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ABSTRACT

Taxation of the informal economy has been a challenge faced by many countries in
various regions of the world. Even, though many countries especially the developing
economies struggle with meeting the demand for more revenue generation, the informal
economy has been left untapped appropriately. Several studies have been carried in this
area and still, there is no better and agreeable way on howto tax the informal economy
which seemingly has the potential to plug the revenue gap. For this reason, the study
aimed at investigating the effect of value added tax on VAT compliance among
mechanics in Nairobi County. The specific objectives of the study were to investigate
the effect of VAT knowledge on VAT compliance, the effect of VAT imposition
procedures on VATcompliance, and the effect of tools and systems on VAT compliance
among mechanics in Nairobi County. The study was anchored on the ability to pay
theory and systems theory. The study adopted an explanatory research methodology.
The target population was a total of 428 from where a sample of 207 owner mechanic
garages was drawn using the Brigit and Lewin formula. Both cluster and systematic
sampling techniques were used to reach the target respondents. Primary data was
collected using a self-administered questionnaire on a 5-point Likert scale with closed-
ended questions. Study instrument was subjected to validity, reliability and statistical
assumptions of regression tests before data were analyzed. Descriptive data was then
presented in descriptive tables while inferential statistics were analyzed using
regression and correlation analysis. Multiple regression analysis was established with a
positive insignificant linear relationship between VAT knowledge on VAT compliance
among mechanics in Nairobi County with evidence of beta 0.074, p=0.294, p>0.05.
However, there was a positive significant linear effect of VAT imposition procedures
on VAT compliance among mechanics in Nairobi County with evidence of beta -0.235,
p=0.003, p<0.05 and also a positive significant linear effect of value added tax
administration tools and systems on VAT compliance among mechanics in Nairobi
County with evidence of beta 0.187, p=0.017, p<0.05. The findings further revealed
that VAT knowledge, VAT imposition procedures, and VAT tools and systems had a
positive effect on VAT compliance up to 24.5% or (R=0.245). It was also revealed that
VAT knowledge, VAT imposition procedures, and VAT tools and systems caused a
variation of 6% or (R2=0.060 and adjusted R2 =0.045) on VAT compliance. The study
concluded that VAT imposition procedures and VAT administration tools and
systems played a significant role in the VAT compliance among mechanics in Nairobi
County while VAT knowledge was not found to play a significant role in the VAT
compliance among mechanics in Nairobi County. The study recommended that KRA
should focus more on VAT imposition procedures and VAT administration tools and
systems to achieve tax compliance effectively and efficiently. The study findings could
be used by the government to better understand and design strategies that are aimed at
bringing the informal sector into the active taxation bracket for improved VAT
compliance and revenue performance. Future studies should put more emphasis on
social and economic factors that may affect VAT compliance among mechanics and to
a wider population.
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Xii

OPERATIONAL DEFINITION OF TERMS

Garages and Mechanics - These are business premises that are established by

individuals engaged in the business of motor vehicle
service, and repairs with a formal or informal establishment
within Nairobi County. Within these premises the owners as
mechanics work therein (KEPSA, 2020).

Tools and Systems for VAT Administration - Tools and systems include both manual

VAT Compliance -

and electronic avenues and platforms used by the Kenya
Revenue Authority to interact with taxpayers for the
purpose of VAT registration, VAT filing, VAT payment,
and checking of the taxpayers' ledger in relation to tax paid
(World Bank, 2018).

The ability of the taxpayer to adhere to the requirements of
Value Added Tax laws, procedures, rules and regulations
fully and completely as provided for in the exiting tax laws
(Slemrod, 2015).

VAT Imposition Procedures - These are the laws, rules, regulations and guidelines

VAT Knowledge -

that govern the implementation of value added tax as
provided for in the Value Added Tax Act 2013. These would
include registration, acquiring of ETR machines, keeping
records, filing and paying for VAT within the specified
timelines (Bird and Gendron, 2007).

The aspect of having eligible taxpayers having requisite
know how about the value added tax laws, procedures and
other requirements that are as the Value Added Tax Act,
2013 (KRA, 2019).



CHAPTER ONE

INTRODUCTION
1.1 Background of the Study
Value added tax (VAT) is a fee assessed against businesses at each step of the
production and distribution process. It is usually assessed whenever a product is resold,
or value is added to it. Sek (2017) conducted a study on the informal economy and
value added tax in Indonesia. The findings of the study found a strong
interconnectedness between VAT and the informal economy. VAT may be the cause
for the growth of the informal sector and while on the other hand, some VAT -related
measures may be introduced to reduce or at least stop further growth of the informal
economy. The types of VAT are determined based on the treatment of capital goods of
a firm. Value added tax falls under the general category of consumption tax. This means
that VAT is levied on what people buy rather than on their earnings, savings, or
investment. Value added tax is imposed on the value added at each stage of production
and distribution. Value added tax systems have more checks against fraud because the

tax is assessed at more than one point of the distribution process (Ebrill et. al, 2002).

Value added tax was first suggested in Germany during the post-World War | period as
a replacement to the country’s turnover tax. The turnover tax was similar to the value
added tax system but did not provide rebates for the taxes paid at each stage (Quiros
et.al, 2021). In 1953, the United States adopted the use of value added tax to substitute
the excise taxes imposed after the War. France was the first county, to begin using value
added tax to partially replace its turnover tax. In 1967, the Council of the European
Union Economic Community issues directives for widespread adoption of the value
added tax to replace existing turnover taxes and link EEC members to a common tax

system (Manson, 2020). Post this EEC, many countries outside the EEC such as
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Austria, Sweden, Brazil, Greece, and Peru also adopted some variations to the valuation
added tax (Manson. 2021). Value added tax is a primary source of tax revenue in many

European Countries and other developing countries, including Kenya.

According to OECD (1999), value added tax is a primary source of tax revenue in many
governments with exception of the United States. That all countries of the Organization
for Economic Cooperation and Development (OECD) use a VAT or similar tax on
consumer expenditures. Value added tax has become the most common general
consumption tax in the world (Bird and Gendron, 2007)). The widespread use of the
VAT is due in part to its perceived efficiency and effectiveness in raising tax revenue
compared to other indirect taxes (OECD, 2008). In theory, value added tax systems
with a uniform rate are neutral to all forms of productive input. Many countries across
the world though have modified their VAT systems with multiple rates and exemptions
to meet political, economic, and social needs. Most nations do not assess any tax on
necessities such as food, medicine, and shelter. Some of these exemptions are caused
by difficulties in computing value added, professional services such as banking,

accounting, and insurance (OECD, 2008).

In 2018, the Africa unweighted average value added tax-to-GDP ratio for the 30
countries under evaluation was 16.5%. However, the Africa average was below the
Latin America and the Caribbean (LAC) average of 23.1% and the OECD average of
34.3% in the same year. Value added tax to GDP rations in Africa ranged from 6.3% in
Equatorial Guinea and Nigeria to 32.4% in Seychelles, with 21 countries having rations
between 10% and 25%. The value added tax-to-GDP ratio exceeded 25% in four
countries that’s Morocco, Seychelles, South Africa, and Tunisia) and was less than 10%
in five countries (Chad, the Republic of Congo, the Democratic Republic of the Congo,

Equatorial Guinea, and Nigeria). The main changes in the average value added tax to
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GDP ratio between 2010 and 2018 were increases in VAT and income tax revenues,
increasing mostly between 2010 and 204 at 0.9p.p and 0.5pp respectively (OECD,
2021). According to International Tax Foundation (2020), in 2019 there was an increase
in the number of countries in Africa that requested for change of information on several
companies and individuals. This translated to nearly USD 12 million additional value
added tax revenue and between 2014 and 2019, a group of 8 African Countries
identified USD 189 million of additional taxes by exchanging information. It is
estimated that Africa loses around USD 40 to 80 billion every year due to tax evasion

(OECD/AUC/ATAF, 2020).

Taxes on goods and services were the main sources of tax revenue among the countries
the 30 countries in Africa. Total taxes on goods and services accounted for 51.9% of
total tax revenues on average in 2018, with VAT contributing to 29.7%. The West
Africa Economic and Monetary Union (WAEMU) has set a goal to achieve a tax-to-
GDP ratio of at least 20% according to Diallo (2018). However, the tax-GDP ratio in
the WAEMU countries averaged 15.2% in 2018 with variations in each member
country. Inthe Southern African Customs Union (SACU), the average tax to GDP ratio
was at 19.6% in 2018 with variations from 12.1% in Botswana and 29.1% of GDP in
South Africa (OECD/AUC/ATAF, 2020). The average tax-to-GDP ratio of the three
East Africa Community (EAC) countries was 15.5% in 2018, which was below the
Africa average. Tax-to-GDP ratios in Kenya and Rwanda exceeded 17.0% in 2018 and

amounted to 11.8% in Uganda (OECD/AUC/ATAF, 2020).

In Kenya, the responsibility of tax administration is charged to the Kenya Revenue
Authority. According to Kenya Revenue Authority (2021), value added tax is charged
on the supply of taxable goods or services made or provided in Kenya and on

importation of taxable goods or services into Kenya. It further states that any person,
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individual, company, or partnership that has supplied or expects to supply taxable goods
worth Kenya Shillings 5,000,000 and above within 12 months, must register for VAT.
The registration is done through the online portal via iTax system where such an entity
is assigned a Personal Identification Number (PIN) (KRA, 2021). Once registered, such
an entity is required to account for VAT charged on the taxable supplies made through
online monthly returns and pay any VAT due. Kenya charges three various tax rates of
value added tax (VAT). The first-rate is 0%; this is charged on the zero-rated supplies.
These goods are listed in the 2" Schedule to the VAT Act, 2013. These include among
others exportation of goods and or services charged, goods supplied to Export
Processing Zones, privileged persons, and public bodies, among others. The second tax
rate is 8%; this is charged on petroleum oils obtained from bituminous, motor sprits
that are from diesel, super, aviation spirit, among others. The third tax rate is 16%; this
is a general rate for other goods and services as long there is an aspect of value addition
along the production and distribution process (Kenya Revenue Authority, 2021). All
registered entities must submit their VAT returns on or before the 20" of every month
following the month in which the VAT was realized. There are strict penalties for
defaulter of which is rated at Kenya Shillings 10,000 and 5% of the tax due whichever
is the higher (KRA, 2021). The payment of VAT in Kenya is done through iTax system,
which is an online portal allowing for both invoice generation and payment of the VAT
due. Value Added Tax is housed in the Domestic Taxes Department at Kenya Revenue
Authority. In the last financial year, value added tax dropped by 7% brought about by
declining business associated with the global corona virus pandemic (KRA, 2021). This
was also occasioned by the reduction of the general value added tax rate from 16% to
14% to help both businesses and individuals cope with the effects of the pandemic. This

was however regularized in December 2020.
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Tedika and Mutascu (2013) studied the effects of the shadow economy on tax revenues
of several African Countries using a panel-model approach covering the period 1999 to
2007. The study findings revealed that the shadow economy had a significant negative
impact on the tax revenue of the selected African countries. The study further suggested
that African governments should endeavor to manage shadow economy occurrences to
avoid subsequent decreases in the level of tax revenue. Due to the growth of
technological possibilities of doing business without an established physical presence,
taxing the informal / shadow economy is increasingly becoming a serious challenge to

most governments (OECD, 2020).

Ngicuru et al. (2016) conducted a study on the effect of selected factors affecting
revenue collection in the Nairobi City County Government. The study adopted a
descriptive methodology of data collection, analysis, and interpretation. The study
findings revealed that tax structure affects revenue collection through flexibility,
equitability, neutrality, and simplicity while different forms of revenue affect the
amount of revenue collected. The study further revealed that revenue diversification
had a positive and significant relationship with the amount of revenue collected. The
study further noted that tapping onto the majority of untaxed sectors such as informal

sectors would contribute to the performance of tax revenue in the County.

Sikka (2017) conducted a study on the challenges of information communication
technology adoption in tax administration across various tax jurisdictions in Europe.
The study findings revealed that government may lose revenue because of tax
misconducts, wrong transfer invoicing, risk counterbalance, overuse of tax motives, and
other tax planning systems which may be caused by faults in the tax administration
tools and systems. He further noted that it is a crucial matter to ensure that tools and

systems used to levy taxes are efficiently and effectively interacting with the taxpayers.
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According to Richard (2008), half a century after its introduction, the VAT has emerged
as the world’s most widely used consumption tax and a central component of public
finance in Africa. Sijbren (2015) notes that VATSs are preferred in several African
countries since VAT is less detrimental to growth than income taxes. VAT has several
advantages compared to other tax instruments prevalent in developing countries, which
arguably explains its widespread adoption around the world. It is seen as superior to an
import tax or turnover tax in terms of production efficiency according to Keen (2016).
Value added tax is also seen as superior to a retail sales tax in terms of revenue
mobilization as it features compliance incentives for a business-to-business transaction
and can generate revenue earlier in the supply chain even if the retailers fully evade

their turnover, and income tax liabilities (Kopczuk and Slemrod, 2006).

Even though empirical evidence show that value added tax (VAT) is superior and a
better way to generate non-disruptive revenue in the economy, some sectors of the
economy that should ideally contribute to its efficiency fail to do so since collection
and accounting for VAT is made mandatory for the parties that meet the minimum
thresholds (Keen and Mintz, 2004). According to Alexeev and Chibuye (2016), the
informal sector presents a challenge to most tax administrations because of the nature
of the business which they run and their inability to meet the minimum thresholds. Even
though there are many other tax regimes in place to ensure that the informal sector

contributes to revenue collection, still many do not participate.

In the study conducted by de Mel et al. (2012) on the determinants of VAT compliance
among the informal sector businesses across Asia. The findings of the study revealed
that VAT knowledge was one of the determinants that had a strong positive correlation
with VAT compliance among the informal sector players across multiple industry

sectors. Ahmad & Samsudin (2016) conducted a study on the determinants of sales tax
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(VAT) compliance in small and medium scale enterprises in Jordan: a call for empirical
research. The study discussed the importance of sales tax in the small and medium
enterprise (SME) sector in Jordan. The study stressed on the need to signal the severity
of tax gap that should be addressed by the government. The study used secondary data
for analysis recording 166,000 SMEs. The study findings indicated around 87% of
small enterprises and 35% of medium enterprises did not comply in paying their sales

tax (VAT).

Tatariyanto (2014) used a Multiple Indicator and Multiple Cause (MIMIC) approach to
examine the size of the underground economy and the loss of tax revenue in Indonesia
from 2000 to 2008. The study found evidence that the underground economy increased
when a large number of people were not submitting tax returns due to changes in tax
imposition policy and the growth rate of unemployment. The study further found that
the underground economy in Indonesia decreased sequel to greater public knowledge
to comply with tax payment of their civic obligations. The study further noted that
where imposition procedures become complicated and that taxpayers find challenges in
filing their returns and making payments, they are discouraged. The study also found
that imposition procedure when perceived negatively by the informal sector players,
then negative perception may lead many potential taxpayers to voluntary non-

compliance.

