variables strongly predict the dependent variable using
the ANOVA test (F=171.054), (P<0.001). From a statistical sense, this indicates that the

model is significant and acceptable

¢ Regression analysis results showed that all selected taxation factors (tax policies, tax
rates, and tax reforms) had predictor variables that contributed statistically significantly
to the performance of SMEs at the 95 percent confidence level. These predictor variables
had p-values 0f.000,.000, and.000, respectively, and the significance level was less than
0.05 (p<0.05). When it comes to taxing factors, tax policies are the most significant
independent variable. They have a statistically significant impact on the performance of
SME:s (p-value = 0.000).

¢ The null hypothesis for each variable was rejected, and all alternative hypotheses on the

relationship between taxing factors and the performance of SMEs were accepted. At

p<0.05, the significance thresholds for each of the independent variables (tax policies, tax

rates, and tax changes) were.000,.000, and.000. This suggests that the performance of

SME:s in Kirkos subcity administration is positively and significantly impacted by all of

the tax variables that were chosen.
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5.3. Conclusion

This study aimed to investigate the effect of taxation on the performance of SMEs in Kirkos

subcity administration. Based on the results of descriptive and inferential statistics, as well as a

summary of the major findings, the following conclusions have been reached:

R/
A X4

The study finds that tax laws, tax rates, and tax modifications improve small and
medium-sized businesses' performance. The study also came to the conclusion that
SMEs' profitability is negatively impacted by the taxes they pay, and that small
enterprises pay an excessive amount of taxes. The study comes to the conclusion that
while tax policies and reforms have not been able to address SME pricing concerns,
which has resulted to lower sales revenue, tax policies and tax rates do help to SME
compliance.

In summary, it is clear that SMEs pay taxes to the government and its related agencies,
but the biggest motivator for this tax complaint behavior is the threat of penalties. It is
also clear that the nation's tax code currently offers SMEs a number of tax breaks,
including tax holidays, tax refunds, income exemptions, capital allowances, and tax rate
reductions.

It is also concluded that the tax system in the nation does not always support the growth
of SMEs because it negatively impacts their choices about financing, including how
many employees to hire, how much profit they can retain, how much working capital
they can invest in, and how much corporate profit they can make. Most of these SMEs
choose for a combination of loan and equity capital structure due to taxation.

Ultimately, the research comes to the conclusion that the performance of small SME:s is
impacted by the tax risks that are present in their operations. The performance of SMEs is
hampered by the regressive and unclear nature of taxes, thus the subcity government must

assist people who engage in SMEs' operations generally.
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5.4. Recommendations

Based on the study's results and conclusions, the researcher made many recommendations to top

management to improve employees' job performance inside the organisation.

R/
A X4

X/
°e

The government must prioritise individuals involved in SME activity by modifying tax

regulations and rate systems in the country.

SME tax laws need to be simplified in order to encourage expansion and adherence. This
includes simplified tax filing procedures and uncomplicated tax rules. Information
technology utilization ought to be promoted.

Additionally, tax administration should concentrate on assisting taxpayers with their tax
returns while utilizing continuing tax innovations to expedite tax procedures with tax
authorities.

Subcity tax administrations should improve their support services for SMEs, including
teaching small business owners on their tax requirements and the benefits and exemptions

that are available to them.

Every small and medium-sized company should make an effort to pay its taxes on
schedule. The government ought to create an environment where SMEs may prosper and
regard paying taxes as a benefit. The government should also raise awareness of the
importance of SMEs correctly filing their taxes. Increasing tax breaks and incentives will
draw in prospective taxpayers while also promoting voluntary compliance, which will
lead to the expansion of SMEs under the Kirkos subcity administration. Putting these

systems into place will motivate SMEs to make their tax payments on schedule.

5.5. Future Research Directions

To supplement the existing knowledge base on the subject, future researchers may investigate the

following areas: Significant problems were raised in the study; however they were not

adequately investigated. These difficulties could be investigated by future researchers. Some

potential subjects for further research include assessing the effect of taxation on the growth of

SMEs in Kirkos subcity administration from various viewpoints, as well as analysing the

perspectives of tax authorities/regulatory organisations on the development of Small and
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Medium Enterprises (SMEs). The study advised additional research into the effects of Tax
Awareness/Knowledge on the financial performance of enterprises, including SMEs.
Furthermore, it proposed looking into the effect of taxation on the financial performance of both
large and small businesses. Future research should include more variables to better understand
SME performance, as tax rates, policies, and reforms can only account for 63.4% of SME

performance.
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APPENDIX: QUESTIONNAIRES

Addis Ababa University
ALLANARLACAT

Seek Wisdom, Elevate your Intellect and Serve Humanity
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COLLEGE OF BUSINESS AND ECONOMICS
MASTERS OF BUSINESS ADMINISTRATION (MBA) PROGRAM

Name of student: Kidist Adane
Telephone: +251-942-857-224

Email address: adanekidist5 1 @gmail.com

Dear Respondents:

This questionnaire is designed to collect primary data for thesis entitled “The effect of taxation
on the performance of small and medium business enterprises: The case of Addis Ababa
city administration Kirkos sub city administration.” The research is conducted as a partial
fulfilment of the requirement for the Masters of Business Administration (MBA). This study is
purely for academic purpose and in no ways affects the respondent personally. It will be kept
confidential. So, your genuine view, honest & timely responses are very valuable in determining
the success of the study. Therefore, you are kindly requested to extend your cooperation by
frankly providing relevant information.

