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ABSTRACT

Small, Medium and Micro Enterprises (SMMES) are significant pillars for sustaining
the economies of most countries. In South Africa, SMMEs contribute approximately
67% of employment, 91% of formal business and over a third of the national GDP.
However, compared to large enterprises, SMMESs face a number of challenges ranging
from poor performance, low profitability and high failure rate. Most SMMESs perceive
tax-related matters as the most burdensome. This is because every SMME, regardless
of form, size or sector, is lawfully bound to comply with legislation, including taxation.
The cost of complying with taxation is a heavy burden to the development and growth
of SMMEs. In South Africa, these burdens are compounded by the subjective evidence
that tax compliance costs have prevented most SMMEs from registering their business
with the Companies and Intellectual Property Commission (CIPC), the South African
Revenue Service (SARS) and other regulatory bodies. The purpose of this study was

to assess tax compliance costs among SMMESs in South Africa.

The study employed a systematic qualitative review of relevant literature for insight
into the various challenges SMMEs experience in complying with tax authority
requirements. The study also strove to establish why tax compliance costs are highest

among SMMEs in South Africa compared to other countries.

The study established that the main drivers of tax compliance cost among SMMEs are
government departments and the non-integration of enterprises. There are also
significant challenges in the inefficiency of SARS, specifically inefficiencies in tax
administration, complex and incessant changes in tax legislation, SMMEs level of
inefficiencies and tax practitioner costs. The study further identified other factors such
as lack of tax education, non-registration, low incomes and high tax rates as

impediments in the compliance with tax administration among SMMEs.

The study concludes that in framing tax policies, the South African government should
consider the various factors affecting tax non-compliance, especially among SMMEs.
The study recommends that tax authorities in South Africa should improve tax
compliance by ensuring favourable and fair tax rates, especially among SMMEs. The

study further suggests that SARS should encourage non-compliant SMMEs to



regularise their affairs by encouraging voluntary disclosure applications for a limited
timeframe before imposing non-compliance penalties. Recommendations for future

research are also provided.

Keywords: regulatory tax burden, Small Medium and Micro Enterprises, South Africa,

tax compliance burden, tax compliance costs
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CHAPTER 1

INTRODUCTION TO THE STUDY

1 INTRODUCTION

Small, Medium and Micro Enterprises (SMMES) are significant pillars for sustaining
the economies of most countries (Ravselj et al., 2019:69). In South Africa, SMMEs
contribute approximately 67% of employment, 91% of the formal business and over a
third of the national GDP (European Commission, 2018:1; Olla, 2016:1). However,
compared to large enterprises, SMMEs face a number of challenges. Such challenges
have culminated in poor performance, low profitability and high failure rate (Ravselj et
al., 2019:69). Although the literature identifies various causes for the challenges facing
SMMESs, Ravselj et al. (2019:69) contend that compliance with tax rules and laws is
one of the major burdens for SMMEs in South Africa. The main burden is that
regardless of sector, size and form, every SMME is required to comply with tax
legislation (Ravselj & Aristovnik, 2018:75). Moreover, the judicial definition rendered
in “Chief Justice Latham in Mathews v Chicory Marketing Board” decision provides
that taxation is a compulsory extraction of money by a public authority for public
purposes, enforceable by law, and not a payment for services rendered ((1938) 60
C.L.R 263, 276; Ramfol, 2019:7).

Taxation play and important role in the development and growth of every economy
(Tee et al., 2016:119). The cost of compliance with taxation is identified as a pivotal
inhibitor to SMMEs development. Tax non-compliance is when the taxpayer does not
comply or adhere to the tax authority's tax regulations and rules (Mohamad & Deris,
2018:1293). Mohamad and Deris (2018:1293) further argue that the increasing tax
non-compliance among SMMEs has negatively affected the amount of tax revenue
accruing to many governments. In South Africa, these burdens are more heighten due
to the subjective evidence that tax compliance costs have prevented most SMMEs
from registering their business with the Companies and Intellectual Property
Commission (CIPC), the South African Revenue Service (SARS) and other regulatory
bodies (Ndlovu, 2015:1). For these reasons, SMMEs that are not register for tax

purposes are not regard as organised entity and it is difficult for such entities to obtain



contracts and tenders from the government institutions or cannot get services from the
municipalities. SMMESs have to comply with various taxes, imposing a massive burden
on the owners in terms of finance, administration, paperwork and time (Mahadea &
Pillay, 2008:439). Some of these taxes include Value Added Tax (VAT), income tax,
the Unemployment Insurance Fund (UIF) and the Skills Development Levy (SDL).
Klins (2014:20) suggests that for the state to promote SMMESs, creating a stable tax
regime is the best initiative for the development of tax-compliant SMMEs.

Like in many countries globally, SMMEs play a vital role in South Africa in raising
revenue for the state (Inasius, 2019:100). However, SMMEs contribute lower tax
revenue than large corporate enterprises because they do not pay the required tax
due to high tax compliance cost and regulatory burden (Susila & Pope, 2012:719).
Although the South African National Treasury (NT) is implementing various strategies
to create a tax-friendly environment for SMMES, tax compliance is still a significant
burden hindering the sustainability of many SMMEs (Ndlovu, 2015:8).

1.2 BACKGROUND TO THE STUDY

Internationally, SMMEs are an essential force for economic development and are a
significant contributor to job creation in smaller economies (Anyadike-Danes et al.,
2015:822). SMMEs are generally private enterprises, and they are confronted with
many challenges, especially compliance with tax legislation (Tee et al., 2016:119).
Majority of business taxpayers in third world countries are SMMEs (Mohamad & Deris,
2018:1293). One of the major problems influencing the overall regulatory environment
for SMMEs is tax compliance and its associated costs (Naicker & Rajaram, 2018:95).
Tax compliance cost is defined as “the time, cost of preparing, handling and submitting
required tax forms and returns, filling and effecting payments to the country’s tax
authorities” (Coolidge, 2012:250). These costs are sometimes greater than the amount
of tax paid and can add the burden that business operations have to contend with to
the extent that these exert a significant impact on the operational viability of the
SMMEs.



A significant majority of SMMESs patrticipate in tax evasion due to various reasons such
as the complexity of tax administration and tax legislation, inadequate tax competency
and high tax rates (Mohamad & Deris, 2018:1293; World Bank Group, 2007:9-20).
Naicker and Rajaram (2018:98) state that legislation and regulations that apply, taxes,
consumer protection, access to information and corporate laws impose reporting and
administrative burdens, with the constant threat of non-compliance and risks, are
some of the challenges threatening the growth of SMMEs in South Africa. These
challenges are evident from the court case between SARS and Africa Cash & Catrry,
whereby SARS raised a concern regarding the level of tax compliance of the Cash
and Carry industry. The main focus was on the Ooplang schemes involving Ghost
Exports, non-recording of the sale of cell-phone airtime, manipulation of loan accounts,
claiming fraudulent invoices for VAT and income tax purposes, utilisation of
intermediary shell companies to create invoices and sales suppression systems. The
Supreme Court of Appeal held that the Tax Court order, which altered the
assessments and confirmed the SARS' imposition of 200% additional tax. The
Supreme Court of Appeal (SCA) dismissed the taxpayer's appeal and issued a cost
order favouring SARS (ZASCA 148; [2020] 1 All SA 1 (SCA); 2020 (2) SA 19 (SCA);
SARS, 2019).

Corporate income tax is the third-largest source of tax revenue for the South African
government (Jansen, Ngobeni, Sithole & Steyn, 2020:1). During the 2018/2019 fiscal
year, corporate income tax contributed 16.6% to the total tax revenue collected by
SARS (SARS, 2019: 144). In South Africa, the tax rate for small business corporation
(SBC) is 28%. Countries such as Australia, India and the United Kingdom(UK) have
all reduced their tax rates for small businesses (Ssennyonjo, 2019:157). For example,
in the 2018/2019 fiscal year, the Australian government reduced the tax rate for small
businesses from 30% to 27.5% and this rate will continue to decrease annually till it
reaches 25% in 2026/2027 fiscal year. India has reduced its concessional tax rate to
25%, while the UK ring-fence companies with small profit at a tax rate of 19%
(Ssennyonjo, 2019:157). In the wake of these comparative tax regimes, it is vital for
policy makers in South Africa to align the tax system so as to promote the growth and
sustainability of SMMEs.



The South African government is actively involved in promoting SMMEs through
creating mechanisms that support a tax-friendly environment for those SMMEs,
especially in economic growth, employment generation and income redistribution
(Berry et al., 2002:1). The South African government has been continuously putting
efforts towards promoting the growth of SMMEs (Olla, 2016:9). One of these initiatives
is the creation of the National Small Business Act No 102 in 1996 with the main aim
of promoting SMMEs in South Africa. Furthermore, the Tax Administration Act was
designed to encourage small businesses to comply with the tax act (National Treasury,
2013:12). One of these measures includes the creation of the Small Enterprise
Finance Agency in 2010 with the aim of creating a tax-friendly environment for SMMEs
in South Africa. In addition, with the compliance cost being identified as the main
challenge for SMMEs, the Davis Tax Committee (DTC) was created in 2013 to assess
the South African tax policy framework with the aim of supporting inclusive growth,

employment, development and fiscal sustainability (Olla, 2016:1).