Strapuc and Cazacu (2016) conducted a study on the roles of taxation tools and systems
as a contributing factor to VAT compliance in Romania. The study found out that to
evaluate the interaction between tools, systems, and taxation; we must understand the
aspects of all sectors, the behavior of tools and systems used in the assessment of taxes,
as well as properties even in the same market having differing peculiarities especially

in the case where the users of these tools and systems may have limits in accessing and
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effectively understand the setup of these tools and systems. According to the findings
of various scholars on the taxation of the informal economy, this study, therefore,
adopted factors of tax knowledge, imposition procedures, and tools and systems used
in the administration of value added tax to further investigate their effect on mechanics

who fall within the informal economic sector.

This was why the study was interested in investigating mechanics who fall in the
informal sector of the economy. These mechanics services vehicles of those considered
to be operating mostly in the formal economy and individuals of mid-class income.
According to Action Aid International (2018), informal sectors players due to their
inability to register formally for tax purposes, still may be double taxed and even
overtaxed since they buy parts and raw materials which are taxed but cannot easily
transfer that tax to final consumers since they are not registered. The study was
interested in finding factors that would enhance compliance to the benefit of both the

revenue authority and the mechanics themselves by being in the formal business.

Even though the value Added Tax Act 2013 provides for voluntary registration which
may be a choice of the business owner according to the assumed benefits (OECD,
2018), the option may give rise to businesses that trade above the minimum threshold
requirements for VAT registration yet fail to register. Such business may contribute to
poor compliance with VAT which is a major contributor to the total revenue collected
in any given financial year in Kenya. The study, therefore, investigated the effect of

value added tax on VAT compliance among mechanics in Nairobi County.

1.2 Problem Statement
According to World Bank (2018), virtually all countries which have VAT regimes with
thresholds to mandatory qualify for VAT registration; small and unregistered

businesses do not have to collect and remit VAT on their sales. Further, these
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unregistered businesses cannot use their VAT credits-purchased VAT- as generated by
their businesses to seek VAT refunds (OECD, 2015). In the case of mechanics who
realize VAT on their sales but cannot deduct the VAT paid on inputs because they are
not registered for VAT as per the requirements of the law which then affect VAT
compliance. Gale et al. (2015) conducted a study on the relations between value added
tax among the informal sector and revenue collection. The study found that revenue
collection is greatly underperforming among the informal sector players due to several
factors. The study identified factors such as lack of sufficient knowledge, VAT
imposition procedures and policies, and tools and systems that tax authorities used to

administer VAT.

Harju et al. (2015) studied the determinants of VAT compliance among the informal
sector in Jordan. The study findings revealed that VAT knowledge among informal
sector players leads to inadvertent non-compliance to the required tax laws and
procedures which ultimately affects VAT compliance. Brashares et al. (2014)
conducted a study on VAT compliance among the hardest to tax entities within the
Philippine economy. The study found that even though traders in the informal economy
may want to comply with all tax requirements; tax imposition procedures were itself
hindering others due to complex processes that had to be followed to complete a tax
return process. This was noted to affect VAT compliance among the informal sectors.
Sika (2017) conducted a study on the role of tools and systems in improving VAT
compliance within the informal sector. The findings of the study showed that when
tools and systems are wrongly designed, they may contribute to loss of revenue as a

result of non-compliance.

VAT compliance still appeared to be a challenge among the informal sector where

mechanics belong. Various scholars have studied the informal sector and tax
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compliance. The findings still showed that many factors affect compliance. It is critical
thus, to investigate the relationship between VAT knowledge, VAT imposition
procedures, tools and systems, and VAT compliance among the mechanics. As it is,
mechanics make sales and pay for the inputs mostly using cash or cash equivalents and
they do not, account for, file, and pay the tax due from the sales received (Gale et al.,
2015). These factors could be addressed on how to increase VAT knowledge among
mechanics who otherwise meet the set minimum threshold for VAT compliance, the
procedures used to impose VAT, and how it affects compliance and tools and systems
in place to administered VAT as provided for in the VAT Act 2013 s as to improve on
compliance. This would lead to value addition in the management of informal sector
players and mechanics for improved VAT compliance and increased revenue collection

in Kenya.

1.3 General Objective of the Study
The purpose of the study was to investigate factors affecting value added tax

compliance among the mechanics in Nairobi County.

1.3.1 Specific Objectives of the Study
i. To determine the effect of VAT knowledge on VAT compliance among
mechanics in Nairobi County.
ii.  To investigate the effect of VAT imposition procedures on VAT compliance
among mechanics in Nairobi County.
ilii.  To establish the effect of value added tax administration tools and systems on

VAT compliance among mechanics in Nairobi County.
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1.4 Research Hypothesis
Hoi:  There is no significant effect of VAT knowledge on VAT compliance among

mechanics in Nairobi County.

Ho2:  There is no significant effect of value added tax imposition procedures on VAT

compliance among mechanics in Nairobi County.

Hos:  There is no significant effect of tool and systems on VAT compliance among

mechanics in Nairobi County.

1.5 Significance of the Study

The study evaluated factors affecting VAT compliance among mechanics in Nairobi
County. The findings of the study could be used by the government of Kenya to put
more effort into the VAT imposition procedures among the mechanics to enhance
compliance since this has been shown to impact VAT compliance positively. The
findings of the study could be used by the government to improve on the tools and
systems used to account for VAT among the mechanics for those who meet the
mandatory thresholds for VAT obligations to enhance compliance and ensure that

levels of accountability are improved.

The findings could be used to improve policy inclinations towards the inclusion of
mechanics into the taxation brackets better, for improved value added tax compliance.
The findings could also be used by the legislature to formulate other tools and systems
to improve the ability to register mechanics without necessarily meeting the minimum

threshold as tax collection agents to tax revenue collection by the government.

To the academic fraternity, the findings of the study could be used to enhance the body
of knowledge-based by further studying the issue of taxation among the mechanics

which are mostly part of the informal sector. Gaps have been revealed where knowledge
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was found to have insignificant consequences on VAT compliance, which could call
for further investigations into the underlying factors that render the knowledge available

to the mechanics being inconsequential to tax compliance in Kenya.

1.6 Scope of the Study

The study specifically targeted individuals who were mechanics but running businesses
that are not registered for VAT by the Kenya Revenue Authority for value added tax
purposes. These individuals owned garages with a formal business name registered in
their respective names or businesses. According to Value Added Tax Act 2013, these
individuals were not mandatorily required to register for VAT, file value added tax
returns due to a lack of PIN as per KRA requirements. These individuals were also not
legible for VAT registration due their trade volumes which were below the required
minimum threshold of Kenya Shillings five million. However, they purchased VAT in
their normal business operations from companies that sold spare parts and other
accessories required to conduct their trade. Such mechanics must have operated their
garages for periods of not less than 2 years within the same locality. The study limited
its geographical focus to all mechanics within North, East, South, and West based on
tax authority areas in Nairobi. The study focused on financial years 2019/2020 and
2020/2021. The area was relevant to the researcher due to the understanding of the
industry. The choice of the geographical locations also ensured that there were many
mechanics trading but unregistered for VAT and therefore provided sufficient data for
analysis and the ultimate interpretation of the gathered information. This factor further
made it possible to generalize the study findings and outcome to a large population of

mechanics operating in the country.
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CHAPTER TWO
LITERATURE REVIEW

This chapter discussed the literature that had been reviewed by the researcher to inform
the study. The chapter began with a brief explanation of the study concept and how the
variables begin with the dependent variable and then to independent variables and how
they relate to each other in the study. The chapter proceeded to look at the theoretical
frameworks that relate to and support the study. Each of the variables was then reviewed
under empirical review based on the studies by other scholars which were currently
being undertaken, have been undertaken, and are mainly dependent on journals, papers,
and books to some extent. The chapter closed with the conceptual framework,

diagrammatically showing the relationship between the variables.

2.1 The Concept of VAT Compliance

The dependent variable in the study is VAT compliance. Government revenue is mainly
raised through taxes. One of these taxes is value added tax (VAT). Value added tax is
not a final tax and therefore all businesses that collect the VAT on behalf of the
government are expected to claim the refund. However, this is only applicable to those
businesses which are formally registered by the tax authority. Therefore, performance
could be affected by the non-mandatory registration of all businesses and lead to

performance issues.

According to a study by de Mel et al. (2012) on the determinants of VAT compliance
among the informal sector businesses across Asia. The study found that VAT
knowledge was one of the determinants that had a strong positive correlation with VAT
compliance among the informal sector players across multiple industry sectors.
Loperpick (2009) while studying the impact of education on value added tax

performance among organizations in the informal set up in Turkey, found that there is
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a need to ensure that taxpayers are aware of the requirements of the tax laws, tax
procedures, and accompanying penalties and punishments which are levied as
deterrence to tax evasion. The study further recommended that when tax authorities
take the initiative to increase taxpayers' knowledge, especially in the informal sector,
the revenue collected would increase as some taxpayers in the informal economy will

feel obligated once they know what is required of them.

Ahmad & Samsudin (2016), studied determinants of sales tax (VAT) compliance in
small and medium scale enterprises in Jordan: a call for empirical research. The study
discussed the importance of sales tax in the small and medium enterprise (SME) sector
in Jordan. The study stressed the need to signal the severity of the tax gap that should
be addressed by the government. The study used secondary data for analysis recording
166,000 SMEs. The study findings indicated around 87% of small enterprises and 35%
of medium enterprises did not comply in paying their sales tax (VAT). Thabani and
Richard (2020) studied factors that affect tax compliance among small and medium
enterprises (SMEs) in Lusaka, Zambia. It was found that high tax rates and complex
filing procedures are the most crucial factors causing non-compliance of SMEs because
many of the players in the SMEs are not aware of the tax procedures, requirements and

find it expensive to engage tax experts to assist in filing taxes as per the requirements.

Value added tax is not a final tax on the registered businesses but is final on the
consumers. In the case whereby the business is unregistered for the VAT, purchases
VAT, and does not collect VAT from their customers; this could lead to the imposition
procedures being ineffective and affect VAT compliance. The study will assume that
the concept of VAT imposition procedures and VAT compliance particularly among

the mechanics has some relationship.
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Tatariyanto (2014) used a Multiple Indicator and Multiple Cause (MIMIC) approach to
examine the size of the underground economy and the loss of tax revenue in Indonesia
from 2000 to 2008. The study found evidence that the underground economy increased
when a large number of people were not submitting tax returns due to changes in tax
imposition policy and the growth rate of unemployment. The study further found that
the underground economy in Indonesia decreased sequel to greater public knowledge
to comply with tax payment of their civic obligations. The study further noted that
where imposition procedures become complicated and that taxpayers find challenges in
filing their returns and making payments, they are discouraged. This might affect the
total revenue collection especially in the difficult-to-catch tax evaders sectors such as

the informal economy.

There are tools and systems used by the tax authority to implement, collect, and
communicate with taxpayers. The concept of the study is that there is a relationship
between tools and systems and VAT compliance. The assumption is that when tools
and systems are designed efficiently, effectively, and objectively then, these should
address any potential challenges irrespective of the economic sector and the tax base
for which it is meant. In the case of mechanics, these tools and systems should be able
to effectively bring on board all those that qualify for taxation or tax collection as
agents. When this is not the case, then tools and systems may contribute to revenue

underperformance.

In the study conducted by Strapuc and Cazacu (2016), on the roles of taxation tools and
systems as a contributing factor to VAT compliance in Romania. The study found out
that to evaluate the interaction between tools, systems, and taxation; we must
understand the aspects of all sectors, the behavior of tools and systems used in the

assessment of taxes, as well as properties even in the same market having differing
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peculiarities especially in the case where the users of these tools and systems may have
limits in accessing and effectively understand the setup of these tools and systems.
These challenges if experienced may lead to underperformance of the revenue due to

inadvertent non-compliance as a result of tools and systems being complicated.

2.2 Theoretical Framework
The study was anchored on two theories, and these were the ability to pay theory, and
the systems theory. These two theories were reviewed based on their relevance and

support to the study.

2.2.1 Ability to Pay Theory

Adam Smith and Piguo founded the theory of ability to pay in 1903. The ability-to-pay
theory of taxation maintains that taxes should be levied according to a taxpayer’s ability
to pay. The idea of progressive taxation that is the ability to pay was espoused by Adam
Smith, who is considered the father of economics. Smith (1776) wrote that the subjects
of every state ought to contribute toward the support of the government, as near as
possible, in proportion to their respective abilities; that is in proportion to the revenue
which they respectively enjoy under the protection of the state. Ability-to-pay taxation
theory argues that those who earn higher incomes should pay a greater percentage of
those incomes in taxes as compared to those who earn less (Britannica, 2021). This
theory further stresses as put forward by (Kagan, 2020) that everyone should make an
equal sacrifice in paying taxes, and because people with more money have less use for

a giver amount, paying more of them in taxes does not impose a greater burden.

Utz (2017), while writing on the ability-to-pay theory states that indirect taxes such as
Value Added Tax (VAT), excise, sales, or turnover taxes can be adapted to the ability
to pay criterion, but only to a limited extent, for example by exempting necessities such

as food or by differentiating tax rates according to the urgency of need. Neumark,



17
2018), however, disagrees that such policies are generally not highly effective,
moreover, they distort consumer purchasing patterns and their complexity often makes
them difficult to institute. Other scholars (Due et al, 2018), held that throughout the
20th century, the distribution of the tax burned among individuals should reduce the
income disparities that naturally result from the market economy. However, Mill (1989)
and other classical economists wore of the opinion that if taxes are levied in proportion
to the incomes of the individuals, it will extract equal sacrifice. Yet, modern economists
assert that when income increases, the marginal utility of income decreases. The
equality of sacrifice can only be achieved if the persons with high incomes are taxed at

higher rates and those with low incomes at lower rates.

The ability-to-pay theory also is commonly interpreted to mean the requirement that
direct personal taxes have a progressive rate structure, although there is no way of
demonstrating any degree of progressivity is the right one. This is because a
considerable part of the population does not pay certain direct taxes such as income and
thus some tax theorists believe that a satisfactory redistribution can only be achieved
when such taxes are supplemented by direct transfers or refundable credits (Blum &
Kalven, 1952). Other scholars however argue that income transfers and negative
income tax create negative incentives; instead, they favor public expenditure targeted
toward low-income families as better means of reaching distributional objectives

(Neumark et al, 2020).