I thank you in advance for your anticipated cooperation and participation in this study.

GENERAL INSTRUCTION

0,

% Please put a “\” mark on your choice on the space provided.

% You don’t need to write your name on the questionnaire.

PART ONE
DESCRIPTION OF DEMOGRAPHICS
1. Sex
A. Male D B. Female D

2. Age (in year):
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A. 1825 || B.26-35 | C.36-50 | D. More than 50 ||
3. Marital status:
A. Single D B. Married D C. Divorce D D. Widowed D

4. Educational background:

A. 10+1 D D. Diploma D
B. 10+2 D E. 1% Degree D
C. 10+3 D F. Masters & above D

If your education level is just below the above levels, please write the highest-grade level you have
COMPIELEd. ...t
5. What is the form of ownership in this business?

A. Sole proprietorship D B. Partnership D C. Share Company D
6. What is the type of business you are involved in?

A Manufacturing D B. Construction D

C. Trade D D. Service D E. Urban agriculture D

[fother, SPeCIfy.....ouii
7. How many employees did the enterprise have?...........coocveiieiieiiiiiieiececee e

8. What were the sources of your start-up capital?

A. Personal saving D B. Equib D
C. Assistance from NGOs D D. Microfinance D

E. Borrowed from friends & relatives D F. others (please specify) ..........cooeviiiiiininnin
9. What was the average annual revenue of your enterprise? ............c.cooeviieviiinnnnn

10. What was the average annual cost of your enterprise? ..............ccoeevvvinnn...

PART TWO

Tax Policies
Please indicate the extent in which you agree with the following statements on the tax policies on
SMEs. Using the following scale:

1=strongly disagree, 2=disagree, 3=Neutral, 4=agree, S=strongly agree.
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1. | Since the business's taxes are straightforward,
tax consulting services are not necessary.

2. | SMEs don't need complex tax documentation.

3. | SMEs typically charge VAT at the time of sale
on all of their goods.

4. | The activities of SMEs are typically impacted by
penalties for noncompliance with VAT laws.

5. | For SMEs, information on income tax legislation
is easily accessible

6. | Changes in income tax rates have an impact on
SMEs' performance.

Tax Rates

Please indicate the extent in which you agree with the following statements on the tax rates on

SME:s. Using the following scale:

1=strongly disagree, 2=disagree, 3=Neutral, 4=agree, S=strongly agree.

Low marginal tax rates are necessary for SMEs
in order to guarantee that revenue declines in line
with inflation.

To improve tax collection by ECRA, SMEs must
pay at a specific tax rate.

Tax rates for SMEs ought to be lowered in order
to promote an entrepreneurial culture in the
community.

SMEs' tax rates ought to fluctuate periodically in
accordance with the state of the economy.

For SMEs, tax rates are calculated without taking
into account the actual revenue assessment.

Rationalization of the VAT tax rate has
increased the SME's sales revenue.

Tax Reforms
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Please indicate the extent in which you agree with the following statements on the tax reforms on

SMEs. Using the following scale:

1=strongly disagree, 2=disagree, 3=Neutral, 4=agree, S=strongly agree.

13 | For SMEs, the tax rates sent to ECRA have been

. | advantageous.

14 | To avoid paying tax penalties, SMEs
consistently submit their taxes on time and
before the deadline.

15 | The SMEs are aware of the regulations and
. | sanctions for enforcement.

16 | A few of the ECRA's enforcement guidelines
prevent SMEs in the community from
expanding.

17 | The ECRA's online tax system training is
beneficial for SMEs since it enhances their tax
complaint.

18 | SME comprehension of national tax laws and
rates has been aided by the technical training
team of ECRA.

SMESs Performance

Please indicate the extent in which you agree with the following statements on the SMEs

Performance. Using the following scale:

1=strongly disagree, 2=disagree, 3=Neutral, 4=agree, S=strongly agree.

19 | SMEs' tax payments lower their profitability.

20 | The amount of taxes imposed on small
. | businesses is excessive.

21 | Tax laws and rates play a part in SMEs'
noncompliance.
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22

Since tax laws and changes haven't addressed
SMEs' pricing issues, their sales revenue has
decreased.

23

The portfolio of small SMEs' operations is
vulnerable to tax concerns, which has an impact
on their profitability.

24

The performance of SMEs is hampered by tax
uncertainty and repressiveness.

If you have any additional comment or suggestion, please add in the given space below

aomgd

Seek Wisdom, Elevate your Intellect and Serve Humanity r

COLLEGE OF BUSINESS AND ECONOMICS
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