SARS is the tax collection authority in South Africa established as an independent and
autonomous agency under the South African Revenue Service Act 34 of 1997 (Storm
& Coetzee, 2018:161). There have been several concerns with most businesses' tax
compliance levels in South Africa (SARS, 2019). Sitharam (2014:1) indicates that tax
laws and regulations have a significant negative impact on the growth of SMMEs. For
instance, in the court case between “BMW South Africa (Pty) Ltd v The Commissioner
for the South African Revenue Service (1156/18) [2019] ZASCA”, the SCA of South
Africa held that tax compliance services provided to an employee at the cost of the

employer constitute a taxable fringe benefit in the hands of the employee.

In the United States, the Internal Revenue Services (IRS) is the tax organisation that
administers the revenue code enacted by Congress (Storm & Coetzee, 2018:155).
The United States Internal Revenue code contains illegal findings on non-compliance
with tax legislation by businesses. In the court case between “Sansone v, US, 380US
343, 354 (1965)”, it was held that the element of the offence can be broken down as:
an effort to avoid tax or the payment thereof; and wilfulness. Wilfulness was defined
in the court case between US v. Pomponio, 429 US 10, 12 (1976) as the “voluntary,

intentional violation of a known legal duty."



In the United Kingdom, Her Majesty's Revenue and Customs (HMRC) and the National
Crime Agency (NCA) investigated alleged tax fraud relating to non-compliance (Storm
& Coetzee, 2018:155). Furthermore, the UK Taxes Management Act of 1970 is also
one of the many acts in the UK that deals with fraudulent non-compliance with income

tax.

1.3 RATIONALE OF THE STUDY

Tax compliance is a subject that can be traced back to the introduction of taxes, which
is the reason such compliance remains an essential topic in the current literature of
academic engagements and practices (Alshira’h, Alsqour, Lutfi, Alsyouf & Alshirah,
2020:1). Tax non-compliance is a significant concern among governments worldwide,
and South Africa is not an exception. Although the South African government has
undertaken various fiscal measures to increase tax compliance, the country still
experiences a considerable increase in the fiscal deficit that can be traced back to the

increase in hon-compliant payment of taxes, especially among SMMEs.

A substantial amount of literature on the complexity of tax laws and tax compliance
cost has mainly focused on the simplification of tax laws; causes of complexity in these
tax laws; the measurement of the complexity of tax laws; the impact of such complexity
on tax compliance costs; and the estimation of tax compliance costs (Alshira'h et al.,
2020; Cuccia & Carnes, 2001; Evans, 2003; Forest & Sheffrin, 2002; Luca, Richard &
Jaime, 2012:58; Mahangila, 2017:57). However, limited studies focus on assessing
tax compliance costs among SMMESs, especially in developing nations such as South
Africa. The rationale for this study was to fill this empirical gap by making a contribution
to the body of knowledge by assessing the tax compliance cost among SMMESs in
South Africa.



1.4 PROBLEM STATEMENT

In most third world countries, tax non-compliance affects the administration of income
tax as well as impeding tax revenue performance (Wadesango, Mutema, Mhaka &
Wadesango, 2018:1). Complying with tax regulations and laws is seen as time-
consuming, with high regulatory costs and burden that negatively affect the growth of
SMMEs in South Africa (Junpath et al., 2016:97). For most SMMEs to remain viable
as enterprises, a significant portion of their resources are directly allocated to ensuring
tax compliance (Batrancea et al., 2012:210; Naicker & Rajaram, 2018:98; Retief,
2010). This problem has diminished the business abilities of SMMESs to expand their
operations and has forced most SMMEs to operate largely through tax evasion and
avoidance (Naicker & Rajaram, 2018:98). It was evident in the case between “Miller v
CIR and McDougall v CIR” whereby Baragwanath emphasised that in the end,
avoidance and evasion is to be decided by the Commissioner, the Tax Review
Authority and ultimately the court (Kumarasingam, 2010). Coolidge (2012:250) state
that “the burden of tax compliance, which include the time and cost relating to
preparing tax returns, filling, effecting payments and interacting with tax authorities are

heavier than the tax payments themselves.”

In South Africa, the failure rate of SMMEs is alarming, with the majority of them not
developing into well-established organisations (Olawale & Garwe, 2010:729). One of
the main reasons for the high failure rate is the excessive compliance cost and
prohibitive regulations on SMMEs (Naicker & Rajaram, 2018:98). At the same time,
research shows that tax compliance cost in Western countries is lesser compared to
the levels in developing countries. The World Bank Group reported that SMMEs in
developing countries incur an average tax compliance cost of 15% of turnover every
year (Coolidge, 2012:250). Recent statistics in South Africa show that the cost of tax
compliance for SMMEs with an annual turnover of ZAR 1 million is almost 3% of
turnover compared to 0.1 to 0.5% of turnover for larger enterprises ZAR 1 billion with
the resources to engage tax consultants (Matarirano et al., 2019:2). Mahangila
(2017:57) argues that tax compliance cost is the main reason for the high tax non-

compliance cases among SMMEs.



Limited studies focus on assessing tax compliance costs among SMMEs, especially

in developing nations such as South Africa. This study strives to establish why tax

compliance is one of the leading most extensive regulatory costs and burden that

negatively impact the growth of SMMESs in South Africa.

15

RESEARCH OBJECTIVES

This study designed specific objectives as follows:

151
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1.6

Primary objective

To assess tax compliance costs among Small Medium and Micro Enterprises
in South Africa

Secondary objectives

Gain insight into the various challenges faced by SMMEs with regards to
compliance with tax regulations and laws;

Establish the reasons why tax compliance costs are highest among SMMEs as
compared to larger business enterprises; and

Generate and develop possible recommendations on how to improve tax

compliance amongst SMMESs, specifically in tax filing and payments.

RESEARCH QUESTIONS

What are the causes of high tax compliance costs among SMMEs in South
Africa?

What are the various challenges that SMMEs face with regards to compliance
with tax regulations and laws?

What are the reasons for the high tax compliance costs among SMMEs as
compared to larger business enterprises?

How can SMMEs be encouraged to improve compliance in terms tax filing, tax

evasion and tax payments?



1.7  SIGNIFICANCE OF THE STUDY

South Africa experiences a high unemployment rate, sluggish economic growth and
strives to reduce poverty. Creating a tax-friendly environment for SMMEs would
encourage entrepreneurship that could contribute positively to alleviate these
challenges (Lignier, 2014:217). This study's results are unigue because they could
open up other theoretical perspectives in the form of explanations for tax compliance
cost and burden. This study contributes to the existing literature and theoretical
understanding of the tax compliance cost and regulatory burdens affecting the growth
of SMMEs in South Africa compared to the mechanism used in other countries.
Furthermore, this study extends new horizons in the body of knowledge by making
suggestions on further interventions and possible strategies that could be used by the
legislative authorities to mitigate tax compliance cost for SMMEs. This study
contributes to epistemic resources that could add to SARS in understanding what
factors increase the tax compliance cost of SMMEs and might as well assist in
managing compliance behaviour of SMMEs in South Africa (Smulders et al.,
2016:715).

1.8 DEFINITIONS OF KEY CONCEPTS

The following terms are contextually defined and situated within the context of this

study.

SMMEs

The National Small Business Act No. 102 of 1996 of South Africa (1996) and The
National Small Business Amendment Act (26 of 2004) define SMMEs as a

"separate and distinct business entity, including co-operative
enterprises and non-governmental organisations, managed by one
owner or more which, including its branches or subsidiaries, if any, is

predominantly carried on in any sector or subsector of the economy.”



This study adopts the definition of micro-enterprises and SBC according to section
12E of the Income Tax Act, which refers to it as enterprises whose turnover does not
exceed R 1 million per annum, amongst other requirements and that of the SBC which
is referred to as an entity with a gross income not exceeding R 20 million per annum.

The term SMME, SME, SBC, Micro-enterprise are used interchangeably in this study.

Tax compliance costs

Smulders (2006:1) define tax compliance cost as “the costs incurred by a business in
the course of complying with tax regulations.” Furthermore, tax compliance cost is
defined as the costs incurred by taxpayers in meeting the requirements laid on them
by the tax law and the revenue authorities over and above the actual payment of tax;
costs which would disappear if the tax was abolished (Coolidge et al., 2009:26;
Smulders et al., 2012:188).

Tax compliance

Tee et al. (2016:120) defines tax compliance as the fulfilment of all tax obligations

specified by the law.

1.9 DELIMITATION

For the purpose of this study, SMMEs in the mining and exploration companies;
recruitment companies; personal service companies (and labour brokers); and farming
enterprises are excluded in this study. This is because SMMEs in these sectors are
subject to specific tax policies. SMMEs classified as a trust are also excluded from this

study due to the complexity surrounding trust's tax compliance (Sieberhagen, 2008:4).

For this study, the tax compliance cost for SMMESs that are discussed are based on

these tax Acts:

e The Income Tax Act no. 58 of 1962;
e VAT Act no. 89 of 1991;
e The National Small Business Act n0.102 of 1996);



e The Tax Administration Act no. 28 of 2011); and
e Other programmes introduced and implemented by South African Revenue

Service.

1.10 RESEARCH METHODOLOGY

A research methodology is defined as "the logic of development of the process used
to generate theory that is a procedural framework within which the research is
conducted” (Mohajan, 2018:26). Pumela (2011:2) suggests that research
methodology entails how the research will be done. The research methodology for this
study comprises of the research philosophy, research design, data collection and data

analysis.