The ability to pay theory is relevant to the study and supports the dependent variable
since mechanics who have the ability to pay for their VAT should comply with the
requirements of VAT regulations and procedures. Mechanics are considered part of the
SMEs and the majority are unregistered businesses however due to the business they

trade in any given financial year, is sufficient to bring them into the bracket of
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mandatory registration, filing, and payment of VAT. The other aspect of the paradox is
that their clients are people of means and therefore as much as possible taxes should be
collected from them. The theory, therefore, informs the researcher to focus more on the
study towards contributing to the knowledge and efforts of widening the tax bases to
ensure that all elusive and missing but eligible taxpayers are brought into the system to

help improve VAT compliance.

2.2.2 The Systems Theory

System theory was proposed by biologist Ludwig von Bertalanffy in 1940 and furthered
by Ross Ashby in 1964. The systems theory is an interdisciplinary theory about every
system in nature in society and in many scientific domains as a framework with which
we can investigate phenomena from a comprehensive approach (Capra, 1997). A
system can be defined as an entity, which is a coherent whole (Ng., 2009) such as a
boundary is perceived around it to distinguish internal and external elements and to
identify input and output relating to and emerging from the entity. Systems theory is
hence a theoretical perspective that analyses a phenomenon seen as a whole and not
simply the sum of elementary parts. The focus is on the interactions and on the
relationships between parts to understand an entity’s organization, functioning, and
outcomes (Golinelli, 2009). Systems can be found in an economic system and within

information systems, among others.

Systems thinking comes from the shift in attention from the part to the whole while
considering the observed reality as an integrated and interacting unified set of
phenomena where the individual properties of the single parts become indistinct
(Jackson, 2003). In contrast, the relationship between the parts themselves and the
events they produce through their interaction becomes much more important, with the

result that “system elements are rationally connected towards a shared purpose
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according to Luhmann (1990). The proponent of the system theory argues that we are
not able to fully comprehend a phenomenon simply by breaking it up into elementary
parts and then reforming it; we instead need to apply a global vision to underline its
functioning. Although we can start from the analysis of the elementary phenomenon,
to fully comprehend the phenomenon in its entirety, we must observe it also from a

higher level which is a holistic perspective (von Bertalanffy, 1968).

Today there are several kinds of systems perspectives from which systems theory can
be related. There are service systems, viable systems, smart systems, living systems,
economic systems, social systems, institutional systems, technological systems,
conceptual systems, and ecosystems (Mele et al, 2010). Katz and Khan (1978) applied
the concept of open systems to the organization and observed that organizations are
systems built by energetic input-output where the energy coming from the output
reactivates the system. Emery and Trist (1960) however viewed organizations as socio-
technical systems, underlining the two main components of the firm as a system, which
is a social component which is the people, and a technical component which is

technology and machines.

Cutlip, Center, and Broom (2006) posit that the systems theory approach should view
organizations as open social systems that must interact with their environments to
survive. Organizations depend on their environments for several essential resources.
These resources include customers who purchase the product or service, suppliers who
provide materials, employees who provide labour or management, shareholders who
invest, and governments that regulate these environments especially that of economics.
The systems theory, therefore, contributes to the adaptation and adjustments to changes
that often occur in the organization’s environment. Katz and Kahn (1966); who first

used the systems theory approach identifies organizational behaviour by mapping the
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repeated cycles of input, throughput, output, and feedback between an organization and

its external environment.

Bertalanffy (1951), notes that systems receive input from the environment either as
information or in the form of resources. The systems then process the input internally,
which is the throughput, and release outputs into the environment to restore
equilibrium. The systems approach focuses on the means used to maintain
organizational survival and emphasizes long-term goals rather than the short-term goals
of the goal attainment approach. Most effective organizations, according to system
theory adapt to their environments. Pfeffer and Salanick (1978), described the
environment as the events occurring in the world that have any effect on the activities
and outcomes of an organization. Environments range from static and extreme. Because
dynamic environments are constantly changing, they create a lot of uncertainty about
what an organization must do to survive and grow (Weinberg, 2001). The key to dealing
with uncertainty is information. An open organization monitors its environment and
collects information about the environmental deviations that is labeled as input. The
organization then processes this information and uses it to formulate solutions or
responses to the changes caused by the dynamisms of the environment (Checkland,

1997).

The systems theory supports the study’s independent variables of VAT knowledge,
value added tax imposition procedures, and tools and systems. This is because VAT
knowledge, VAT imposition procedures, tools and systems must not be considered to
be standalone efforts but a whole part of the complete taxation efforts. Therefore, all
eligible taxpayers should have sufficient knowledge; the procedures for imposition of
value added tax should apply to all entities and persons that do business without any

form of segregation. The registration for VAT should be voluntary without any
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coercion aided by tools and systems such as the iTax system. This creates a gap that
even the rightfully qualifying mechanics opt not to be VAT compliant since the
majority of people want to avoid accounting and paying taxes accumulated. Where
VAT knowledge is viewed as part of the components of the learning system and as
having a set of skills and competencies enables one to have its VAT knowledge
(Nonaka and Tacheuki, 1995). Therefore, this knowledge works through a cognitive
system establishing its existence, creating information, and activating skills to produce

knowledge through continuous learning processes (Vicari, 1992).

Barile (2006), states that when systems theory is viewed from a systemic perspective,
every system, at a certain level, is in relation with supra-systems and sub-systems. The
former is hierarchically ordered as a function of their influence on the system; the latter
ought to be directed and managed by the system to contribute to its finality (Barile,
2008). In the case of VAT imposition procedures, the system theory dictates that a
systemic way must be there that guides on how the processes come one after the other.
This is important to avoid discrepancies in VAT declaration, filing, and payment or
claiming of the credit owed to the VAT agent. This leads to a smoother
operationalization of VAT imposition procedures since the systems theory dictates that
continuous contacts with the same process create participation since systems tend to

absorb supra-systems and subsystems to develop as a whole system (Barile, 2008).

According to Beer's (1972) work which gave the systems theory a strong impulse with
his viable systems model which outlines a system as an entity that is adaptable for the
purpose of surviving in its changing environment. The viable systems are an abstracted
cybernetic description that applies to autonomous systems. Cybernetics refers to the
study of how actions by a system cause a change in the environment that are understood

by the system itself in terms of feedback, allowing adaptation of the system to new



22
conditions (Golinelli, 2008). Tools and systems can be viewed as cybernetics since they
have the capacity to interact with the taxpayers autonomously and give feedback to the
tax authorities which then can be used to improve the sub-system of VAT compliance
and the entire system of tax collection. This would enhance the effectiveness and the
efficiency in addressing any gaps that could be felt in the economy towards revenue
collection otherwise, underperformance would constantly be a challenge to revenue

performance.

2.3 Empirical Review of Variables
These are studies that have been conducted or are currently being conducted by scholars
on the topic area of the study. These works of literature reviewed are also critiqued, and

the proposed study needs to be expounded.

2.3.1 VAT Compliance

The key functions of any state are to raise revenue in the form of taxes to meet its rising
fiscal obligations. The need to raise tax revenue cannot be overemphasized. Mashkoor
et. al. (2010) stated that as much as governments often use various methods of raising
resources, taxation is the key and most important source of government revenue.
According to OECD (2012), there is a need to strengthen the utilization of domestic
revenue for public expenditure financing as well as the core role of taxes in the field of
development and redistribution. The state needs to fulfill its task effectively by raising
funds. These funds should then be used to provide protection, justice or run the state
and follow the planned growth agenda. These can be achieved through levying taxes
and promoting participation, transparency, and state capacity while and mistering

various tax bases (Brautigam, 2002).

In the financial year, 2019/2020 Kenya Revenue Authority collected a total of Kenya

shillings 1.607 trillion which was an improvement from Kenya shillings 1.580 trillion
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in the 2018/2019 financial year. Of the collection and of importance to the study,
domestic taxes collected a total of Kenya shillings 1.092 trillion with a 4 % growth from
the previous FY. However, value added tax (VAT), domestic, dropped by 7% as
compared to the previous financial year (KRA, 2021) According to the study by Nyaga
and Omwenga (2016) on factors influencing tax revenue growth at Kenya Revenue
Authority: a case of Meru station. It was revealed that even though KRA has
implemented notable reforms towards improved tax performance, there still exists gaps
that need to be improved further. The question that remains constant is how best the
performance of revenue can be improved. It may be time to focus attention on economic

sectors that would contribute to the improvement of revenue collection.

Nawire (2020), conducted a study on constraints to enhanced revenue mobilization and
spending quality in Kenya. The study noted that the structure and growth of Kenya’s
economy and spending quality have a bearing on its taxable capacity. Constraints to the
enhancement of revenue mobilization and spending quality include the existence of a
large informal sector, inadequate information on property ownership; perceived
corruption; inefficient use of public resources; political interference; volatile election
cycles; abuse of tax incentives; uneven transfer pricing; illicit financial flows; and
untaxed online businesses, coupled with poor administrative capacity and tax policy
design. Taking note of the informal sectors as one of the constraints, the informal
economy is not comfortable and rosy place, and it is seen as a threat to the economic,

political, and moral stability of society (Danesh, 1991).

Radzi (2019), studied in Malaysia factors affecting of VAT compliance among small
and medium enterprises within the informal sector. The survey collected data from 248
usable owners from the northern Peninsular Malaysia. The findings of the study

revealed that power, distance, individualism, masculinity, uncertainty avoidance and
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long-term orientation are significantly related with intention to tax non-compliance.
However, the owners of these small and medium businesses tend to engage in tax non-
compliance due to huge opportunities involving cash business transactions with an aim
to avoid cash declarations. Put differently, small businesses are likely to be compliant
where transactions are not cash-based since there are evidence of businesses having
taken place (Mohamad, Zakaria and Hamid, 2016). The avoidance of cash transaction
would increase transparency in dealing hence contribute towards a culture of

compliance.

Tedika and Mutascu (2013) studied the effects of shadows (informal) economy on tax
revenues of several African countries using a panel-model approach. The duration of
the study covered the periods between 1999 and 2007. The findings revealed that the
shadow economy had a significant negative impact on tax revenues of the selected
African countries, Kenya included. Tatariyanto (2014) used a Multiple Indicator and
Multiple Cause (MIMIC) approach to examine the size of the underground economy
and the loss of tax revenue in Indonesia from the year 2000 to 2008. The study found
evidence that the underground economy is increased when large numbers of people
were not submitting tax returns due to changes in tax policy, and growth of

unemployment.

Tax VAT compliance based on the reviewed literature is arguably important to the
resource mobilization efforts by the government. However, the performance is
dependent on several factors as discussed in the reviewed literature. Some of these
factors include the number of unregistered but qualifying businesses, tax imposition
procedures, tools and systems for tax administration, among others. The study variables

are therefore arguable able to measure the extent of the dependability of tax VAT
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compliance on the above three particular factors. The study will specifically focus on

the informal sector shadowed with mechanics in Nairobi County.

2.3.2 VAT Knowledge and VAT Compliance

Pimhidzai and Fox (2012) conducted a study on the role of tax knowledge and VAT
compliance in Ukraine. The study adopted time series analysis and surveyed 3687
participants online for 5 years. The study found that among the participants from the
informal sector, insufficient VAT knowledge on various tax laws and procedures
played a role and failure to correctly declare their taxes and pay the tax due. The study
also noted that the majority of tax authorities do not have the capacity and resources to
effectively create awareness. Closely related is the fact that most tax authorities
consider the individuals’ incomes within the informal sector to be low and tax rates
correspondingly modest, while the cost of collection and overall administrative burden

is remarkably high (Keen, 2012).

According to a study conducted by La Porta & Shleifer (2014) on the determinants of
revenue collection in the informal sector, case of small-scale traders in Pakistan, The
study findings revealed that a large number of potential taxpayers in the informal sector
are not aware of their tax obligations, tax laws, requirements and procedures of
accounting for their taxes due. The study further found that the difficulties of
monitoring hidden entrepreneurs and small-scale forms can give rise to serious revenue
collection costs for tax authorities in developing countries, which then hinders overall
VAT compliance. At the same time, the revenue potential of taxpayers in the informal

sector is fairly modest, as their taxable income is usually quite low.

Awasthi and Engelschalk (2018) conducted a study on the impact of informal sector
growth on VAT compliance among developing economies. The study adopted an

exploratory study technique. Data were analyzed using regression and correlation
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analysis to consider the relationship between taxation and informal economy and how
tax systems can stimulate and enforce the formalization of business activities. The study
found that the existence of a strong negative relationship between tax revenue collection
and the informal economy. The findings further revealed that even those in the informal
economy who qualify to pay taxes should be brought into the tax brackets through
holistic strategies; the majority of these informal economy players lack the requisite
knowledge to be fully compliant. The study further suggested that tax authorities may
involve some form of the traditional approach of monitoring and use of law
enforcement tools which may require officials to gain access to the informal economy
participants databases, including third information from various public and private
sources as well as banks to force compliance which ultimately may lead to improved

knowledge on tax requirements.

Guillermo and Deyvi (2018) conducted a study on the impact of the informal economy
on tax revenues and economic growth using panel data of OECD members and Latin
American countries from 1995 to 2016. The study employed the use of the MIMIC
approach and the Generalized Moment Method (GMM) to establish the impact of the
size of the informal economy on economic growth and tax revenue collection. The study
generally found that for both Latin America and OECD countries, the informal
economy has a negative impact on the amount of tax revenue collected by the
government especially in instances where the informal sectors are ignorant of the
applicable tax laws, tax procedures, and general requirements to the existing tax

regulations.

Barbara and Claudio (2015) conducted a study using simulation-based analysis to
assess the effects of several tax reforms in the economy of Italy due to challenges of

tax evasions resulting from undeclared jobs and businesses. The study constructed
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various tax reform models and produced many results which revealed that
macroeconomic and welfare effects of tax reforms might be so much underestimated if
the informal sector were to be overlooked. In the case of the mechanics, their numbers
could be in the thousands as Josh et. al (2014) found that knowing their exact number
is often the greatest challenge that makes it difficult to plan and bring them into the tax
bracket. However, increasing the level of awareness on tax laws, tax procedures and
general knowledge is important for tax authorities to improve VAT compliance

especially from the informal sector players.

2.3.3 Value Added Tax Imposition Procedures and VAT compliance

The value added tax imposition procedures is part of the Value Added Tax Act of 2013.
This act regulates the administration of VAT is further regulated under Tax Procedures
Act 2015 which ties with East Africa Community Customs Management Act and
Excise Act 2015. These are the main laws alongside other procedures and regulations
as issued by the commissioner general. The Act recognizes the Tax Point as the time at
which one recognizes or charges VAT and it is the earlier of delivery or performance,
issuance of the certificate, issuance of the invoice, and receipt in full or part payment
on account of supply. VAT operates on an INPUT-OUTPUT principle whereby the
difference between VAT purchased (input) and VAT sold (output) is either payable or
claimable depending on which is greater. Therefore, where the output is more than the
input VAT, the agent is expected to pay taxes, and where the input is greater than the
output, the taxpayer is legible for a refund (KRA, 2021, VAT Act 2013). Kenya
Revenue Authority resolved to expedite the refunds claim processing duration from an
average of 133 to 60 days. Notable milestones were achieved in financial

2018/2019/2020 where out of the processed refunds claims amounting to Kenya
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shillings 36.1 billion approximately Kenya shillings 25 billion were refunded to various

businesses within the financial year under review (KRA, 2021).

According to Sijbren (2015) report on mobilizing VAT revenue in African countries,
he notes that because VAT on taxable purchases cannot be credited or rather washed
out against the VAT on output, the business supplying exempt goods and services tend
to substitute these purchases by lower-taxed or non-taxable goods and services. In other
words, the exemption distorts input choices. He further notes that entities including
individuals will try to avoid the tax on taxable purchases or services by performing
various activities themselves that they would otherwise procure at lower pre-tax costs
from third parties. In doing so they avoid the VAT on the labor element of the self-
performed activity. These findings apply to the case of mechanics and the services they
offer. Individuals and entities who have the capacity to pay VAT would avoid going to
the registered garages in favor of the unregistered ones. This is because when the cost
of VAT is added to the services offered, the expenditure goes up (KRA, 2021). By
doing this, they affect VAT compliance. On the other hand, the mechanics, buy spare
parts for the services they need. They may buy these without VAT or with VAT
depending on the supplier. The mechanics are unregistered hence cannot use the
procedures of VAT which is output VAT less input VAT and pay the rightful amount
collected from their customers to the tax authority. This act may lead to loss of VAT

revenue.

Muchiri (2014), took into consideration the inability of tax revenue to meet the
expenditure requirements of the government of Kenya due to the existence of the
informal economy even when several reforms in taxation have been implemented. The
study made use of the Ordinal Least Squares (OLS) method and secondary form of data.

The result showed that an increase in the size of the informal sector leads to a decrease
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in VAT compliance and vice versa, which is quantitatively important. The study also
found that the key factors determining tax VAT compliance included direct foreign
investment, per capita GDP, and openness to trade. The study suggested the formulation
of policies that would include the informal sector in the tax bracket which should
involve fostering voluntary tax compliance and deduction of tax collection costs. As it
is now, the informal sector has not been effectively brought into the tax bracket
especially among the mechanics where huge taxes are purchased and sold in services

and they are not accounted for or remitted due to policy gaps.

2.3.4 Tools and Systems and VAT compliance

The policies regulating the administration of VAT as discussed earlier are anchored in
the VAT Act 2013 mainly and assisted by other legal frameworks namely Excise duty
2015, EACCMA 2004, and Tax Procedures Act 2015. The Acts of parliament guide the
formulation of tools and systems to oversee the collection of value added tax. Notably,
the performance of VAT was not as per the expectations in the previous financial year
2019/2020. Even though the global pandemic shocked many businesses, the percentage
drop of 7% was the highest compared to other streams of revenue (KRA, 2021). This
might be a pointer to improve on the tools and systems that govern the administration
of VAT. The studies reviewed in the previous sections reveal that the informal sector
is large and probably a lot of tax leakages are happening there (Keen, 2012; Sijbren,

2015; Levin & Widell, 2014).

The study conducted by Strapuc and Cazacu (2016), found out that to evaluate the
interaction between tools, systems, and taxation; we must understand the aspects of all
sectors, the behaviour of tools and systems used in the assessment of taxes, as well as
properties even in the same market having differing peculiarities. Jackson and Milleron

(1986) found that the increase of taxpayers not complying with taxes is because of the
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complexity of and evolution of the tax system over time. The various types of forms to
fill for the payment of taxes also discouraged taxpayers from filing and hence this leads
to an increase in the tax non-compliance. Sikka (2017), noted that government may lose
revenue because of tax misconducts, wrong transfer invoicing, risk counterbalance,
overuse of tax motives, and other tax planning systems. It is a crucial matter to ensure
that tools and systems used to levy taxes are efficiently and effectively interacting with

the taxpayers.

As per the study conducted by Ngicuru et. al., (2016), on the effect of selected factors
affecting revenue collection in the Nairobi county government. The study adopted a
descriptive method of data collection, analysis, and interpretation. Data were analyzed
using Statistical Package for Social Sciences (SPSS) using the multicollinearity
regression model. The study findings revealed that tax structure affects revenue
collection through flexibility, equitability, neutrality, and simplicity in the tax
administration tools and systems. That revenue diversification has a positive and
significant relationship with the amount of revenue collected whereas different forms
of revenue collected have a positive and significant effect on the amount of revenue
collected in the county. Based on the study, it was of interest to further dig deeper to
understand the underlying policy issues and gaps in the administration of VAT and how

these issues affect the general environment of tax compliance in Kenya.

Proper imposition of tax procedures will contribute to building a social norm of
voluntary tax compliance as firms expand over time (Joshi et.al, 2014). This line of
reasoning can be connected to overall economic growth and development due to
improved VAT compliance from the voluntary payments of tax irrespective of the
economic sector (Gaspar et.al, 2016). That the emergence of taxpaying culture is likely

to come in handy with good governance and strong governmental institutions, which
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eventually give rise to economic growth and development through proper tax
imposition channels. However, those who have different opinions may feel that given
the low value for money of imposition tax on the informal sector in terms of revenue,
tax administrations have often given little priority to the taxation of the informal sector
firms, in this case where the majority of the mechanics belong. Many fear that taxing
the informal economy may have a greater tax bearing and burden on the low-income
informal sector firms (Josh et.al, 2014). However, to countries facing the challenges of
sufficient revenue for development, there is a need to find a way in which these
qualifying informal sector players can be brought into taxation to help improve VAT
compliance towards meeting both growth and development needs of the country

(Muchiri, 2014).

The literature reviewed showed that VAT is an important contributor to tax revenue
collected by the Kenya Revenue Authority. As important as it is, several areas present
some weaknesses in the administration and collection of VAT. As people naturally do
not want to pay taxes, any loopholes, or weaknesses either in the administration itself
or the policy framework are likely to get exploited. Kenya’s informal sector is big and
constantly growing which literature has shown that the larger they grow the lesser the
revenue will be collected as may be able to pay taxpayers would find a haven in the
informal sector to evade paying taxes. The current VAT Act 2013; provisions for
voluntary registration for VAT unless mandatory for those that have met the minimum
threshold which is at least Kenya shilling five million. Therefore, many people in the
informal sector who may be above the set minimum threshold do not register effectively

as agents for the collection and remittance of VAT.

Mechanics in Nairobi are a considerable part of the informal sector and offer services

to those who can pay VAT have the ability to pay for VAT. This is not the case currently
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as only a few are registered for VAT. None of the studies reviewed has directly
conducted research on the determinants of VAT compliance among the mechanics.
None of the variables under the study has ever been investigated within the context of
the proposed study to the best knowledge of the researcher. Following the gap that there
exists, the proposed study will therefore investigate the effect of value added tax on

VAT compliance, in the case of mechanics in Nairobi County

The chapter opened with the introduction of the study concept where the study
investigated factors affecting VAT compliance among mechanics in Nairobi County.
The variables in the study were VAT compliance dependent on tax knowledge, value
added tax imposition procedures, and tools and systems on the administration of VAT.
The study assumed that there is a relationship between the tax VAT knowledge, VAT
imposition procedures and tools and systems, and VAT compliance. The study also
assumed that there is a relationship between VAT knowledge, VAT imposition

procedures, and VAT tools and systems, and VAT compliance.

The chapter looked at two theories that anchor the study. The ability to pay theory as
put forward by Adam Smith in 1903, posits those taxes should be paid based on an
individual’s ability to pay. That those with greater income should pay more since the
taxes demanded of them do not create much burden. The theory is propounded on the
canons of equity, justice, and fairness of taxation. The theory was relevant to the study
since it enabled the development of the framework for discussing and reviewing the
previous studies bearing in mind that people should and can only pay taxes based on
their abilities. The theory also enabled the researcher to be more focused to understand
the issues that are likely to affect the outcome of the study knowing well what prompts
the people to pay their taxes and what prompts tax authorities to administer regulations

to various sectors of the economy.
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The chapter also looked at the concluded and the ongoing studies in the subject of the
study and reviewed and critiqued some of the findings. Several pieces of literature
review from the world, continental, and national view supported the study variables in
one way or the other. These previous scholarly works also enabled the study to identify
gaps that need to fill and not only contribute to the academic body of knowledge but to
offer data-based solutions to the relevant authorities and even subsector economy under
the study. In the review of variables specific to the study, the findings of various
scholars showed that there is a relationship between the study variables. These
relationships however were different from those that were in this study. That led to the
realization of the gap that needs to be filled. Many scholars have looked at the area of
tax compliance in the context of factors such as direct foreign investment, imports, and
exports, larger companies, among others. However, fewer studies have concentrated on
the informal sector. Those that have still have not conducted any study with the same
variables as in this study. Therefore, there was a need to fill the gap and contribute to
the body of knowledge, improve on study variables, and support the improvement of

VAT compliance in Kenya.

The literature review chapter is summarized by looking at the various subsections of
the main chapter. The chapter concluded with the framing of the conceptual framework
to show the relationship between the variables as discussed in the chapter. The study

investigated factors affecting VAT compliance among mechanics in Nairobi County.

2.4 Conceptual Framework
The study aims at evaluating the effect of value added tax on VAT compliance, a case
of mechanics in Nairobi County. The dependent variable is VAT compliance, and three

independent variables include VAT knowledge, value added tax imposition procedures,
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and the tools and systems administering value added tax in Kenya. The relationship

between these variables is further illustrated in figure 2.1.

Independent Variables Dependent Variables
VAT knowledge

- General knowledge

H
- Procedural knowledge o
- Legal knowledge
VAT compliance
VAT imposition procedures
P P - VAT
- VAT registration Hoz N Remittances
- VAT computation » - VAT Returns
- VAT filing - VAT Compliance
Certificate
Ho3

Tools and Systems

- iTax System
- Electronic Tax Register

Figure 2.1: Conceptual Framework

Source: Author
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CHAPTER THREE
RESEARCH METHODOLOGY
This chapter provided a discussion of the research methodology that was used in the
study. It discussed the research design, target population and sample, data types and
sources, data collection procedure, measurement of variables, data analysis, and

presentation and ends with model specification and assumption of the regression model.

3.1 Research Design

Research design as noted by Yin (2009), is an empirical inquiry that investigates a
contemporary phenomenon in depth and within its real-life context. Yin further noted
that a research design is all about establishing a systematic interface that ensures the
interrelationship between the study’s initial research questions and the empirical data
that is accumulated thereon. This study adopted an explanatory research design. The
primary purpose of explanatory research was to explain why phenomena occurred and
to predict future occurrences. Explanatory studies are characterized by hypotheses that
specify the nature and direction of the relationship between or among variables being
studied. The goal is often to generalize the results to the population from which the
sample is selected (Fowler, 2002). This design was appropriate for the study because it
allowed the researcher to generalize the findings to a larger population (Schindler &

Cooper, 2003).

3.2 Population and Sample

A population is the entire set of individuals having some common characteristics or
who meet the sampling criteria for inclusion in a study (Burns & Grove, 2001).
However, Cooper and Schindler define a population element as the subject on which
the measurement is being taken and is the unit of study (Cooper & Schindler, 2003).

On the other hand, a sample is a smaller group or sub-group obtained from the
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accessible population. The sample should be selected in such a way as to ensure that
certain sub-groups in the population are represented in the sample proportion

(Mugenda, 2008).

3.2.1 Target Population

The target population of this research study comprised 428 Owner Mechanic Motor
Vehicle Garages in Nairobi County. This includes East, West, South, and North as
broken down by KRA stations divisions in Nairobi. This data was according to Kenya
Auto Bazaar Association (2019). The study only targeted garages that had done

business for the past 2 years.

Table 3.1: Target Population

Areas Target Population
Nairobi East 184
Nairobi West 115
Nairobi South 53
Nairobi North 76
Total 428

Source: Author

3.2.2 Sampling Procedure

Sampling according to Lohr (2010) is defined as the procedure by which elements of a
population are selected as representative of the total population. The study applied a
cluster sampling technique to select the motor vehicle garages to participate in the study
across the four division as per the Kenya Revenue Authority. The respondent mechanics
within these garages were selected using systematic sampling for equal and normal
distribution of respondents from the garages across the four areas of Nairobi County.
To identify the participants every k' mechanic was reached using the formula of k =
N/n where k" person = 428/207 = every 2" mechanic among the sample population

until the 207" person was reached across all the four divisions within Nairobi County.



37
Systematic sampling was used since mechanics presented a homogenous group of the

study population.

3.2.3 Sample Size

As noted by Zaied (2014), estimation of the sample size in research is a fundamental
step in obtaining the intended research objects since it is a representation of the study
population from which general observations can be made. According to the advice by
Mugenda and Mugenda (2003) the larger the sample size the more accurate the findings
of a given research. The sample size for this study was determined using Bridget and
Lewin's (2005) formula. This formula assumes a normal distribution on the assumption
that the garages were normally distributed according to the parameters under study.
Using the formula and a precision level of 5%, the desired sample size is determined to

be as below

n=—"_ =428/ [1+428(0.05)%] = 207 mechanics.

T 14N(e)?

where n = sample size, N = population size, then e = error of sampling or precision/error
limit at 95% level of confidence, p = 0.5 and 5% level of precision is required. This
sample size was considered adequate since it was greater than 1% of the target
population (Gravette & Forzano, 2012). This sample was further distributed across the

study area as per Table 3.2

Table 3.2: Sample Size

Area Target Population Sample Size
Nairobi East 184 87
Nairobi West 115 53
Nairobi South 53 24
Nairobi North 76 43
Total 428 207

Source: Author
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3.3 Data Types and Sources
Leedy and Ormrod (2013), define data as information obtained during an investigation
or study. Data for this research was collected mainly from primary sources. Data
collection instruments refer to devices used to collect data such as questionnaires, tests,
structured interview schedules, and checklists (Teddlie & Tashakkori, 2009). Primary
data collection was accomplished using questionnaires. Primary data consisted of a
series of original data collected by the researcher. The questionnaire was self-
administered having closed-ended questions. The closed-ended questions enabled the
collection of quantitative data for statistical analysis. The questionnaire was validated

to help identify any ambiguous and unclear questions to the respondents.