1.10.1 Research philosophy

Research is regarded as a scientific process of answering research questions,
generating answers to the research problem, generating new knowledge through a
methodical and organised data collection method, and analysing information to make
the research useful in decision making (Kabir, 2018:2). Kabir (2018) further offers that
the rules of logical reasoning guide research. In this regard, it was necessary to define
the research paradigm that underpins the investigation into modalities that support a

tax-friendly environment for SMMEs in South Africa.

A research paradigm is described as a primary collection of beliefs shared by
researchers (Rahi, 2017:403). Rahi, (2017) further states that a research paradigm is
"a set of agreement about how research problems are to be understood, as well as
how the researcher perceived that world and how they go about conducting research".
For this study, an interpretive paradigm is adopted. Researchers within an interpretive
paradigm seek an in-depth understanding of a research phenomenon and explore the
world's understanding in which they live (Rahi, 2017:403). Interpretive paradigm
privileges in-depth interpretations of subjects in order to explicate the context more

fully.

10



1.10.2 Research design

A qualitative archival research method, with an extensive literature review as the data
collection method was adopted in this study. Cropley (2019:5) opines that qualitative
research aim at assessing people make sense of their own real-life experiences.
Cropley (2019:5) further highlights that the advantage of qualitative research is to gain
an in-depth understanding into the constructions of reality and the nature of the
universe as it is experienced, structured and interpreted by humans in the course of
their everyday lives. Qualitative research method was considered suitable because it
provides the researcher with a comprehensive understanding of how the available tax
legislation of South Africa, USA, UK, Australia, China, Europe, Mauritius and other

countries can provide a tax-friendly environment for SMMEs.

Archival research method includes a broad range of activities applied to facilitate the
investigation of documents and textual materials produced by and about organisations
(Ventresca & Mohr, 2001:2). In other words, archival methods involve utilising
historical documents to gather arguments and contrasts as well as evolving
information under that particular study. This refers to information and documents that
were created at some point in the relatively distant past, providing the scholars with
access that in some instances is not a particular organisation, individual, and event of
that earlier time. Archival methods are also used by researchers engaged in non-
historical study about contemporary organisations, often as tools to supplement other
research strategies such as field methods and survey methods organisations
(Ventresca & Mohr, 2001:2). A comprehensive literature review was conducted, which
include the following sources: court cases, legislation, government publications,

journals, books, and electronic resources.

1.10.3 Data collection

This study depended mainly on secondary sources to gather relevant and necessary
archival data. According to Vogt et al., (2012:86), archival data have been gathered
by previous researchers before any action by the current researcher. Vogt et al. (2012)
further concurs that archival data might be collected from numerical records, verbal

documents, or visual artefacts such as those on websites. For data management, the

11



researcher stored electronic data in a password protected computer for five years.
Post that period, the data shall be permanently deleted from the researchers' personal

computer using a relevant software programme.

1.104 Data analysis

The researcher performed a critical archival analysis of facts and information already
available. An archival analysis reports the incidence and prevalence related to a
specific phenomenon (Rahi, 2017:2). A comparative analysis is performed to compare
South Africa, USA, and the UK's available tax legislation to determine whether the
South African tax legislation could be improved to provide a tax-friendly environment
for SMMEs. This is done by comparing the available legislation of the USA, UK and
South Africa. The US and UK were considered appropriate countries in this study to
answer the research questions due to their vigorous attempts and success in creating
a tax-friendly environment for SMMEs in their countries (Lilley, 2012; Storm &
Coetzee, 2018:155).

Content analysis is a research method used for the qualitative or quantitative
systematic analysis of written, verbal or visual documents (White & Marsh, 2006:22).
The content can originate from various sources, including books, manuscripts,
drawings, photographs, recorded conversations, videotaped events, messages on
electronic mailings lists and online forums, and blog posts (Wilson, 2011:177). Content
analysis was considered appropriate as the researcher aims to analyse documentary
texts such as archival material, legislation, government publications, journals, books,

electronic resources and court cases.

1.11 ETHICAL CONSIDERATIONS

Research approaches used to collect data have ethical implications that the research
addresses (Orb et al., 2001:95). For this study, the author obtained ethical clearance
from the North-West University Ethics Committee. The researcher also ensured that
every information source from other authors was acknowledged through references

and citations.

12



1.12 LAYOUT OF THE DISSERTATION

This study comprises four chapters as discussed below:

Chapter 1: Introduction to the study

Chapter one of the study provides the background to the research problem, research
guestions and objectives. The chapter further annotates the significance of the study
and the definition of the key concepts for the study. The research design and
methodology are highlighted. The chapter concludes with ethical consideration as well
as the outline for the study.

Chapter 2: Tax compliance burden for SMMEs in South Africa

Chapter two reviews relevant literature relating to the tax compliance costs in South
Africa. The aim is to obtain an insight into the various challenges SMMEs encounter
with regards to compliance with tax regulations and laws; to establish the reasons tax
compliance costs are highest among SMMEs as compared to larger business
enterprises, and to put forward possible recommendations on how SMMEs can
improve compliance in terms tax filing and tax payments. The chapter commences
with a review of literature relating to barriers facing SMMEs. Next, tax compliance
burden, regulatory tax burden, strategies and mechanism to provide a tax-friendly
environment for SMMEs in South Africa. The chapter concludes with a review of

various theoretical models for tax compliance burden.

Chapter 3: Measuring tax compliance cost for SMMEs in South Africa

In chapter three, the various methodologies to calculate tax compliance cost are
assessed. The chapter quantifies the compliance costs for SMMEs in South Africa and

provides estimates of taxpayer burden and tax rates for SMMEs.

Chapter 4: Summary, recommendations and conclusion

The last chapter of the study provides a summary of the main findings. The chapter

begins with a summary of the main findings from the literature review. The chapter
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provides recommendations based on the findings of the study. The chapter further
submits suggestions for future researches. The chapter terminates by providing the

practical implications of this study.

1.13 SUMMARY

The cost of compliance with taxation is noted as a critical inhibitor to SMMEs
development. In South Africa, these burdens are more heightened due to the
subjective evidence that tax compliance costs have prevented most SMMEs from
registering their business with the CIPC, SARS and other regulatory bodies. In this
chapter, the background and problem statement to the study was provided. In tandem,
the research objective and research questions that guided the study were derived.
Definition of the critical concepts for the study was provided. The delimitations,
research methodology and the chapters' layout for the study were provided. The next
chapter reviews relevant literature relating to the tax compliance burden in South

Africa.
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CHAPTER 2

TAX COMPLIANCE BURDEN FOR SMMEs IN SOUTH AFRICA

2.1 INTRODUCTION

The preceding chapter provided the background to the research problem, the research
objectives and questions which guided the study. This chapter reviews relevant and
recent literature on tax compliance burden for SMMESs in South Africa. The principal
aim is to contextualise the study and gain insight into the various challenges SMMEs
face with regards to compliance with tax laws, identify and explicate the reasons tax
compliance costs are highest among SMMEs as compared to larger business
enterprises; generate possible recommendations on how SMMEs could improve
compliance in terms tax filing and tax payments. The chapter commences with a
review of literature relating to barriers facing SMMEs. This is followed by an
examination of the tax compliance burden, tax regulatory burden, strategies, and
mechanisms to provide a tax-friendly environment for SMMEs in South Africa. The
chapter closes with a full review of various theoretical models that have addressed the

tax compliance burden.

2.2 DEFINING SMMEs

SMMEs have been defined in myriad ways. In South Africa, the definition of SMMEs
takes on several variables, namely: the size of the enterprise, the number of
employees and turnover. Standard Bank of South Africa classifies SMMEs as firms
with a turnover of between R150 000 and R5 million per annum; and registered
businesses with fewer than 250 employees (Falkena, 2012, Kunene 2014). Section 1
of the National Small Business Act of 1996, as amended by the National Small
Business Amendment Acts of 2003 and 2004 (NSB Act), officially defines a small

business as:

"... a separate and distinct business entity, including co-operative enterprises
and non-governmental organisations, managed by one owner or more which,

including its branches or subsidiaries, if any, is predominantly carried on in any
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sector or sub-sector of the economy mentioned in Column | of the
Schedule14..."

A comprehensive definition of SMMEs, according to the Department of Trade and
Industry (DTI, 2014), is provided in Table 2.1 below.

Table 2. 1: Categories of SMMESs as set out by DTI

Categories of o
Description
SMME
“Operates in the informal sector of the economy, mainly undertaken
o by unemployed persons, income generated below the poverty line,
Survivalist/ o o _ -
_ providing minimum means to keep the unemployed and their families
Enterprise ] ) o o
alive, little capital invested not many assets and not much training and
opportunities for growing business are minimal.”
“Between one to five employees, usually the owner and family;
Mi informal, no license, formal business premises, labour legislation,
icro-
_ turnover below the VAT registration level of R300, 000 per year,
Enterprise ) . . o )
basic business skills and training, and potential to make the
transition to a viable formal small business”.
“Part of the formal economy, use technology, less than ten paid
Very small _ _ o
_ employees and include self-employed artisans (electricians,
enterprise _
plumbers) and professionals.”
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small “Less than 100 employees, more established than very small
ma
_ enterprise, formal and registered, fixed business premises and
enterprise
owner-managed, but more complex management structure.”
Medi “Up to 200 employees, still mainly owner-managed, but
edium
_ decentralised management structure with the division of labour and
enterprise _ _ _ _
operates from fixed premises with all formal requirements.”