3.4 Data Collection Procedure

Primary data was obtained through a self-administered questionnaire that was delivered
to the respondents and collected after one week. Respondents were given instructions
and assured of confidentiality after which they were given enough time to fill the
questionnaires. A follow-up through personal visits to facilitate a good response rate

was done.

3.5 Measurement of Variables

The dependent variable was measured using the constructs of value added tax
remittances; value added tax returns and compliance certificates. The techniques used
were ordinal scales through a self-administered 5-point Likert scale questionnaire with
varying degrees of responses to which the study aimed to measure as is captured in
appendix tow part four from statement numbers one to four. The data gathered with the
study instrument was analyzed using regression and correlation analysis to assess the
interdependency between the dependent variable and the independent variables in the

study. The independent variable of VAT knowledge was measured using constructs of
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the presence of general knowledge, procedural knowledge, and legal knowledge on
value added tax compliance on a 5-point Likert scale self-administered questionnaire
as appended in appendix two, part one statements one to five. The second independent
variable VAT imposition procedures were measured using the constructs of VAT
registration, VAT computation, and VAT filing using a self-administered questionnaire
on a 5-point Likert scale as captured in appendix two, part two statements one to five.
The third and last independent variable tools and systems were measured using iTax
system, and electronic tax register (ETR) using a self-administered questionnaire on a
5-point Likert scale as captured in appendix two part three statements one to five.
General questions and background information was captured in appendix two, part five
using simple yes, no, and optional questions from one to nine. Data were analyzed using
regression and correlation analysis to show the inter-relationship between the variable,
other independent variables, and the dependent variable. To this extent, the study had

not adopted any of the research hypotheses.

The study adopted normality, and multiple regressions to measure the degree to which
the dependent variable was affected by the independent variables. ANOVA t- and f-
tests were used to measure the significance of the model while measuring the
relationship between determinants of VAT compliance at 95% confidence level and 5%
significance level. A significance level of between 90% and 99% was sufficient to make
a conclusion on the model’s significance while tested at the P value. Pearson
Correlation analysis (r) was used to determine and measure the strength and direction
between the dependent variable and each of the independent variables. Coefficient of
Determination (r?) was used to measure the proportion of variance in the dependent

variable that can be explained by the independent variable.
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3.6 Pilot Study
A pilot study is a smaller version of the proposed study in preparation for the major
study and does not form part of the eventual population group used in the final research
study (Burns& Grove, 2002). It is used to refine the questionnaire so that respondents
have no problems understanding and answering them (Saunders, 2012). It also helps in
assessing the validity and reliability of the data that was collected. The pilot study was
conducted on 21 or 10% of the sampled garages however outside the study area. The
study conducted a pilot study in Kiambu County especially in Kahawa West Ward
among garages that had been operational for at least two years and had their owner
mechanics respond to the study questions. Only those mechanics who owned the
garages were allowed to participate. Any other mechanic working for the garage was
not required to participate in the pilot study. This was to ensure that only respondents

who had firsthand information responded to the study instrument.

3.6.1 Validity of the Research Instruments

Validity according to Komp and Tromp (2009) is a measure of how well a test measure
what it is supposed to measure. Content validity was achieved when questionnaires
were given to experts in the field of study for comments on the suitability and
representativeness of the questions. Their comments and observations were

incorporated into the study instrument to ensure that the content is valid.

Construct validity indicates the extent to which a measurement method accurately
represents a construct that can be measured directly and produces an observation,
distinct from that which is produced by a measure of another construct (Carmines and
Zellar, 1979). The study measured the validity of the constructs using factor analysis
and correlation tests to ascertain whether all the constructs produced distinct

observations independent of each other. Should this not be the case during the pilot
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study, the study instrument was adjusted to ensure that each construct was distinct from

the other.

Criterion validity according to Liu (2010) is the measure of the extent to which the
instrument’s scores correlate with an external criterion which is usually another
measurement from a different instrument either at concurrent validity or predictive
validity. The study measured criterion validity by comparing the correlation coefficient
of relevant and similar previous studies between the two instruments measures. The
criterion validity of a test is measured by the validity coefficient and a score above 0.35

is considered beneficial.

3.6.2 Reliability of the Research Instruments

Bell (2010) stated that reliability is the degree of consistency with which a research
instrument measures whatever it is meant to measure. It is the extent to which a
research instrument produces similar results on different occasions under similar
conditions. In other words, it is concerned with the question of whether the results of
a study are repeatable. For this study, reliability was determined by a test-retest
technique where the researcher administered a pilot questionnaire twice in two separate
instances to 10% of the sampled respondents who were not among the sampled
respondents. Orodho (2012) noted that the pre-test should be 10% of the sample. The
two scores were correlated to establish whether the contents of the questionnaire were
consistent in eliciting the same responses every time the instrument was administered.
The reliability of the instrument was assessed using Cronbach’s alpha. A construct
composite reliability coefficient (Cronbach alpha) of 0.7 or above is considered

adequate for the study (Rousson, Gasser & Seifer, 2012)
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3.7 Tests for Assumptions of Regression
Diagnostic tests are usually carried out to empirically determine the quantitative effect
of study design shortcoming of estimates of diagnostic accuracy according to Wheeler
and Tiefelsdorf (2005). The study conducted diagnostic tests before the data was
analyzed to validate the accuracy and reliability of the findings. Using the Shapiro
Wilk Test, when at an alpha level of 0.05 and the p-value of less than 0.05, then the
null hypothesis was rejected and there was evidence that the data tested were not
normally distributed. However, when the p-value is greater than 0.05, then the null
hypothesis was not rejected meaning that the data had come from a normally

distributed population.

3.7.1 Normality Test

A normality test is used to determine whether a data set is normally distributed. Visual
representation of the distribution of tests results determines whether it conforms to the
bell-shaped normal curve (Amata, 2017). The normality test was done using Shapiro

Wilk Test.

3.7.2 Multicollinearity Test

According to Alin (2010), when two or more independent variables are linearly
dependent on each other, then one of them should be used in data analysis instead of
the two or more as this increases the standard errors, making the results biased. Using
a Variance Inflation Factor (VIF) of values to measure whether the independent
variables (IVs) suffer multicollinearity problem, a VIF value >10 shows there is
multicollinearity while any VIF value < 10 with a tolerance factor of > 0.2 is an ideal
and acceptable measure of multicollinearity. Zainodin and Yap (2011) note that it is
important to test for multicollinearity among independent variables since the presence

of multicollinearity leads to multiple errors in the analysis of data. The assumption was
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that there was a true linear relationship between VAT compliance and VAT
knowledge, VAT imposition procedures, and tools and systems. The study also
assumed that errors were normally distributed, there was equal variance around the
regression line during the analysis of the variables, and that the relationship was
independent of one another to diagnostically test the relationship between the

variables.

3.7.3 Data Transformation

According to Osborne (2002), data transformation is defined as the application of
mathematical modifications of the values of a variable, including adding constants to
multiply, square, or increase, convert to a logarithmic scale, inversion, and reflection,
taking values from the square root and even apply trigonometric transformations such
as sine transformation. This is done to ensure that the data meet the assumptions of
normality and/or homoscedasticity/homogeneity of variance (Osborne, 2010). In the
study data was not transformed since the test for normality showed that data was
collected from a normally distributed population. This was based on the Shapiro Wilk

test, which proved that all significance levels were above the required limits.

3.8 Data Analysis and Presentation

Data of the study were analyzed and tabulated by use of descriptive statistical analysis
techniques. The completed questionnaires were edited for completeness and
consistency before processing. The cleaned data were then entered into a computer for
analysis using the statistical package for social sciences (SPSS). The result of the data
analysis was presented in the frequency distribution table. Correlation analysis was

used to determine the level of association of the variables in the study.
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3.9 Model Specification
The model that was used in the analysis provided the extent to which the independent

variable affected the dependent variable.

The multiple regression model was used as stated.
Y= Bot+ BrX1+P2Xot PaXst ¢
Where: Y= VAT Compliance

Bo = Constant term.

X1= VAT Knowledge

X2 = VAT Imposition Procedures

X3=VAT Tools and Systems

€ = error term.

B1 B2 and B3 are coefficients of the various determinants of performance; and ¢ is

error term.

3.10 Ethical Considerations

Ethical issues related to the privacy of possible and actual participants, voluntary nature
of participation, the right to withdraw partially or completely from the process, consent,
possible deception of participants, and maintenance of confidentiality of data provided
by individuals or identifiable participants and their anonymity (Saunders, 2007).
Permission was obtained from Moi University and NACOSTI to conduct data
collection. The researcher was bound to adhere to all ethical issues of honesty, privacy,
cultural sensitivity, informed consent, and voluntary participation. The ethics of the
study were ensured by protecting the rights of the respondents that is anonymity and
confidentiality. This was done by informing them in advance of the importance of the
study and participation was on a willing basis. Respondents were at liberty to pull out
from the study any time they felt not comfortable proceeding with the survey. Personal

particulars like name and address were not disclosed.
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CHAPTER FOUR
DATA ANALYSIS, PRESENTATION, AND INTERPRETATION

This chapter presented the study results of the primary data collected through the use
of closed-ended questionnaires. The vital areas of the study analyzed were the
questionnaire’s reliability test, response rate, and general information. The study
objectives were to determine the effect of VAT knowledge on VAT compliance,
determine the effect of VAT imposition procedures and determine the effect of
value added tax administration tools and systems on VAT compliance among
mechanics in Nairobi County. Descriptive and inferential statistics were as well used

in data analysis, presentation, and interpretation of the data.

4.1 Questionnaires Response Rate

The study target response rate was 207 questionnaires, out of which 195 questionnaires
were correctly filled and returned achieving a 94% return rate. According to C.R.
Kothari (2014), a response rate of more than 70% was considered appropriate for data

analysis and helped reduce sample biases. The results were displayed as in table 4.1.

Table 4. 1: Response Rate

Return Rate Frequency Percent
Returned Questionnaires 195 94
Unreturned Questionnaires 12 6
Total 207 100

Source: Author

4.2 General Information
The background information of the respondents in social research is a very vital
consideration since it informs the views, opinions, and dynamics about the respondents

and overall, the nature of responses achieved. In this study, the focus was on the gender,



46
age, and the highest level of education, business registration services, estimated average
sales turnover in the past 3 years, cars approximately serviced on a good day, average
charge of service per customer, number of employees if any, and the best description

for one’s business ownership.

4.2.1 Gender of Respondents

The study sought the respondents’ gender and from the results in table 4.2, the majority
of the respondents at 97% were male while females presented only 3% of the
respondents. This exhibited the male gender to be higher than the female gender
amongst the mechanics meaning this was a male-dominated area of service. This points
to the fact that the economic sector of motor vehicles repair is mostly done by males

which might influence their tax compliance behaviour.

Table 4. 2: Gender of Respondents

Gender Frequency Percent
Male 189 97
Female 6 3
Total 195 100

Source: Author

4.2.2 Age of Respondents

The respondents’ age was analyzed and presented in table 4.3. The study conclusions
indicated that the majority of the respondents at 56% were between ages 40-49 years,
followed by 20% and 18% of the respondents who were between ages 29-39 years and
50-59 years, respectively. 4% and 2% of the respondents comprised of 18-28 years and
60 years and above respectively. These results revealed a representation of age as a

factor that plays a role in this economic sector. This might point to age being an
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expertise issue, creating a better understanding between the mechanics and their clients.

Age has also been associated with better compliance behaviour (Slemrod, 2016).

Table 4. 3: Age

Age Frequency Percent
18-28 years 8 4

29 - 39 years 39 20
40 - 49 years 110 56
50 - 59 years 35 18
60 years and above 3 2
Total 195 100

Source: Author

4.2.3 Highest Level of Education

The study sought information concerning the respondents’ highest level of education
attained as depicted in table 4.4. The results displayed that majority of the respondents
at 54% had attained a secondary level, followed by 24% of the respondents who had a
university/college achievement. 17% of the respondents had attained a primary level of
education. Only 5% of the respondents seemed not to have attended school. These
depictions showed excellent literacy levels of the respondents that assisted in achieving
quality responses. Education level may be associated with understanding and being
generally aware of the tax implications on the business. To some taxpayers, the
knowledge could be used to avoid and evade paying taxes by exploiting the weaknesses

in the tax laws, among them VAT registration thresholds.
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Level of Education Frequency Percent
Primary 33 17
Secondary 106 54
University/College 47 24
Others (Not gone to school) 9 5
Total 195 100

Source: Author

4.2.4 Business Registration Services

Further, the study solicited information of the respondents regarding if the business was

registered with business registration services as presented in table 4.5 and the findings

revealed that the majority of the respondents at 87% indicated that their business was

registered with business registration services while only 13% of the respondents said it

was not. Registration with the government is a critical aspect of doing business. It

makes the mechanics visible, and their locations can be traced. It also plays a role in

achieving compliance through registration with tax authorities for VAT purposes.

Table 4. 5: Business Registration Services

Registration Services Frequency Percent
Yes 170 87
No 25 13
Total 195 100

Source: Author

4.2.5 Estimated Average Sales/Service Turnover

Moreover, the study sought information of the respondents concerning the estimated

average sales/services turnover realized in the past 3 years as displayed in table 4.6,

whereby, the outcomes indicated that the majority of the respondents at 59% achieved
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an estimated average sales/service turnover of between KES 100,000-1,000,000 in the
last 3 years while 38% of the respondents achieved an estimated average sales/service
turnover of between KES 1,000,000-2,000,000. 33% and 31% of the respondents
achieved an estimated average sales/service turnover of between KES 2,000,000-
3,000,000 and KES 3,000,000-4,000,000 respectively. 23% and 11% of the respondents
achieved an estimated average sales/service turnover of between KES 4,000,000-
5,000,000 and KES 5,000,000 and above respectively. The low rates exhibited from
KES 5,000,000 and above could be a pointer to the fact that the majority of mechanics
shy away from declaring their true sales/service turnovers for fear of the VAT
implications on them by the Kenya Revenue Authority. The law requires that any trader
who does turnovers above KES 5,000,000 must register for VAT obligations. This
requires businesses to keep clear records of both sales and purchases to claim or pay
for VAT due. Due to the nature of garages, only few mechanics can comply, hence the

implication on these findings.

Table 4. 6: Estimated Average Sales/Service Turnover

Sales/Service Frequency Percent
KES 100,000 - 1,000,000 59 30
KES 1,000,000 - 2,000,000 38 19
KES 2,000,000 - 3,000,000 33 17
KES 3,000,000 - 4,000,000 31 16
KES 4,000,000 - 5,000,000 23 12
KES 5,000,000 and above 11 6
Total 195 100

Source: Author
4.2.6 Approximate Cars Serviced in a Good Business Day
Again, the study sought information on how many cars approximately the respondents

serviced in a good business day. As presented in table 4.7, the judgments showed that
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the majority of the respondents at 64% in a good business day serviced between 4-6
units while 22% of the respondents serviced between 1-3 units. Furthermore, 13% of
the respondents said in a good day they had serviced between 7-9 units while only 1%
had serviced 10 units and above. These estimates assisted in getting quality feedback
that constituted the making of the study’s conclusions. These findings could point to
the fact that garages are a good source of revenue generation that may require efforts
by the revenue authority to appropriately tax. The customers in this sector are
individuals and companies with the means to pay for services inclusive of VAT

Table 4. 7: Approximate Cars Serviced

Cars Frequency Percent
1 - 3 units 43 22

4 - 6 units 124 64

7 - 9 units 26 13
10 units and above 2 1
Total 195 100

Source: Author
4.2.7 Average Charge on Customers per Service

Furthermore, the study sought information on how much on average the respondents
charged their customers per service and as presented in table 4.8, the verdicts disclosed
that the majority of the respondents at 53% charged between KES 1,500 - 3,000 while
22% of the respondents charged between KES 3,000 - 4,500. Additionally, 10% and
8% of the respondents indicated to charge between KES 4,500 - 6,000 and KES 6,000
- 7,500 respectively while only 7% charged from KES 9,000 and above. This finding
could be a pointer that mechanics engage in the profitable service industry that should
adequately contribute to value added tax. Their customers are taxpayers who have the

ability to pay since the cost of getting services from the mechanics is not cheap.
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Table 4. 8: Average Charge on Customers per Service

Cost Frequency Percent
KES 1,500 - 3,000 104 53
KES 3,000 - 4,500 42 22
KES 4,500 - 6,000 20 10
KES 6,000 - 7,500 15 8
KES 9,000 and above 14 7
Total 195 100

Source: Author

4.2.8 Number of Employees

Likewise, the study sought information on how many employees the respondents had
and as shown in table 4.9, the findings revealed that the majority of the respondents at
100% had between 1 - 10 employees in the businesses. This could be an indicator that
the service industry employs many potential taxpayers. These taxpayers should be made

aware of their tax obligations to contribute to revenue generation.

Table 4. 9: Number of Employees

Employees Frequency Percent
1-10 195 100
Total 195 100

Source: Author

4.2.9 Business Ownership

Finally, the study sought information on how best the respondents described their
business ownership and as displayed in table 4.10, the results revealed that the majority
of the respondents at 80% described their business as a sole proprietorship while only
20% indicated to be in partnership. These results showed that the majority of the

businesses were operated by the owners. This data points to an indication that most
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mechanics are sole business owners who may not only qualify for VAT thresholds but

also eligible for other tax bases such as PAYE, turnover tax, among others.

Table 4. 10: Business Ownership

Employees Frequency Percent
Sole Proprietor 156 80
Partnership 39 20
Total 195 100

Source: Author

4.3 Reliability Test

Bell (2010) stated that reliability is the degree of consistency with which a research
instrument measures whatever it is meant to measure. A construct composite reliability
coefficient (Cronbach alpha) of 0.7 or above, for all the constructs, was considered to
be adequate for this study. As displayed in table 4.11, VAT knowledge with the highest
reliability of (0=0.909). The other variables of VAT imposition procedures had
(0=0.707) while VAT tools and systems had (0=0.723) Lastly, VAT compliance had

(0=0.753).

Table 4. 11: Reliability Test

Number of Cronbach Alpha Conclusion

Factor
Items Score

VAT Knowledge 5 .909 Reliable
VAT Imposition 5 707 Reliable
Procedures
VAT Tools and 5 793 Reliable
Systems
VAT Compliance 5 753 Reliable

Source: Author

4.4 Validity Test
According to Komp and Tromp (2009), validity is a measure of how well a test measure

what it is supposed to measure. The study measured questionnaire validity to ascertain
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whether all the constructs produced distinct observations independent of each other by
use of the correlation coefficient. The criterion validity of a test is measured by the
validity coefficient and a score above 0.35 is considered beneficial. This is displayed in

table 4.12.

Table 4. 12: Validity Test

Number of Validity Conclusion
Factor
Items Score
VAT Knowledge 5 673 Valid
VAT Imposition Procedures 5 549 Valid
VAT Tools and Systems 5 613 Valid
VAT Compliance 5 552 Valid

Source: Author

4.5 Tests for Statistical Assumptions
The study carried out various tests for linear regression assumptions. These include
tests for normality research data using Shapiro-Wilk (SW); and tests for

multicollinearity using correlation matrix and Variance Inflation Factors (VIFs).

4.5.1 Normality Test
A normality test is used to determine whether a data set is normally distributed. Visual
representation of the distribution of tests results determines whether it conformed to the

bell-shapednormal curve (Amata, 2017).

The normality assumption should be taken seriously; otherwise, it would be difficult to
draw an accurate and reliable conclusion about reality. The commonly used tests for
normality for elements more than 50, Shapiro Wilk test was considered ideal and

perfect. If the p-value of the Shapiro Wilk test is greater than 0.05, then the data is
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normal. If the p-value is less than 0.05, then it significantly violates the normal

distribution assumption.

The results of the Shapiro-Wilk tests were shown in table 4.13.

Table 4. 13: Normality Test

Shapiro-Wilk
Statistic Sig.
VAT Knowledge 1.318 0.52
VAT Imposition Procedures 1.972 0.57
VAT Tools and Systems 0.462 0.54
VAT Compliance 1.972 0.65

a. Lilliefors Significance Correction

Source: Author

4.5.2 Multicollinearity Test

This is when two or more independent variables are linearly dependent on each other,
then one of them should be used in data analysis instead of the two or more as this
increases the standard errors, making the results biased (Alin, 2010). Using a Variance
Inflation Factor (VIF) dvalues to measure whether the independent variables (I1Vs)
suffer multicollinearity problem, aVIF value >10 shows there is multicollinearity while
any VIF value < 10 with a tolerance factorof > 0.2 is an ideal and acceptable measure of

multicollinearity.

Since three were (3) independent variables then there was the need for a
multicollinearity test. This was done by running variance inflation factor (VIF) values.
Therefore, the study results in table 4.14 showed that the predictor's VIF values were <

5 implying that there was no multicollinearity.
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Table 4. 14: Multicollinearity Test

Collinearity Statistics

Tolerance VIF
VAT Knowledge .994 1.006
VAT Imposition Procedures .806 1.241
VAT Tools and Systems .806 1.241

a. Dependent Variable: VAT Compliance
Source: Author

4.5.3 Data Transformation

According to Osborne (2002), data transformation is defined as the application of
mathematical modification of the values of a variable including adding constants to
multiplying, squaring or raising to a power, converting to logarithmic scales, inverting
and reflecting, taking square root values, and even applying trigonometric
transformations such as sine wave transformation. Therefore, in this study, data was not
transformed because the Shapiro Wilk test showed that data came from a normally

distributed population.

4.6 VAT Knowledge

The first objective of the study was to determine the effect of VAT knowledge on
VAT compliance among mechanics in Nairobi County. The observations were
measured using a 5-point Likert-scale ranging from (1) = Strongly Disagree, (2) =

Disagree, (3) = Neither Agree nor Disagree, (4) = Agree, (5) = Strongly Agree.

With mixed responses on the effect of VAT knowledge on VAT compliance among
mechanics, the results in table 4.15 showed that the majority of the respondents with a
mean score of 3.96 said that they were aware that mechanics in business were many
and they effectively contributed to revenue improvement should they be registered for

VAT. This was followed by a mean score of 2.88 of the respondents who agreed that
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they were aware that all registered businesses should collect on behalf of the revenue
authority VAT and subsequently remitted the same as required while a mean score of
2.87 of the respondents said that they were aware that failure to register for VAT yet
qualifying was against the legal requirements of Value Added Tax Act 2013. Further,
mean scores of 2.78 and 2.33 of the respondents indicated that they were aware that all
businesses trading above the minimum threshold of KES 5 million should mandatorily
register for Value Added Tax (VAT) and also aware that their business traded above
KES 5 million within the last one year and at least in one of the past two years,

respectively.

Generally, a composite mean of 2.97 and a standard deviation of 1.202 established that
there was a good understanding of the effects of VAT knowledge on VAT compliance

among the mechanics in Nairobi County.
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Table 4. 15: VAT Knowledge

Std.

Statements SD D N A SA Mean
Dev

I am aware that my ¢ 47 47 54 23 4
business traded above

KES 5 million within the

last one year and at least of 04 34 28 12 2
in one of the past two

years

I am aware that all f 31 64 28 60 12
businesses trading above
the minimum threshold of
KES 5 million should
mandatorily register for
Value Added tax (VAT)
| am aware that failure to f 34 64 11 65 21
register for VAT yet
qualifying is against the
legal requirements of % 17 33 6 33 11
Value Added Tax Act

2013

I am aware that all f 33 67 14 53 28
registered business
should collect on behalf
of the revenue authority % 17 34 7 97 14
VAT and subsequently

remit the same as required

I am aware that 5 20 11 92 65
mechanics in business are
many and they can
effectively contribute to 3.96 1.062
revenue  improvement % 4 10 6 47 33
should they be registered

for VAT

Composite Mean and Standard Deviation

(n=195)

Source: Author

233 1034

278  1.216
% 16 33 14 31 6

287 1335

288 1.364

2.97 1.202

4.7 VAT Imposition Procedures
The second objective of the study was to investigate the effect of VAT imposition

procedures on VAT compliance among mechanics in Nairobi County. The analyses
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were measured using a 5-point Likert-scale ranging from (1) = Strongly Disagree, (2)

= Disagree, (3) = Neither Agree nor Disagree, (4) = Agree, (5) = Strongly Agree.

The results in table 4.16 revealed that the majority of the respondents with a mean score
of 4.12 said that they did not have sufficient knowledge about VValue Added Tax and its
applicable laws and registering will make business more complicated. This means that
a lack of knowledge on the procedures and requirements for VAT, bar the majority of
the mechanics from taking the voluntary initiative to register for VAT obligations. This
leads to a situation whereby VAT obligations cannot be imposed because the mechanics
are not legible for enforcement but also creates a loophole for non-compliance and loss
of tax revenue. It is critical to note that the optional choice for VAT registration makes
it difficult to enforce compliance as the majority of mechanics would avoid registration
S0 as not to be caught in forced compliance, among the view who may use the
knowledge gained to avoid accounting for VAT. While mean scores of 3.79 and 3.50
of the respondents indicated that their business usually purchased vatable supplies from
various suppliers used in the business to service their clients and customers, and they
feared the implications of registering for the VAT due to uncertainty in the behavior of
their customers and clients in relation tax imposition, respectively. Finally, the mean
scores of 3.09 and 2.49 said that their business was not registered for VAT accounting
purposes and therefore did not file for VAT purchased during their business and their
business had deliberately avoided the issue of taxation since they viewed it as

complicated and attracts unwanted scrutiny of their business.

Even though a general composite mean of 3.40 and a standard deviation of 1.216
established that there was a relative understanding of VAT imposition procedures and
VAT compliance among mechanics in Nairobi County; it is not about having sufficient

knowledge but basic coupled with the knowledge and information that spread amongst
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the mechanics themselves which might be factual or not. It might also reveal that
mechanics often heard about the negative consequences of VAT imposition procedures
such as arrests, fines, and penalties. Such relative understanding may inform negative

actions by the mechanics who may reject VAT compliance.

The sufficient knowledge tested in the study, however, would include the knowledge
of VAT accountability with the understanding that VAT is not a final tax and mechanics
would just act as agents for collection from their clients' taxpayers. This sufficient
knowledge would also include the ability to properly file all tax receipts for both
purchases and sales, operate ETR machines, compute the VAT differences and file the
same with the tax authority. This degree of knowledge might be insufficient but the
general knowledge about the VAT implications and repercussions could have been

heard among the majority of the mechanics targeted in the study.
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Table 4. 16: VAT Imposition Procedures

Statements SD D N A SA  Mean Std. Dev

My business wusually ¢ 10 15 32 8 52
purchases vatable

supplies from various

suppliers used in the o, g 8 16 44 27
business to service my

clients and customers

My business is not f 39 47 14 47 48
registered for VAT
accounting purposes and
therefore do not file for % 20 24 v o4 o5
VAT purchased during

my business

My business has f 45 69 31 41 9
deliberately avoided the
issue of taxation since |
view it as complicated % 23 35 16 21 5
and attracts unwanted

scrutiny of my business

| fear the implications of F 17 33 21 84 40
registering for VAT due
to uncertainty in the
behavior of our o, g 17 11 43 21
customers and clients in

relation tax imposition

| do not have sufficient fF 6 19 7 76 87
knowledge about Value
Added Tax and its
applicable laws and 4.12 1.067
registering will make % 3 10 4 39 45
business more

complicated

Composite Mean and Standard Deviation

(n=195)

Source: Author

3.79  1.079

3.09  1.507

249  1.190

3.50 1.237

3.40 1.216

4.8 Tools and Systems
The third objective of the study was to establish the effect of value added tax

administration tools and systems on VATcompliance among mechanics in Nairobi



61
County. The interpretations were measured using a 5-point Likert-scale ranging from
(1) = Strongly Disagree, (2) = Disagree, (3) = Neither Agree nor Disagree, (4) = Agree,
(5) = Strongly Agree. The study results displayed in table 4.17 showed that the majority
of the respondents with a mean score of 3.84 agreed that they had heard about the
existence of iTax system used by the revenue authority to interact with taxpayers. This
was followed by a mean score of 3.44 of the respondents that said they did not issue an
ETR receipt if the clients did not demand it and consequently did not account for the
VAT. Further, mean scores of 2.88 and 2.86 of the respondents agreed that their
business had never used any of the systems by the revenue authority including iTax
system, ETR, and any other for tax purposes and had used iTax system to interact with
revenue authority systems for different purposes including registration for VAT,
respectively. Lastly, only the mean score of 2.17 of the respondents said that their
business owned and used the ETR machine to issue tax receipts for all the services and

sales they made in the business.