Source: DTI (2014)

From the definitions outlined above, it can be deduced that the income generated by
SMMEs is below the poverty line. However, the little income generated is channelled
towards complying with the tax burden. Furthermore, the above definition shows that
SMMEs have little or no training on tax-related issues, making opportunities for
growing their business very little. In addition to that, one of the definitions states that
SMMEs have no license, formal business premises, or labour legislation, and have
turnover below the VAT registration level of R300, 000 per year. It implies that most

SMMEs do not encounter tax burden or incur compliance cost relating to VAT.

SMMEs often face a number of challenges. Ravselj et al., (2019:69) argue that
compliance with tax laws is one of the major challenges affecting the business
activities of many SMMEs. The tax-related burden facing SMMEs can be grouped into
tax compliance burden on the one hand, and tax compliance cost on the other hand.
Ravselj et al. (2019:69) argue that tax compliance costs are mostly related to
administrative tax burden from tax rules. A number of studies (e.g. Djankov et al.,
2006; Ravselj et al., 2019) concur that SMMES in countries with a good tax system

have the potential to grow faster than those with punitive systems.

In order to avert the complexities of definition based on literature, this study opted to
classify SMMEs from a tax perspective such that this aligns with the focus of the study.
Section 12E of the Act defines SBC as
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“Any close corporation or co-operative or any private company as defined in section 1
of the Companies Act if at all times during the year of assessment all the holders of
shares in that company, co-operative or close corporation are natural persons, where
(i) the gross income for the year of assessment does not exceed an amount equal to
R 20 million: Provided that where the close corporation, co-operative or company
during the relevant year of assessment carries on any trade, for purposes of which
any asset contemplated in this section is used, for a period which is less than 12
months, that amount shall be reduced to an amount which bears to that amount the
same ratio as the number of months, during which that company, co-operative or close
corporation carried on that trade bears to 12 months,

(ii) at any time during the year of assessment, no holder of shares in the company or
member of the close corporation or co-operative holds any shares or has any interest

in the equity of any other company as defined in section 1...

(ii)) not more than 20 percent of the total of all receipts and accruals (other than those
of a capital nature) and all the capital gains of the company, close corporation or co-
operative consists collectively of investment income and income from the rendering of

a personal service, and

(iv) such company is not a personal service provider as defined in the Fourth
Schedule...”

According to Timm (2015:3), the requirements of S12E are complex and might not be
clearly understood by many SMMEs which ultimately results in SMMESs and its owners
not adopting this section and Act's concessions. This then renders this section as
ineffective for SMMEs in terms of classification. Based on the extract above, it is noted
that there is an intricate amount of sections in the tax legislation that SMMEs need to
adhere to for them to be considered tax compliant. These often place a high tax

compliance burden and costs on SMMEs and hinder their growth.
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2.3 TAX COMPLIANCE COST AND BURDEN

The tax compliance burden is defined as "the time and cost associated with preparing
tax returns, filing, effecting payment and interacting with the tax authorities, while tax
compliance cost includes preparing, handling and submitting a required tax return to
the countries tax authorities” (Ahmad et al, 2017; Coolidge, 2012:250). Matarirano et
al, (2019:1) argue that tax compliance costs are regressive in nature and impose a
heavy burden on performance and sustainability of small businesses. SMMEs
business owners in most developing countries, including South Africa, have voiced
concern that tax compliance costs add a significant burden to their operations and
have significantly impacted their bottom line (FIAS, 2008). FIAS (2008) further found
that in South Africa, these complaints are corroborated by subjective evidence that tax
compliance costs also prevent many SMMEs in South Africa from registering with the
CIPC, SARS and other regulatory bodies. Coolidge (2012:250) found that the burden

of tax compliance is heavier than the number of tax payments themselves.

Both locally and internationally, SMMEs are under immense pressure to comply with
tax compliance costs. Tax compliance costs are one of the factors behind poor
performance and failure, as often cited by small businesses (Matarirano et al, 2019:1).
Although some countries have introduced significant tax relief and incentives, this has
not been sufficient as SMMEs are still over-burdened. Rametse (2010) found that the
Australian Bureau of Statistics raised the concern that compliance with government
regulations had impacted SMMEs, resulting in them having to bear a disproportionate
burden of compliance cost in relation to their size. She also emphasises that it is
usually smaller enterprises that endure higher compliance costs due to their limited
capacity and resources (Rametse, 2010:1).

In her study, Rametse (2010) indicates that this situation is experienced by SMMESs in
South Africa and other African countries, which provide evidence that the compliance
burden relating to tax is experienced by SMMEs in other countries as well as South
Africa. Countries such as Finland, Romania, and France are known for their dedication
towards uplifting SMMEs by implementing tax programmes and policies that decrease
SMMESs’ tax regulatory cost and give them a chance to grow and succeed compared

to well-established larger enterprises (Impact Trust, 2012).
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The study conducted in 2012 by Impact Trust also noted the following:

e Mauritius is offering support programmes that assist SMMEs with tax matters.
Some of the initiatives and concessions include but are not limited to the
allowances of bad debts, customs duty exemptions, and low tax rates.

e Some countries in the European Union have allowed SMMEs accelerated
depreciation allowances and preferential tax rates. They also afforded to opt-
out of registering and paying VAT if the specific taxpayers’ turnover falls below
a certain threshold.

e The UK tax authority also allowed SMMEs to pay at the preferential rate.
Additionally, they have introduced the requirements in their tax legislation
whereby SMMEs are given the opportunity to calculate and pay on cash basis
as well as use a simplified expense rules.

e |talian SMMEs taxpayers have been allowed to manage their businesses in
“‘duty-free” zones. This initiative or concession allows SMMEs in lItaly to be
subjected to lower tax rates and a reduced tax wedge.

e Singapore offered SMMEs many other tax concession and incentives, including
the income tax rebate that is once-off (Impact Trust, 2012).

It is evident then that globally there is a range of measures that have been adopted in
the face of the experiences and burden of tax compliance cost SMMEs deal with and
the tax authorities are attempting to solve through implementation of some tax

concessions and incentives.

In 2015 SAICA conducted a study on the difficult barrier to entry when starting a new

company where the following key findings where noted (SAICA survey, 2015):

e Compliance with legislation

e Registering for tax;

e Registering for VAT; and

¢ Reqistering for PAYE and UIF.

Tax compliance is the accurate reporting of income and expenses based on applicable
tax regulations (Alm, 1991; Inasius, 2019:101). Yulianto et al., (2019:363) define tax
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compliance as "the willingness of taxpayers to pay taxes under the tax burden set by
the government without manipulation of revenue values." Kirchler (2007) contends that
tax compliance is the taxpayer's willingness to obey tax laws to maintain the country's
economic equilibrium. Tax non-compliance exists in all economies when taxes are
perceived and understood as a government revenue source (Iswahyudi, 2017:87). The
increasing complexity of tax legislation has an associated increase in taxpayers'
compliance burden (Gcabo and Robinson, 2007:358). According to Smulders and
Evans (2016:3), tax compliance resulting from corporate and personal income tax
currently produce less revenue than consumption-based taxation. Bird & Gendron

(2006) contend that tax compliance cost is intensified in most developing countries.

Each individual, whether in their individual capacity, representative of household, as
employees, consultant or as business owners, pay taxes and therefore they are either
directly or indirectly interacting with the tax system as taxpayers (Eichfelder &
Vaillancourt, 2014:111). Eichfelder and Vaillancourt (2014) further point out that these
individuals and business legal structures are supposed to comply and adhere to
complex tax laws and regulations. As a result, they are burdened with tax compliance
obligations that significantly increase with complexity. Manhire (2015:11) avers that
almost every business is engaged in voluntary tax non-compliance (Manhire,
2015:11). Akinboade (2015:394) argues that the primary reasons for the non-
compliance among SMMEs taxpayers are inadequate knowledge about the
calculation of taxable income, types of taxes that SMMEs are supposed to pay, non-
registration for tax, non-filling of tax returns, poor payment record, under-reporting of

turnover and profit; and poor bookkeeping.

A study in Zimbabwe by Nyamwanza et al. (2014) established that SMMESs in most
developing countries, including South Africa, do not comply with tax as most do not
believe in the tax system and considered tax rates to be too high, hence significantly
affecting their business. Nyamwanza et al. (2014) further found that SMMEs
considered compliance with tax as burdensome as the process of complying with all
taxes as unnecessarily time-consuming. Complying with tax was also seen as very
costly as most SMMESs do not have accountants as employees who would assist with
the tax compliance, and hence they depend heavily on tax practitioners who charge
high fees.
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2.3.1 Tax administrative burden

Tax administrative burden refers to a tax-related encumbrance that arises from
administrative obligations that SMMEs must comply with due to legislation (Ravselj et
al., 2019:70). Tax administrative burden can also arise as a result of the complexity of
the tax system. Block (2016:1) contends that the administrative burden represents the
operating cost independent of profitability of the business. James and Alley (2002:27)
state that tax compliance is the willingness of taxpayers or enterprises to act per tax
legislation without the use of coercive measures. Ravselj et al., 2019:70) remark that
to fulfil the tax compliance obligations, SMMEs are required to report on the correct
tax base, correct computation of tax liabilities, and timely filing of tax returns as well

as timely payment of the amount due to the tax authority.

Wadesango et al (2018:1) identifies tax compliance as a serious problem for many tax
authorities. This is because it is a burdensome undertaking to influence taxpayers to
comply with tax requirements (James & Alley, 2014:27). Literature has established
that the administrative tax burden resulting from existing tax legislation generally leads
to a decrease in productivity and negative growth of SMMEs (Ropret et al., 2018;
Slabe-Erker & Klun, 2012). SARS has also introduced administrative non-compliance
penalties for non-compliance corporates (including SMMES) whose tax return is long
outstanding. This non-compliance penalty has a potentially adverse impact on several
SMMEs as SARS, in collaboration with the CIPC, can obtain a list of non-compliant
SMMEs quickly (Deloitte. 2019:1). Prior research shows that tax compliance burden
is a worrisome development (Coolidge et al., 2009:4; Guyton et al., 2003:676).
Smulders et al. (2016:715) define tax compliance burden as “the amount of time, and

financial resources (compliance cost) spent to comply with the tax.”

2.3.2 Strategies to improve compliance in terms of tax filing, tax evasion and

tax payments

South Africa has experienced massive changes since 1994, post the apartheid regime.

From the beginning of introducing the new government to the structural changes in tax
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administration and compliance (Junpath et al.,, 2016:97), the bureaucracy and
corruption, registration and processes, and strict tax regulations have been factors
impacting the growth of SMMEs in South Africa (Klins, 2014:20). Additionally, tax
compliance cost is one type of regulatory costs that have an enormous negative
impact on SMMEs (Chamberlain & Smith, 2006:2). Besides the contributions to the
economy, SMMEs must pay tax to facilitate development activities (Peprah et al.,
2020:2). Studies have shown that SMMEs tend to evade tax more than larger
enterprises (Kirchler et al., 2006; Peprah et al., 2020:2). One of the main reasons for

the tax evasion amongst SMMEs is attributed to high compliance costs.

The state is tasked with ensuring that mandatory taxes are acceptable, fair, and
beneficial (Delalande & Huret, 2013:301). One of the challenges the South African
government faces within its fiscal policy is the restructuring of the tax system to create
a friendly environment for both the citizens and small businesses (Junpath et al.,
2016:97). Ramfol (2019:4) caution that taxpayers will mostly comply with tax when
there is an effective mechanism for a tax-friendly environment. Increasingly
governments realise that, while regulation may be necessary, the cost of regulations
should be closely monitored and controlled. It is particularly true for SMMEs that, due
to their size, they are more vulnerable to regulatory burden than larger companies.
Mahadea & Pillay (2008:431) found that rising crime levels, laws and regulations, and
taxation are significant constraints affecting SMMEs growth in South Africa.

24 TAX COMPLIANCE COST

Tax compliance cost is the costs incurred by taxpayers and third parties in meeting
the requirements laid upon them in order to comply with a given structure and level of
tax (Sandford et al., 1989). European Commission (2013:3) highlighted that there are
many different areas of tax compliance. Furthermore, the compliance activities differ
and these extend beyond preparing and filing the tax returns. The European
Commission (2013:3) defines tax compliance costs as “all the costs borne by
businesses and individuals for complying with tax regulation, excluding the costs of
the taxes themselves.” Evans et al., (1997:2-3) also concur that tax compliance costs
are those incurred by taxpayers to comply with their tax obligations without taking the

actual tax liability into account. Stark and Smulders (2018:286) put it that tax
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compliance costs would not exist if the tax system was abolished. Matarirano et al.
(2019:1) argue that one of the main reasons for the low-performance failure of SMMEs
in South Africa is taxation costs. Herrington and Kew (2016:48) concur that the costs
associated with complying with taxation consistently appear to be significant burdens
to SMMEs.

A review of empirical findings on tax compliance cost by Eichfelder and Vaillancourt
(2014) found that tax compliance costs are high among SMMEs and they submit that
this is a global problem facing many countries. Eichfelder and Vaillancourt (2014)
further show that these compliance costs are regressive, implying that the costs
greatly impact SMMEs than large businesses. Researchers therefore show that tax
compliance costs are a considerable burden for SMMEs (Eichfelder & Hechtner,
2016:1). A study conducted in South Africa by Matarirano et al, (2019:1) reveals that
business size, age, method of settling tax obligations and qualifications of the tax

preparer drive tax compliance costs of small businesses.

Tax compliance costs have been widely discussed in the economic and public finance
literature due to its negative consequences on efficiency and taxation equity
(Eichfelder & Vaillancourt, 2014; Slemrod & Yitzhaki 2002). From the efficiency
perspective, Eichfelder and Vaillancourt (2014:1) argued that costly compliance
activities are a waste of economic resources as they increase the effective tax burden
borne by SMMEs without raising revenue to the state. From the equity point of view,
complicated tax rules may result in too high compliance cost (Rupert, Single & Wright
2003; Buettner et al. 2012). Jansen et al. (2020:1) contended that in addressing the
tax-related regulatory on SMMEs, the state must first take an essential step in
addressing non-compliance and the magnitude of tax evasion and avoidance

activities.

In an Australian court case between Harris v Deputy Commissioner of Taxation
(‘Harris') it was held that:

"There is no basis upon which to conclude that there is a tort liability in the

Australian Taxation Office or its named officers towards a taxpayer arising out
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of the lawful exercise of functions under the Income Tax Assessment Act"
(Bevacqua, 2012:229).

From the taxpayer perspective, complicated and complex tax rules result in tax
compliance burdens, which harm the taxpayers' economic resources without
increasing the state's fiscal budget (Eichfelder & Hechtner, 2016:2). Evans (2008:447)
indicates that although the consensus in subsequent literature is that these costs
comprise three core elements — taxpayers' and unpaid helpers' time, tax practitioners'
fees and incidental costs (such as computer software packages), there are several
other costs that need consideration. Barbone et al., (2012) argue that the tax system
induces psychological costs that include stress, anxiety, frustration and dissatisfaction
suffered by taxpayers in trying to comply with their tax obligations. However, these
costs cannot be quantified. Research has identified three broad elements of tax
compliance cost, internal tax compliance cost, external tax compliance costs and

incidental tax compliance costs (Evans, 2006:3; Tran-Nam et al., 2000:229).

From the internal perspective, tax compliance costs include taxpayer's and unpaid
helpers' time (Smseverall, 2016:715). In other words, these are costs related to the
labour costs or time devoted to activities of tax matters, such as the time taken by
SMMEs owner, employee and unpaid friends or relatives who understand the tax laws
and legislation. According to Evans (2008:451) and Klun & Blazic (2005:418), the
internal tax compliance cost can also include the business's time to obtain documents
and information to file the tax return. Coolidge et al. (2009:26) argue that the use of
external service providers such as tax practitioners may be necessary, as this will
decrease the internal tax compliance costs (time) compared to SMMEs that do not
make use of such external service providers. A South African study conducted by
Smulders et al. (2012) shows that the internal tax compliance cost of SMMEs
increases as the size and turnover of the businesses increases. Tax compliance costs
from the external perspective include tax practitioner costs, accounting costs and other

external costs relating to tax compliance regulations (Smulders et al., 2016:715).
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2.4.1 Administrative penalty

Tax administrative penalty is levied under section 210 of the Tax Administration Act
28 of 2011. The Tax Administration Act (TAA) 28 of 2011 prescribes different types of
non-compliance, subject to a fixed administrative penalty (SARS, 2020:1). However,
currently, this penalty is only imposed for non-compliance relating to non-submission
of a tax return. SARS (2020:1) emphasis that the penalty would be imposed for
companies where the company has failed to submit an income tax return as and when
required under the Income Tax Act, for years of tax assessment ends. From 2009 and
subsequent years, where the South African tax authority has issued the entity with a
final demand referring to the public notice and requiring the submission of the
outstanding income tax return, and the entity failed to submit the return within 21
business days of the date of issue of the final demand, the non-compliance penalty
can there be imposed by SARS. Currently, the administrative non-compliance penalty
ranges from R250 to R16 000 per month, and this is charged every month from the
date the administrative non-compliance occurred to the last day of correction. It is also
stated in the TAA (no. 28 of 2011) that failure to submit a return comprises a fixed

amount of penalties based on a taxpayer's taxable income.

In the court case between "A and Another v The Commissioner for the South African
Revenue Service (IT13725, VAT1426, 1T13727, VAT1096) [2018] ZATC 10 (8
February 2018)", it was held that understatement penalties should be charged under
Chapter 16 of Tax Administration Act 28 of 2011 at 150%, upon the basis that the
behaviour of the first and second appellants fell to be classified as intentional tax

evasion. Each of the cases was classified as "standard".

25 TAX REGULATORY BURDEN

All business, either incorporated or sole trader, interact with the tax system as
taxpayers (Eichfelder & Vaillancourt, 2014:1). These taxpayers are required to comply
with complex tax law and as a result, are burdened with tax compliance obligations
that are presumed to increase with complexity (Eichfelder & Vaillancourt, 2014:1). Tee
et al. (2016:119) asserted that an inadequate tax system might create a significant

burden on SMMEs. Research has shown that most SMMEs are less likely to maintain
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profitability due to tax burden (Tee et al., 2016:119). Despite the critical role SMMEs
play in economic development, they are faced with various challenges, one of which
is the regulatory burden which comes at a cost, imposed by tax legislation (Smulders
et al., 2012:185). Studies have argued that regulatory tax burdens fall excessively on
SMMEs (Tee et al., 2016:120).