Generally, a composite mean of 3.04 and a standard deviation of 1.222 established that
there was a good understanding of tools and systems used in the administration of value

added tax affected VAT compliance among mechanics in Nairobi County.
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Table 4. 17: Tools and Systems

Statements SD D N A SA Mean Std. Dev

| have heard about the ¢ 3 21 19 113 139
existence of iTax system

used by the revenue 3.84 0.920
authority to interact with % 2 11 10 58 20
taxpayers

| have used iTax system f 32 66 18 55 24
to interact with revenue
authority  systems for

. 286  1.326
different purposes o, 16 34 9 28 12

including registration for

VAT

My business owns and £ 72 61 26 08 8
uses ETR machine to
issue tax receipts for all 2.17 1.193
the services and sales | % 37 31 13 14 4

make in the business

_I do not issm_Je ETR receipt £ 19 37 17 84 38

if the clients do not

demand for it and 3.44 1.268
consequently do not % 10 19 9 43 19
account for the VAT

My business has never £ 44 48 15 64 24
used any of the systems
by the revenue authority

. : : 2.88 1.401
including iTax system, % 23 25 8 33 12

ETR and any other for tax

purposes

Composite Mean and Standard Deviation 3.04 1229
(n=195) ' '

Source: Author

4.9 VAT Compliance
The dependent variable for this study was on VAT compliance and the explanations
were measured using a 5-point Likert-scale ranging from (1) = Strongly Disagree, (2)

= Disagree, (3) = Neither Agree nor Disagree, (4) = Agree, (5) = Strongly Agree.
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The outcomes shown in table 4.18 ascertained that the majority of the respondents with
a mean score of 3.95 agreed that their business did not collect value added tax from
their customers and clients and therefore did not need to account for their transactions
while the mean score of 3.63 of the respondents likewise agreed that their business was
not required to account for, file and remit payments to revenue authority since it was
small and informal. Moreover, the mean scores of 3.02 and 2.79 of the respondents
indicated that they were aware that for one to qualify for value added tax obligations
and requirements there was a minimum threshold, and their business was registered for
value added tax as required by the Value Added Tax Act 2013 and its relevant rules and
procedures. Additionally, the mean score of only 1.96 of the respondents said that their
business computed, filed, and paid for VAT collect on behalf of the revenue authority

from all their clients.

Generally, a composite mean of 3.07 and a standard deviation of 1.169 established that
there was a good understanding of the state of VAT compliance among mechanics in

Nairobi County.



Table 4. 18: VAT Compliance

Statements SD D N A SA Mean Std.
Dev
I am aware that for one to
qualify for value added tax f 27 48 33 69 18
obligations and 3.02 1.237
requirements, there is a o 14 25 17 35 9
minimum threshold
My business is registered
for value added tax as f 43 54 20 57 21
required by the Value
Added Tax Act 2013 and 219 1359
its relevant rules and % 22 28 10 29 11
procedures
My business computes, f 74 77 27 11 6
files and pays for VAT
collect on behalf of the 1.96 1.012
revenue authority from all .
my clients o 38 39 14 6 3
My - business is not f 12 34 18 82 49
required to account for,
file and remit payments to 3.63  1.209
revenue authority since it o 6 17 9 42 25
is small and informal
My business does not
collect value added tax f 11 9 14 105 56
from my customers and
clients and therefore | do 395 1027
not need to account formy % 6 5 7 54 29
transactions
Composite Mean and Standard Deviation 307 1169

(n=195)

Source: Author



65
4.10. Inferential Statistics
Furthermore, the study carried out inferential statistics using correlation and regression
analyses. This was to show the inter-relationship between the variable, other

independent variables, and the dependent variable.

4.10.1 Correlation Analysis

Pearson correlation coefficient (r) was used to assess the strength of association
between the study variables. The results for this study were displayed in table 4.19
which indicated that VAT knowledge was positively and insignificantly associated with
VAT compliance as shown r=0.092 and p=0.201>0.05). On the other side, the results
revealed that VAT imposition procedures was negatively and significantly associated
with VAT compliance as shown r= -0.156 and p=0.029<0.05). Again, the results
presented that VAT administration tools and systems was positively and insignificantly

associated with VAT compliance as shown r=0.088 and p=0.221>0.05.
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Table 4. 19: Correlation Analysis

VAT VAT
VAT VAT Imposition  Tools and
Compliance Knowledge Procedures  Systems
VAT Pearson 1
Compliance Correlation
Sig. (2-tailed)
N 195
VAT Knowledge Pearson .092 1
Correlation
Sig. (2-tailed) 201
N 195 195
VAT Imposition  Pearson -.156" -.044 1
Procedures Correlation
Sig. (2-tailed) .029 541
N 195 195 195
VAT Toolsand  Pearson .088 .040 4377 1
Systems Correlation
Sig. (2-tailed) 221 576 .000
N 195 195 195 195

*, Correlation is significant at the 0.05 level (2-tailed).
**_Correlation is significant at the 0.01 level (2-tailed).

Source: Author

4.10.2 Regression Analysis

The general objective of the study was to investigate factors affecting value added tax
compliance among themechanics in Nairobi County. To achieve this, the study focused
on three main objectives which were VAT knowledge, VAT imposition procedures,

and VAT tools and systems. Plus, hypotheses were equally formulated.

4.10.1.1 Model Summary

From the results in table 4.20, it was revealed that VAT knowledge, VAT imposition
procedures, and VAT tools and systems had a positive relationship with VAT
compliance up to 24.5% or (R= 0.245). In addition, the results revealed that VAT
knowledge, VAT imposition procedures, and VAT tools and systems caused a variation
of 6% or (R2=0.060 and adjusted R2 =0.045) on VAT compliance. This implied that

the remaining 94% of the change was caused by other factors not included in the model.



Table 4. 20: Effect of VAT Knowledge, VAT Imposition Procedures and VAT

Tools and Systems on VAT Compliance

67

Model Summary

Mode Adjusted R
I R R Square Square Std. Error of the Estimate
1 2452 .060 .045 439

a. Predictors: (Constant), VAT Knowledge, VAT Imposition Procedures, VAT Tools and
Systems

b. Dependent Variable: VAT Compliance

Source: Author

4.10.1.2 Analysis of Variance

Additionally, ANOVA tests were done to determine whether the model works in

explaining the connection among variables as assumed in the conceptual framework.

The study conclusions from table 4.21 showed an F statistics value of 4.056 with a

significance level of 0. 008 which was more than the conventional probability of 0.05

significant level. Therefore, establishing the model is statistically significant. The

implication is that each independent variable contributed significantly to changes in the

dependent variable.

Table 4. 21: ANOVA Test

ANOVA?
Model Sum of Squares df Mean Square F Sig.
1 Eegressm 2.344 3 781 4056 008
Residual 36.788 192 193
Total 39.131 195

a. Predictors: (Constant), VAT Knowledge, VAT Imposition Procedures, VAT Tools and
Systems
b. Dependent Variable: VAT Compliance

Source: Author
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4.10.1.3 Test of Hypotheses
The first hypothesis Ho: stated that there is no significant effect of VAT knowledge on
VAT compliance among mechanics in Nairobi County. VAT knowledge had a positive
effect on the VAT compliance mechanics in Nairobi County. However, the results in
table 4.22 above revealed that the p value was more than 0.05, p=0. 294 which implied
that the effect was not statistically significant therefore the null hypothesis was

accepted.

The second hypothesis Ho. stated that there is no significant effect of value added tax
imposition procedures on VAT compliance among mechanics in Nairobi County. VAT
imposition procedures had a negative effect on the VAT compliance among mechanics
in Nairobi County. However, the results on table 4.22 revealed that the p value was less
than 0.05, p=0. 003 which implied that the effect was statistically significant therefore

the null hypothesis was rejected.

The third hypothesis Hos stated that there is no significant effect of tool and systems on
VAT compliance among mechanics in Nairobi County. Tool and systems had a positive
effect on the VAT compliance mechanics in Nairobi County. However, the results in
table 4.22 revealed that the p value was less than 0.05, p=0. 017 which implied that the

effect was statistically significant therefore the null hypothesis was rejected.

4.11 Discussion of Findings
This section presented a discussion of the outcomes of various tests carried out on the

study. The results of each of the hypotheses in this study were discussed.

4.11.1 VAT Knowledge and VAT Compliance
The first objective of the study was to determine the effect of VAT knowledge on

VAT compliance among mechanics in Nairobi County. The conclusions revealed that
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the relationship between VAT knowledge and VAT compliance was statistically
insignificant at the p value of 0.294 which was more than 0.05 at the conventional
probability significance level. These findings show that taxpayers' knowledge of VAT
laws, rules, and regulations is not beneficial to tax compliance. That even if taxpayers
are knowledgeable on VAT requirements, they may not necessarily comply with the
VAT returns and payment of taxes due. This could also mean that majority of the
mechanics used the tax knowledge at their disposal to avoid and evade complying to

the tax laws and requirements.

Awasthi and Engelschalk (2018) conducted a study on the impact of informal sector
growth on VAT compliance among developing economies. The study adopted an
exploratory study technique. Data were analyzed using regression and correlation
analysis to consider the relationship between taxation and informal economy and how
tax systems can stimulate and enforce the formalization of business activities. The study
found that the existence of a strong negative relationship between tax compliance in the
informal economy and tax knowledge. The findings further revealed that even those in
the informal economy who qualify to pay taxes should be brought into the tax brackets
through holistic strategies; the majority of these informal economy players lack the

requisite knowledge beyond the general knowledge to be fully compliant.

However, as per La Porta & Shleifer's (2014), study on the determinants of revenue
collection in the informal sector, case of small-scale traders in Pakistan. The study
findings revealed that a large number of potential taxpayers in the informal sector are
not aware of their tax obligations, tax laws, requirements, and procedures of accounting
for their taxes due. The study further found that the difficulties of monitoring hidden
entrepreneurs and small-scale forms can give rise to serious revenue collection costs

for tax authorities in developing countries, which then hinders overall VAT compliance.
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At the same time, the revenue potential of taxpayers in the informal sector is fairly

modest, as their taxable income is usually quite low.

4.11.2 VAT Impositions Procedures and VAT Compliance

The second objective of the study was to determine the effect of VAT imposition
procedures on VAT compliance among mechanics in Nairobi County. The
conclusions revealed that the relationship between VAT imposition procedures and
VAT compliance was statistically significant at the p value of 0.003 which was less
than 0.05 at the conventional probability significance level. The lower values
represented in the study could mean that VAT imposition procedures bear the greatest
impact on VAT compliance. Mechanics would comply when they are faced with the
threat of the revenue authority imposing producers to ensure compliance. The stronger
the beta coefficient the stronger the effect of VAT imposition procedures on VAT

compliance (Glen, 2021).

In agreement with this study's findings, Chibuye (2016) stated that the informal sector
presented a challenge to most tax administrations becauseof the nature of the business
which they run and their inability to meet the minimum thresholds. Even though there
were many other tax regimes in place to ensure that the informal sector contributed to
revenue collection, still many never participated. Proper imposition of tax procedures
will contribute to building a social norm of voluntary tax compliance as firms expand
over time (Joshi et.al, 2014). This line of reasoning can be connected to overall
economic growth and development due to improved VAT compliance from the

voluntary payments of tax irrespective of the economic sector (Gaspar et.al, 2016).

However, Tatariyanto (2014) found evidence that the underground economy increased

when a large number of people were not submitting tax returns due to changes in tax
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imposition policy and the growth rate of unemployment. The study further found that
the underground economy in Indonesia decreased sequel to greater public knowledge
to comply with tax payment of their civic obligations. The study further noted that
where imposition procedures become complicated and that taxpayers find challenges in
filing their returns and making payments, they are discouraged. This might affect the
total revenue collection especially in the difficult-to-catch tax evaders sectors such as

the informal economy such the mechanics who dominate the informal sector.

4.11.3 VAT Administration Tools and Systems and VAT Compliance

The third objective of the study was to determine the effect of value added tax
administration tools and systems on VAT compliance among mechanics in Nairobi
County. The assumptions revealed that the relationship between VAT administration
tools and systems and VAT compliance was statistically significant at the p value of

0.017 which was less than 0.05 at the conventional probability significance level.

Strapuc & Cazacu (2016) agreed that to evaluate the interaction between tools, systems,
and taxation, there must be an understanding of all the aspects of all sectors, the behavior
of tools and systems used in the assessment of taxes, as well as properties even in the
same market having differing peculiarities, especially in the case where the users of
these tools andsystems may have limits in accessing and effectively understanding the
setup of these tools and systems. However, when taxpayers interact with tools and
systems, at times, the government may lose revenue because of tax misconducts, wrong
transfer invoicing, risk counterbalance, overuse of tax motives, and other tax planning
systems. It is a crucial matter to ensure that tools and systems used to levy taxes are

efficiently and effectively interacting with the taxpayers (Sikka, 2017).

Contrary to the above propositions, those who have different opinions may feel that

given the low value for money of imposition tax on the informal sector in terms of
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revenue, revenue authorities often given little priority to the taxation of the informal
sector firms such as where the mechanics are found. Many fear that taxing the informal
economy may have a greater tax burden on the low-income informal sector firms (Josh
et.al, 2014). Still, countries facing the challenges of sufficient revenue have not
otherwise but to find ways in which these qualifying informal sector players can be
brought into taxation through the use of appropriate tools and systems in order to

improve compliance which in turn equates to better revenue collection (Muchiri, 2014).

4.12 Regression Analysis Model
Furthermore, the regression analysis model showed the association between VAT
knowledge, VAT imposition procedures, VAT tools and systems, and VAT compliance

as displayed in table 4.22.

Table 4. 22: Regression Analysis Model

Unstandardized Standardized

Coefficients Coefficients
Model B Std. Error Beta t Sig.
1 (Constant) 3.011 209 14.420 .000
VAT .032 .031 074 1.053 294
Knowledge
VAT
Imposition -.143 .048 -.235 -3.000 .003
Procedures
VAT Tools and
Systems 148 .062 187 2.398 .017

a. Dependent Variable: VAT Compliance

b. Predictors: (Constant), VAT Knowledge, VAT Imposition Procedures, VAT Tools and
Systems

Source: Author
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From table 4.22 the regression model is:

Y=3.011+-0.143 X2+ 0.148 X3

Y= Bot B X +PoXo+ B3 Xzt €
Where:
Y= VAT compliance

Bo = Constant term.

X1= VAT Knowledge
X2 = VAT Imposition Procedures
X3z = VAT Tools and Systems
€ = error term.
B1, B2, and Bz are coefficients of the various determinants of performance; and ¢ is the

error term

The regression equation showed that a constant change of 3.011, a unit change in VAT
knowledge causes an increase of 0.032 in VAT compliance. A unit change in VAT
imposition procedures causes a decrease of 0.143 in VAT compliance while a unit
change in VAT administration tools and systems causes an increase of 0.148 in VAT

compliance.
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CHAPTER FIVE
SUMMARY OF FINDINGS, CONCLUSIONS, AND RECOMMENDATIONS
In this chapter the research findings were summarized, conclusions and
recommendations to the study were drawn; limitations to the study were explained and

suggestions for future studies were stated.

5.1 Summary of Findings

The overall objective of this study was to investigate factors affecting value added tax
compliance among the mechanics in Nairobi County. With this in mind, the study
sought to determine the effect of VAT knowledge on VAT compliance among
mechanics in Nairobi County, to determine the effect of VAT imposition procedures
on VAT compliance among mechanics in Nairobi County, and finally to determine
the effect of value added tax administration tools and systems on VAT compliance

among mechanics in Nairobi County.