The economic cost of taxation comprises the tax payments and excess burden and
the time effort and the monetary expenses spent on tax compliance and tax planning
(Blaufus et al., 2014:801). Blaufus et al. (2014:801) further argues that these costs are
partly due to tax regulations and compliance regulations. Research has argued that
regulatory tax requirements on businesses, especially those on SMMES, can constrain
SMMEs growth and sustainability (Inasius, 2015:67). The main concern for most
governments is taxpayers' honesty, regardless of the reason for tax compliance
(Inasius, 2019:99). Global evidence amply demonstrates that regulatory tax burden

appears to fall excessively on SMMEs (Inasius, 2015:68).

One of the most challenging factors faced by SMMEs in South Africa is the regulatory
and legislative burden imposed in the form of tax legislation (Evans et al., 2014:454;
Smulders et al., 2016:715). Compliance with tax legislation is thus an additional cost
to taxpayers. Tax compliance cost discourages business start-ups, diminishes
business production and reduces business resources, without increasing the income
for both the business and the state, resulting in a waste of economic resources
(Eichfelder & Schorn, 2009:2; Smulders et al., 2016:715). These impacts affect the
economic performance of the SMME and have a significant association on the level of
compliance in that they could lead to an increase in tax evasion (Klun & Blazic,
2005:419; Sapiei & Kasipillai, 2013:82).

The study conducted in 2011 found the following different areas of tax compliance
costs (Smulders & Naidoo, 2011:112):

e Compliance cost incurred for record-keeping;

e Compliance cost incurred in preparing and submitting tax returns;
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e The amount of time employees of SMMEs spend in ensuring proper tax
compliance;

e Compliance costs incurred in making use of the services of tax practitioners,
accountants and other consultants to assist in tax compliance or resolving
disputes with SARS; and

e Other incidental costs incurred in the course of tax compliance.

All the tax compliance sections attract various costs, and some of these activities need
to be outsourced to accountants and tax practitioners while others are done internally.
Unfortunately, SMMESs need to incur such costs for them to maintain professional and
legal obligations. This might hinder their entrepreneurial spirit while attending to tax
compliance costs and burdens.

FIAS (2007) found the following key findings from the perspectives of the accountants
and tax practitioners:

e Registration of VAT takes an excessively long time
e SARS takes excessive amounts of time to process, capture and correct errors
made by them in respect of Income Tax

e SARS incorrectly raises provisional tax penalties and interest (FIAS, 2007).

The inefficiencies in the SARS tax systems can be improved by the same tax authority.
Rametse (2010) suggests that some burdens SMMEs are carrying are linked to the
complicated tax system that most South African taxpayers struggle with. She further
suggests that SARS needs to design a tax system that is simple and accommodating

to alleviate the said tax compliance cost and burden.
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26 STRATEGIES TO PROVIDE A TAX FRIENDLY ENVIRONMENT FOR
SMMEs

Encouraging a tax-friendly environment requires a careful understanding of how
taxpayers think about the entire taxation experience (Fjeldstad et al., 2012:1). Junpath
et al. (2016:97) proposes that one of the government's mechanisms is to develop
multiple tax amnesty programmes to provide immunity for limited periods to small
businesses for past non-compliance without being subjected to additional tax, interest,
penalties or prosecution for non-compliance. However, in the recent court case
between the SARS and Cash and Carry industry, the Supreme Court of Appeal upheld
the Tax Court order, which altered the assessments and confirmed SARS' imposition
of 200% additional tax. Junpath et al. (2016) further argued that developing a tax-
friendly environment might not generate additional revenue, as non-compliant
taxpayers could continue to evade taxation in anticipation of additional future

amnesties.

Gcabo and Robinson (2007:358) concur that creating a tax-friendly environment would
generate a smaller government revenue than what might be drawn from a more
moderate tax environment. Fjeldstad et al. (2012:1) indicates that the state must
analyse opportunities and constraints for reform, before designing and implementing
effective policy and administrative measures to enhance a tax-friendly environment for
businesses. Ramfol (2019:4) offers that tax revolt is an effective mechanism to
renegotiate exchange by applying strategies that mobilise the acrimonious association

between taxpayers and government institutions.

The vast presence and regressive nature of tax compliance costs are well-
documented components of most countries' tax systems (Smulders & Evans, 2016:1).
The South African National Treasury has adopted differentiated tax policies to target
two specific constraints for SMMEs, which comprises "access to equity finance" and
"easing of the tax compliance burden" (Sieberhagen, 2008: iv). Smulders et al.
(2016:715) suggest that a reduction in tax compliance costs could ease and increase
the productivity and international competitiveness of SMMEs. In this regard, SMMEs

could save some of these compliances costs, which might allow these businesses to
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apply more resources to essential business activities and increase their employment

capacity (Charron et al., 2008).

The complex nature of taxation can be the best measured by tax compliance cost
(Inasius, 2015:68). Blaufus et al. (2014:803) argues that in addition to cost
measurement, identifying the critical cost drivers is a vital question of research that
still needs empirical answers. Williams and Horodnic (2017:1062) suggests that tax
authority should ensure that the utility of non-compliance should be outweighed by the
cost of non-compliance and increased the penalties and the perceived probability of
detection of the non-compliant taxpayers. Horodnic (2018:868) argues that applying
higher penalties and increasing the probability of detection will not reduce tax non-

compliance for SMMEs.

2.6.1 Tax incentives

The South African government introduced many programmes and agencies through
the office of DTI to assist and support SMMESs. The National Small Business Act (no.
102 of 1996) was also legislated to promote SMMESs in South Africa. Among others,
is the National Development Plan which states that its objectives by the year 2030 is
to simplify the regulatory environment for SMMESs, including regulations such as tax
(National Development Plan, 2012:147). As already explained, SMMESs in South Africa
deal with huge tax compliance costs and the burden resulting from complex tax
regulation (Falkena et al. 2001).

SARS have introduced and implemented many tax incentives in order to alleviate the
tax compliance burden and unnecessary costs on SMMEs. Should the SMME meet
the section 12E requirements as defined earlier in this study, the following tax
incentives are allowed (Income tax Act, No.58 of 1962):

e Tax is levied at lower rates ranging from 0% to 28% depending on the SBC’s
taxable income. This is detailed in Table 3.3 and 3.4.

e Capital allowance write-off periods are accelerated with manufacturing assets
being allowed a 100% write-off in year one of acquisition. Normal companies

are allowed write-off periods for manufacturing assets based on section 12C of
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the Income Tax Act (No. 58 of 1962) either four years or five years depending
on whether the assets are new or used. New assets are allowed 40% in year
one and 20% in years two to four. Used assets are allowed 20% in years one
to five.

e Non-manufacturing assets are allowed a write-off period of 50% in year one,
30% in year two and 20% in year three. This is also accelerated as normal
companies may claim allowances on non-manufacturing assets as per section
11(e) of the Income Tax Act (No. 58 of 1962). These wear and tear allowance
periods are published by SARS depending on the category of asset (Income
tax Act, No.58 of 1962).

The South African government has provided government grants and tax incentives to
all taxpayers, regardless of operational size or turnover, that may provide relief from
the economic situation resulting from the coronavirus (COVID-19) pandemic (KPMG,
2020). On June 2020, the Disaster Management Tax Relief Bill, 2020 and Disaster
Management Tax Relief Administration Bill, 2020 were tabled in the South African
parliament. These bills aimed to provide tax measures to alleviate cash flow burdens
on tax compliant SMMEs from the COVID-19 pandemic (KPMG, 2020). Tax relief
measures introduced covered a delay of remittances of the "Pay-As-You-Earn"
(PAYE), without triggering penalties or interest, a delay in interim remittances
payments of income tax, without triggering penalties or interest and acceleration of

specific employment tax incentives.

2.7 THEORETICAL MODEL

Two theoretical approaches can be used to understand taxpayers' compliance
(Yulianto, 2019:363). These approaches comprise the economic and behavioural
(non-economic) approaches (Inasius, 2019:100). The economic approach to tax
compliance is grounded on economic reality, whereby participants are required to act
rationally when making economic decisions (Inasius, 2019:100). Yulianto et al.
(2019:363) affirm that the economic approach regards the taxpayer as an ethical
individual, avoids risk and tries to make the best utility of resources. The economic

approach postulates that taxpayer compliance is influenced by various elements of the
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taxation system. These elements include tax sanctions, tax audits, and tax structure
compliance (Yulianto, 2019:363).

On the contrary, the behavioural approach views the taxpayer as agents who
maximise utility and social creatures who must deal with several beliefs and interact
with social norms (Yulianto, 2019:363). Inasius (2019:100) concurs that the
behavioural approach combines sociological and psychological factors. Devos
(2014:13-23) identified the behavioural approach factors that influence tax
compliance. These include tax mentality, justice, moral values and subjective norms.
Almohtaseb et al. (2021:1317) adopted the behavioural theory to investigate work
personal attributes of the taxpayers, tax understanding and taxpayer education, and
ability to pay theory with tax compliance cost and audit system as a connecting
variable to VAT compliance. The study found that there is a strong positive relationship
between personal characteristics, VAT education and tax compliance under both
theoretical grounds and indicate a positive correlation between VAT compliance cost,

audit system and VAT compliance.