5.1.1 Effect of VAT Knowledge on Value Added Tax Compliance

The first objective was to determine the effect of VAT knowledge on VAT
compliance among mechanics in Nairobi County. Correlation analysis showed that
VAT knowledge on VAT compliance among mechanics in Nairobi County was
positively and insignificantly associated. Equally, the Regression analysis showed there
was a positive insignificant linear relationship between VAT knowledge on VAT

compliance among mechanics in Nairobi County with evidence of p=0.294, p>0.05.

5.1.2 Effect of VAT Imposition Procedures on Value Added Tax Compliance

The second objective was to determine the effect of VAT imposition procedures on
VAT compliance among mechanics in Nairobi County. Correlation analysis showed
that VAT imposition procedures on VAT compliance among mechanics in Nairobi

County were positively and significantly associated. Likewise, the Regression analysis
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showed there was a positive significant linear relationship between VAT imposition
procedures on VAT compliance among mechanics in Nairobi County with evidence

of p=0.003, p<0.05.

5.1.3 Effect of VAT Administration Tools and Systems on Value Added Tax
Compliance
The third objective was to determine the effect of value added tax administration
tools and systems on VAT compliance among mechanics in Nairobi County.
Correlation analysis showed that value added tax administration tools and systems
on VAT compliance among mechanics in Nairobi County were positively and
significantly associated. Alike, the Regression analysis showed there was a positive
significant linear relationship between value added tax administration tools and
systems on VAT compliance among mechanics inNairobi County with evidence of

p=0.017, p<0.05.

5.2 Conclusions

Based on the above-mentioned findings, the study thus accepted the first null hypothesis
and concluded that VAT knowledge had a positive and insignificant effect on VAT
compliance among mechanics in Nairobi County. Hence, VAT knowledge was not
found to play a significant role in VAT compliance among mechanics in Nairobi

County.

However, the study rejected the second null hypothesis and concluded that VAT
imposition procedures had a positive and significant effect on VAT compliance among
mechanics in Nairobi County. Therefore, VAT imposition procedures were found to

play a significant role in VAT compliance among mechanics in Nairobi County.
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Finally, the study further rejected the third null hypothesis and concluded that value
added tax administration tools and systems had a positive and significant effect on
VAT compliance among mechanics in Nairobi County. Hence, value added tax
administration tools and systems were found to play a significant role in the VAT

compliance among mechanics in Nairobi County.

5.3 Recommendations

Value added tax is an important component of revenue collection strategies put
established by the government through legislation. Drawing from the ability to pay
theory, all eligible taxpayers should pay their taxes however small according to their
ability to pay. Payment of tax must be seen to be a collective responsibility of the
taxpayers and the government alike as posited by systems theory. The system of
collecting value added tax should not be discriminative but all-inclusive to enhance
revenue collection. From the study findings, the theories that anchored the study, and
from the empirically reviewed literature, the study makes recommendations to the

various stakeholders and economic sectors.

To the government, VAT imposition procedures have been shown to have a significant
relationship with VAT compliance, therefore, the government should put more effort
in designing and implementing imposition procedures that would capture all sectors
and taxpayers who are eligible for VAT collections and remittances. Tools and systems
should be enhanced to improve on the interaction with tax compliance procedures by
reducing both the cost and time taken to comply with tax liabilities by the taxpayers.
This is confirmed by the findings that showed a significant and positive relation

between tools and systems and VAT compliance.

To the taxpayers and the general public, tax payment should be the responsibility of

every citizen who has the ability to pay as posited by the ability to pay theorists.
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Therefore, taxpayers should embrace voluntary compliance without the need to wait
upon the tax authority to impose compliance which literature has shown to be costlier
as compared to voluntary compliance. Taxpayers should also take advantage of tools
and systems by the tax authority to increase compliance efficacy and effectiveness

which then would lead to decreased cost of compliance.

5.4 Limitations of the Study

The research project had some limitations of not attaining a 100% response rate. This
was attributed to the taxpayers' fear and reluctance to provide responses that would be
used against them by the authorities or even getting penalized. Nevertheless, the
limitation was alleviated by reassuring the respondents that data collected from them
was confidential, remained anonymous, and used only for academic purposes. The
study only included mechanics as well who are garages owners only to respond to the
study instruments. Those who worked and were not owner of the garages were excluded
from being participants to the study. However, the limitation did not in any way affect
the outcome as the mechanic owner garages were specifically targeted for respond to

the study instrument.

5.5 Suggestions for Further Research

The study specifically focused on the mechanics only. However, further studies should
be carried out in other counties to attain objective inferences as different counties have
different functioning settings. Additionally, the study focused on only three precise
objectives VAT knowledge, VAT imposition procedures, and VAT administration
tools and systems. Future studies should put more emphasis on other factors that may

have an effect on VAT compliance among mechanics and to a wider population.
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APPENDICES

Appendix I: Letter of Introduction

Dear respondent,

| am a student at Kenya School of Revenue Administration conducting a study on
factors affecting value added tax compliance among mechanics in Nairobi County. This
study will enlighten the mechanics, tax authority and the general public about the above
area of study. In order to accomplish the study, | request you to complete this

questionnaire.

The information obtained will be used purely for academic purposes and therefore, will
be treated with utmost confidentiality and good faith. Thank you in advance for

participating and making this study a success.

Yours sincerely

Eliud Lutomia

KESRA105/0131/2019
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Appendix I1: Research Questionnaire
Instructions for Respondents
This questionnaire is divided into four parts namely Part 1, Part 2, Part 3, Part 4, and
Part 5. You are requested to be as truthful as possible while answering the questions.

You are to put a tick, circle or put an x mark in the spaces provided and as instructed

where applicable.

PART 1: VAT KNOWLEDGE

This section aims at understanding effects of VAT knowledge on VAT compliance
among mechanics Nairobi County. To what extend do you agree or disagree with the
following statements. Kindly put a cross (X) where applicable.

Use a scale of 1-5 where; 1= Strongly Disagree, 2 = Disagree, 3 = Neither Agree nor

Disagree, 4 = Agree, 5 = Strongly Agree.

1. | I'am aware that my business traded above KES 5 million within

the last one year and at least in one of the past two years.

2. | | am aware that all businesses trading above the minimum
threshold of KES 5 million should mandatorily register for
Value Added tax (VAT)

3. | I am aware that failure to register for VAT yet qualifying is
against the legal requirements of Value Added Tax Act 2013.

4. | I am aware that all registered business should collect on behalf
of the revenue authority VAT and subsequently remit the same

as required.

5. | I am aware that mechanics in business are many and they can
effectively contribute to revenue improvement should they be
registered for VAT.
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PART 2: VAT IMPOSITION PROCEDURES

This section aims at understanding value added tax imposition procedures and VAT
compliance among mechanics in Nairobi County. To what extent do you agree or
disagree with the following statements. Put a cross (X) in the spaces provided. Use a
scale of 1-5 where; 1= Strongly Disagree, 2 = Disagree, 3 = Neither Agree nor

Disagree, 4 = Agree, 5 = Strongly Agree.

1. | My business usually purchases vatable supplies from various
suppliers used in the business to service my clients and

customers.

2. | My business is not registered for VAT accounting purposes
and the therefore do not file for VAT purchased during my

business.

3. | My business has deliberately avoided the issue of taxation
since | view it as complicated and attracts unwanted scrutiny

of my business.

4. | | fear the implications of registering for VAT due to
uncertainty in the behaviour of our customers and clients in

relation tax imposition.

5. | I do not have sufficient knowledge about Value Added Tax
and its applicable laws and registering will make business

more complicated.
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PART 3: TOOLS AND SYSTEMS

This section aims at understanding tools and systems used in the administration of value
added tax affects VAT compliance among mechanics in Nairobi County. To what
extent do you agree or disagree with the following statements. Put a cross (X) in the
spaces provided. Use a scale of 1-5 where; 1= Strongly Disagree, 2 = Disagree, 3 =

Neither Agree nor Disagree, 4 = Agree, 5 = Strongly Agree.

1. | I have heard about the existence of iTax system used by the

revenue authority to interact with taxpayers.

2. | | have used iTax system to interact with revenue authority

systems for different purposes including registration for VAT.

3. | My business owns and uses ETR machine to issue tax receipts

for all the services and sales | make in the business.

4. | 1 do not issue ETR receipt if the clients do not demand for it

and consequently do not account for the VAT.

5. | My business has never used any of the systems by the revenue
authority including iTax system, ETR and any other for tax

purposes.




PART 4: VAT COMPLIANCE

This section aims at understanding the state of VAT compliance among the mechanics
in Nairobi County. To what extent do you agree or disagree with the following
statements. Put a cross (X) in the spaces provided. Use a scale of 1-5 where; 1=

Strongly Disagree, 2 = Disagree, 3 = Neither Agree nor Disagree, 4 = Agree, 5 =

Strongly Agree.

No.

1.

| am aware that for one to qualify for value added tax

obligations and requirements, there is a minimum threshold.

2. | My business is registered for value added tax as required by
the Value Added Tax Act 2013 and its relevant rules and
procedures.

3. | My business computes, files and pays for VAT collect on
behalf of the revenue authority from all my clients.

4. | My business is not required to account for, file and remit
payments to revenue authority since it is small and informal.

5. | My business does not collect value added tax from my

customers and clients and therefore | do not need to account

for my transactions.
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PART 5: GENERAL INFORMATION

1. What is your gender?

Male E Female E Choose not to say E

2. How old are you?

18 — 28 years E 29 — 29 years E 40 — 49 years E
50 — 59 years E 60andabove [ |

3. What is your highest level of education?

Primary Secondary University/College

Other I:I SPECITY v

4. 1s your business registered with business registration services?

Yes No

5. What are the estimated average sales/service turn over realized in the past 3 years?

KES 100,000 — 1,000,000 KES 1,000,000 — 2,000,000
KES 2,000,000 — 3,000,000 KES 3,000,000 — 4,000,000
KES 4,000,000 — 5,000,000 KES 5,000,000 and above

6. How many cars approximately do you service on a good business day?

1 — 3 units 4 — 6 units 7 — 9 units

10 units and above




7. How much on average do you charge your customers per service?

90

KES 1,500 — 3,000 KES 3,000 - 4,500 KES 4,500 - 6,000

KES 6,000 — 7,500 KES 7,500 - 9,000 KES 9,000 and above

8. How many employees do you have if any?

1-10 11-20 21- 30

9. How best do you describe your business ownership?

Sole Proprietor Partnership Company

THE END

Thank you for your participation!
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Appendix I11: KESRA Research Letter

e e IS0 9001:2015 CERTIFIED

REF: KESRA/NBI/036
15t September 2021
TO: WHOM IT MAY CONCERN

RE: REQUEST FOR RESEARCH PERMIT

ELIUD LUTOMIA - REG. NO.: KESRA/105 /0131/2019

This is to confirm that the above named is a student at Kenya School of Revenue Administration
(KESRA) Nairobi Campus pursuing Masters in Tax and Customs Administration.

The named student is undertaking Research on TOPIC: “EFFECTS OF VALUE ADDED TAX ON
REVENUE PERFORMANCE, A CASE OF MECHANICS IN NAIROBI, KENYA.”

The purpose of this letter is to request your good office to assist the above student with the
information he requires to enable him work on his project.

Your support to KESRA in this regard will be highly appreciated.

Thank you.

e

Dr. Marion Nekesa, PHD,
Head Academic Research

KESRA 1 5 SR 2024
ACADEMIC AFFAIRS
DIVISION
*
P. 0. Box 48240 — 00100, Nairobi Email: kesratraining@kra.go.ke Tel: +254715877535/9

Tulipe Ushuru Tujitegemee!



Appendix IV: NACOSTI Research Permit

e
NATIONAL COMMISSION FOR
SCIENCE.TECHNOLOGY & INNOVATION

Ref No. 236056 Date of kssue: 20/September/2021
RESEARCH LICENSE

This is to Certify that Mr.. ELIUD LUTOMIA of School of A has been
in Nairobi on the topic: FACTORS AFFECTING VALUE ADDED TAX COMPLIANCE AMONG MECIIANI(S IN NAIROBI
COUNTY for the period ending : 20/September/2022.

License No: NACOSTUP/Z1/13163

g Wil

Director Ceneral
NATIONAL COMMISSION FOR
SCIENCE TECHNOLOCY &
INNOVATION

Vertfication QR Code

NOTE: This Is a computer generated License. To verifly the authenticity of this document,
Scan the QR Code ustng QR scanner applcation

THE SCIENCE, TECHNOLOGY AND INNOVATION ACT, 2013

The Grant of Research Licenses is Guided by the Sclence, Tec and (K h Licensing) Regulations, 2014

CONDITIONS

l,mLkmb\ﬂldfotLbe posed h b and specified period

2. The License any

3. The Licensee shall tnform the u-lnanl County Director of E County C and County Covernor before
commencement of the research

4. Excavation, fliming and collection of spectmens are subject to further necessary clearence from relevam Covernment Agencles

5. The License does not give authority to tranfer research materials

6. NACOSTI may monitor and evaluate the licensed research project

7. The Licensee shall submit one hard copy and upload a solt copy of thetr final report (thests) within one year of completion of the
research

8 NACOSTI reserves the right to modify the conditions of the License tncluding cancellation without prioe notice

Nattonal Commission for Science, Technology and Innovation
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P. O. Box 30623, 00100 Natrobl, KENYA
Larud Hine: 020 4007000, 020 2241349, 020 3310571, 020 8001077
Mobtle: 0713 788 787 / 0735 404 245
E-matl: dg@nacostl go ke [ reghstry @nacosit go ke
Website: www. nacosil go ke

92



93

Appendix V: Plagiarism Report

FACTORS AFFECTING VALUE ADDED TAX COMPLIANCE AMONG
MECHANICS IN NAIROEBI COUNTY

CHCINALITE FEPOE]

18« 15 65 Oy

SIRILARITY INDEX INTERMET ROURLES FPUBLICA TID M STUDENT PRPERS

FHRMAHY SOUEES

n publicatii.uvvg.ro 1
Interniet Souros %
H erepository.uonbi.ac. ke 1
Internet Source %
E ir-library.ku.ac.ke 1
Internet Source %
pdfs.semanticscholar.org 1 o
Interniet Souros
H irjkuat.ac.ke 1
Interniet Souros %
www.encyclopedia.com 1
Interniet Souros %
ir-library.egerton.ac.ke ‘I
Interniet Souros %

Submitted to Midlands State University < 1
Student Paper %

www.oecd.org < 1 %

Internet Source