The current study was grounded on the economic approach and therefore builds on
the work of Becker (1968:169), who analysed criminal behaviour under an economic
framework. Expanding on the economic approach, Allingham and Sandmo (1972) and
Inasius (2019) applied the economic approach model in the context of tax compliance.
Several studies (Hanlon, Mills, & Slemrod, 2005; Inasius, 2019; Kirchler & Wahl, 2010)
in tax compliance utilise the economic approach model. The economic approach
model perceives the non-compliant taxpayer as an individual who chooses to evade
taxes whenever the expected compliance gain exceeds the compliance cost. The
economic framework postulates that the tax rate, the possibility of being audited, and
the penalty rate determine the monetary cost of tax compliance (Fischer et al., 1992).
In this regard, compliance cost is considered an economic problem for society
(Eichfelder & Hechtner, 2016:2).

In this model, this study operates on the assumption that taxpayers who are SMMEs
are rational actors who seek to maximise the utility of their taxable income by weighing
the benefits and the cost of compliance with the utility of tax non-compliance
(Horodnic, 2018:868). Horodnic, (2018:868) further states that "they [taxpayers] will
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be non-compliant when the expected penalty and probability of being caught are rather

small compared to the utility gained by non-compliance."

2.8 SUMMARY

This chapter reviewed literature relating to tax compliance burden, regulatory tax
burden, strategies and mechanisms to provide a tax-friendly environment for SMMEs
in South Africa. The literature demonstrates amply that tax compliance costs are high
among SMMEs and recognise this as a global problem facing many countries. These
compliance costs are regressive, implying the costs exert a huge impact on SMMEs
compared to large businesses. The literature further recognises that in acknowledging
the vital roles SMMEs play in economic development, the government need to support
SMMEs, especially in the area of regulatory burden and taxation. Adopting the
economic approach model, it was assumed that non-compliant taxpayer is an
individual who chooses to evade taxes whenever the expected compliance gain
exceeds the compliance cost. The next chapter provides an analysis of the

measurement of tax compliance costs for SMMEs in South Africa.
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CHAPTER 3

MEASURING TAX COMPLIANCE COSTS FOR SMMEs IN SOUTH AFRICA

3.1 INTRODUCTION

The previous chapter reviewed relevant literature relating to the tax compliance burden
for SMMESs. In this chapter, the regulatory compliance cost for businesses in South
Africa was quantified to determine whether the South African tax legislation can be
improved to provide a tax-friendly environment for SMMESs. The chapter commences
with the various methods used to calculate tax compliance cost. This is followed by
guantifying compliance costs for SMMEs in South Africa and estimates of taxpayer

burden and tax rates for SMMEs.

3.2 METHODS TO CALCULATE TAX COMPLIANCE COSTS

Complying with various taxes creates real costs for the taxpayers. However,
estimating the compliance burden differs widely depending on the calculation method
adopted (York, 2018:1). Each method used for calculating tax compliance cost
produces exclusive illustrations of the cost of complying with the tax laws. European
Commission (EU; 2013:1) reviewed and evaluated various methodologies which could
be used for calculating compliance costs of taxation. The following methodologies
were found, namely; the Standard Cost Model; Paying Taxes; the Taxpayer/Business
Burden Model; the Total Cost of Regulation to Business; the Scanning Instrument
Regulations of Other Compliance Costs; the Regulatory Check-up Model; Guidelines
on the Ildentification and Presentation of Compliance Costs in Legislative Proposals
by the Federal Government; the Cost-Driven Approach to Regulatory Burden; the
Complexity Index of the UK Office of Tax Simplification; the Total Cost to Serve; the
Tax Information and Impact Note and the Bureaucracy Cost Index. Various tax

authorities and countries use different methods to calculate the tax compliance costs.
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3.3 QUANTIFYING TAX COMPLIANCE COST

Quantifying compliance costs can be complicated and complex as the calculations
may include various additional costs such as cost of software and time spent on
keeping records and filing tax returns instead of engaging in productive economic
activities (York, 2018:1). In South Africa, it is observed that the tax administration costs
can only be calculated on an annual basis by SARS with no similar calculations
performed in respect of tax compliance costs incurred by SMMEs taxpayers (Stark &
Smulders, 2018:286). As stated in the Davis Tax Committee Report (2017:70), the
amount of tax compliance costs is not known, and this is vital as various Tax Bills of
Rights in other jurisdictions mention that one of the taxpayer's rights is the right to have
the cost of compliance taken into account when administering tax legislation (Stark &
Smulders, 2018:287). Prior studies have shown that SMMEs are disproportionately
affected by tax compliance costs (Coolidge, 2012:256; Matarirano et al., 2019:2).
Matarirano et al. (2019:2) argue that while large enterprises usually spend
approximately one per cent of their turnover in tax compliance costs, SMMEs often
face tax compliance costs of at least 15% of turnover.

The South African Institute of Chartered Accountants' (SAICA, 2016:4) indicate that
since the 2008 fiscal year, there has been a significant increase in the reported tax
compliance cost. SAICA (2016:4) further highlighted that these increases result from
various additional compliance and disclosure procedures required of taxpayers by the
South African tax authority. Matarirano (2019:1) argues that tax compliance costs for
small businesses were found to be regressive and, imposing a heavier burden on
SMMEs compared to larger enterprises. Compared to other countries, the time spent
to comply with tax obligation in Brazil and Vietnam decreases by 27% between the
year of assessment 2017 and 2018 specifically for SMMEs (PWC, 2020:4).

Some empirical studies (see Ravselj et al., 2019:70) have shown that tax compliance
costs as a percentage of sales are higher for SMMEs. For example, the compliance
cost of most SMMEs in the European Union (EU) is about 30.9% of their total sales
compared to 1.9% for larger companies. An Australian study by Evans, Lignier and
Tran-Nam (2013:6) found that the burden of compliance was proportionally more

significant upon small businesses where compliance costs represented A$16.70 for
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every A$100 of tax revenue for employer's PAYE and A$42.10 for fringe benefits tax.
Annual tax compliance costs for small businesses throughout South Africa is
estimated to be R7 030 per annum, which is also the average fee that tax practitioners
charge their small business clients to ensure that their tax returns (for three key taxes
— VAT, Income tax and employees tax) are prepared, completed and submitted as
SARS requires. Table 3.1 shows the number of hours an average SMME in South

Africa spends on tax compliance.

Table 3. 1: Time spent by SMMEs attending to tax compliance matters

Activity VAT Income tax | Employees’ tax
Recording information | b4.75 314 35.31
Calculating tax, filing 13.77 1132 18.50

return and paying tax

Dealing with the SARS | 65 6.2 10.62

Tax planning 273 50 4.66
Ejj::i““h fax 514 8.2 5.48

Leaming about tax 6.00 /b 8.61

Other activities 0.00 0.00 0.00

Total time spent 98.92 69.85 83.18

Source: (Smulders et al., 2012:194)
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3.3.1 VAT compliance cost

Value-Added-Tax (VAT) is regarded as the pillar of the tax system, and it operates in
almost 160 countries in the world including every Organisation for Economic
Cooperation and Development (OECD) member countries, except for the United
States (Smulders & Evans, 2016:2). VAT is the most common consumption tax system
used worldwide, and it exists in almost 162 countries globally (PriceWater Coopers
[PWC], 2017:4). Oxford (2015:1) emphasis that SMMEs face an interesting journey
through the rocky landscape of VAT.

In South Africa, VAT is a tax on the supply of goods and services. The relationship
between VAT and SMMEs is largely misinterpreted (South African Institute of
Professional Accountants [SAIPA], 2014:9). According to the VAT Act, VAT vendors
with a turnover not exceeding R1million are not required to register for mandatory VAT.
However, SMMEs can be registered voluntarily under the following three
circumstances: when the value of taxable supplies exceeded R50 000 in previous
months; when it can reasonably be expected that VAT supplies will exceed R50 000
in the next 12-month period, and when the nature of the vendor's activities would only
generate VAT supplies from a future date (SAIPA, 2014:9).

SMMEs in South Africa with annual taxable supplies that exceed ZAR1 million must
register for VAT. For SMMEs with taxable supplies lower than ZAR1 million, VAT
registration is optional. It is estimated that on average VAT is the third-largest
(estimated 20 per cent) revenue source in the 34 OECD countries, behind personal
income taxes (33 per cent) and social security taxes (26 per cent). A global study
conducted by PWC (2017:4) estimates that the annual time spent by SMMEs in
complying with VAT ranges from eight (8) hours per year in Switzerland to 1,189 hours
in Brazil. This is equivalent to one working day in Switzerland and approximately 30
working weeks in Brazil. In South Africa, findings indicate that it takes an average of
255 hours per year for an SMME to deal with tax compliance matters, and VAT is
considered to be the most time-consuming component (SAIPA, 2014:9).
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Completing a VAT201 declaration is a primary compliance requirement of any
registered VAT vendor. It is even required from certain non-resident suppliers of
electronic services to South African residents. The form itself is not very long and does
not contain many fields. Akinboade (2015:394) concurs that SMMEs, patrticularly in
South Africa, suffer from high compliance cost, with VAT being perceived as the major
problem. However, it is crucial to understand what each field means and be familiar
with the VAT201 process. SAIPA (2014:9) argues that SARS helpdesk does not
adequately address the SMMEs sector's needs concerning VAT compliance. In the
court case between Metcash Trading Ltd vs Commissioner, South African Revenue
Service, it was argued that the taxpayer wanted to challenge the VAT Act as

incompatible with section 34 of the Bill of Rights.

3.4 TURNOVER TAX COMPLIANCE COST

The turnover tax takes all other tax payments and combines them into a single
payment. To qualify for this simplified taxation system, SMMEs need to meet specific
qualifying criteria and have an annual turnover of less than ZAR 1 million. Turnover
tax is also elective. In other words, SMMEs can choose this payment type if the SMME
is a partnership, a Close Corporation (CC), a private company, public company, or co-
operative. Otherwise, the SMME is liable to pay the standard small business tax rates,

as shown in Table 3.1.

Currently, there is no provision prohibiting SMMEs from registering as a sole
proprietorship and being subject to taxation at personal income tax rates (The Davis
Tax Committee [DTC], 2016:4). DTC (2016:4) further contends that the taxpayer is
free to register a small business corporation in terms of section 12E of the Income Tax
Act. Table 3.2 provides a summary of some compliance costs incurred by small

businesses.
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Table 3. 2: Amount of tax compliance cost per SMME’s compliance activity

SERVICE R300 001-R1 R1 000 001- R& 000 001-
R1-R300 000
RENDERED million RE million R14 million
Once-off burdens
Reqgistration R1414 B 1488 B 1568 R 1629
Objection- interest
_ R 892 E 944 E 1031 R 1093
& penalties
Audit/inspections R 3084 R 3164 R 3297 R 3483
Written queries R 1208 B 1262 R 1370 R 1449
R & 598 R & B58 R 7 266 R 7 654
Recurring burdens
FPrepare tax
R & 604 E 6 959 RT372 R 7118
returms
Prepare IRPS
R 539 R 580 R 645 R 600
reconciliation
R7143 R 7 540 R 8017 R7717
TOTAL TAX
R 13 740 R 14 397 R 15 283 R 15 372
COST
percent of
turnover- total tax
4.6% 1.4% 0.3% 0.1%
cost over max
turnover

Source: (FIAS, 2007:40)

3.5 COST OF PREPARING A TAX RETURN

The tax compliance burden is becoming so heavy such that taxpayers are becoming
overwhelmed with compliance requirements which are complex and difficult to adhere.
Schneider (2017:1) indicates that the burden of the South African taxpayer can be
measured in several ways: it can be measured in terms of direct or indirect or total tax
contribution (by individuals or corporates). Schneider (2017:1) argues that though
South Africa places more dependence on indirect taxes, which accounts for
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approximately 35% of gross tax revenue, the primary source of tax revenue is a direct
tax. Direct tax contributes approximately 60% to the gross tax revenue. Of the direct
taxes, personal income tax is the largest contributor with an estimated amount of ZAR
482 billion (South African Rand Currency) or almost 40% of gross tax revenue (of
almost R1.3 trillion), which is more than double the corporate income tax. Corporate

income tax contributes approximately ZAR219 billion or 17% of gross tax revenue (of

almost R1.3 trillion).

Figure 3. 1: Compliance cost incurred by South Africans in preparing for tax

returns (Rand per annum)

Source: (FIAS Tax Compliance Cost Survey South Africa, 2007)

There are several taxes that SMMEs are required to comply with, depending on the
nature of their businesses as depicted in Figure 3.1 above. These include VAT, income
tax, provisional tax, employee tax, capital gains tax and dividends tax. SMMEs have
the option of making payment for income tax, VAT and employee tax semi-annually

as from 1 March annually (i.e. 1 March 2020).

Both the time and cost burden averages are gathered from a review of various
documents and do not necessarily reflect the absolute case. In the USA, the average
time spent required to complete and file a return is 24.2 hours, with an average cost
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of $207 per return submitted. This average includes all associated forms and
schedules, across all preparation methods and all taxpayer activities. A study
conducted by Akinboade (2015) identified the following seven reasons for the high tax
compliance cost among small businesses in South Africa:

e Constant changes in tax laws;

e Tedious registration procedures;

e A complex of tax systems (catered for larger enterprises than SMMES)

e Various tax administrations (often confuse the small business due to lack of
expertise);

e Incomprehensible language of tax laws, including incomprehensible forms;

e A high volume of forms that need to be completed (ambiguous forms,
requesting for the same information over and over)

e Stringent, tight, inflexible, short and unreasonable deadlines for tax payments
(affecting the cash flow of SMMESs); and

e Exorbitant costs incurred for payment of outsourced tax practitioners,
accountants or consultants (due to in-house capacity and lack of specialized

tax knowledge).

3.6 TAX RATES FOR SMALL BUSINESS CORPORATION AND MICRO
BUSINESS

SMMEs in South Africa are liable to pay corporate income tax, which is calculated
based on the total taxable income over the tax period. Under the traditional corporate
tax system, the threshold for paying income tax starts at ZAR83 100 for Small
Business Corporations (SBC) and ZAR335 000 for micro-businesses for the year of
assessment ending on or after 1 April 2020. Higher incomes place businesses in
higher tax brackets. Standard small business tax brackets currently range from 7% to
28%, in addition to a lump sum payable. However, tax rates for SMMEs vary
depending on several factors, including annual turnover, whether the SMME is based
in South Africa or is a foreign company with a branch in South Africa. Table 3.3 and
Table 3.4 show the tax rates for SMMEs in 2020.
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Table 3. 3: Small business corporations and micro-businesses tax rates

Small Business Corporations '

R0 —R83 100 0% of taxable income

R83 001 — R365 000 7% of taxable income above R83 100

R365 001 — R550 000 R19 733 plus 21% of taxable income above
R365 000

R550 001 and above R58 583 plus 28% of taxable income above
R550 000

R 0 - R335 000 0% of taxable turnover

R335 001 — R500 000 1% of taxable turnover above R 335 000

R500 001 — R750 000 R1 650 plus 2% of taxable turnover above
R500 000

R750 001 and above R6 650 plus 3% of taxable turnover above
R750 000

Source: (SARS, 2020)

The table above is the Small Business Corporations tax rate for the year of
assessment ending between 1 April 2020 and 31 March 2021.

Table 3. 4: Capital gains tax

T £t Inclusion Statutory Effective
ype ot taxpayer Rate Rate Rate

Other Trusts 80% 45% 36%
Companies (including personal

service provider companies and 80% 28% 22.4%
branches of non-resident companies)

Small business corporations 80% 0% -28% 0% - 22.4%

Source: (SARS, 2020)

The table above depicts the capital gains tax rates for the financial year ending on any
date between 1 April 2020 and 31 March 2021. Small businesses [SBC] have an
inclusion rate of 80%, followed by statutory rate that ranges between 0% and 28%.

The effective rate also ranges between 0% and 22.4%.
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3.7 SUMMARY

Measuring the compliance burden on South African taxpayers, especially SMMEs are
an essential consideration in the South African fiscal policy because a heavy tax
burden on taxpayers can have adverse effects such as an increase in tax avoidance
mechanisms, or moving capital or income-generating potential to lower tax
jurisdictions (Schneider, 2017:1). A survey conducted by the World Bank reveals that
in South Africa, compliance cost (cost of preparing, handling, and submitting required
forms to the tax authority and related interactions with tax authorities) add a severe
burden to their operations and significantly affect bottom lines. Tax compliance costs
also prevent many small businesses from registering and joining the 'formal’ economy.
The next chapter provides a summary of the study's main findings, conclusions and

constructive recommendations.
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CHAPTER 4

SUMMARY, CONCLUSIONS AND RECOMMENDATIONS

4.1 INTRODUCTION

The objectives of the study were designed to assess tax compliance costs among
Small Medium and Micro Enterprises in South Africa; gain an insight into the various
challenges faced by SMMEs with regards to compliance with tax regulations and laws;
establish the reasons why tax compliance costs are highest among SMMEs as
compared to larger business enterprises, and generate possible recommendations on
how SMMEs could improve compliance in terms of tax filing and tax payments. This
chapter summarises the main findings of the study. The chapter begins with a precis
of the main findings from the literature review. Next, constructive recommendations
based on the main findings from the study are submitted. The chapter further suggests
areas for future research. The chapter concludes by identifying the practical

implications for the study.

4.2 SUMMARY OF FINDINGS

This study assessed tax compliance costs among SMMEs in South Africa. In recent
years, SMMEs have received increasing attention following the launch of a tax
awareness campaign by SARS (Gcabo and Robinson, 2007:358). This study found
that unlike other developing countries, South Africa has a tax-paying culture. This
study clarifies that the main forces of tax compliance cost among SMMEs are non-
integration between government departments, tax administration by SARS, current tax

legislation, SMME level inefficiencies and tax practitioner costs.

Literature shows that tax compliance costs can be high and regressive, but the
relationship between tax compliance and compliance behaviour is not clear. It was
found that tax non-compliance among SMMEs can either be attributed to failure to
submit a tax return within the stipulated period or non-submission, overstatement of
deductions, failure to pay assessed taxes by the due date, or an outright failure to pay

levied taxes.
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According to Ravselj et al., (2019:69), SMMEsSs often face various challenges, whereby
tax-related challenges are perceived to be significantly burdensome that affects their
business operations and entrepreneurial activities. Peprah et al. (2020:2) found that
factors such as lack of tax education, non-registration, low incomes, high tax rates,
and high consumption are significant impediments to compliance with income tax

administration.

In South Africa, SMMEs are treated as the highest priority sector because they play a
critical role towards contributing to the country’s target rate for economic growth,
development and job creation. The 2018 Tax Statistics report in South Africa shows
that out of the 768 687 (714 422 in 2017) companies that were assessed for tax, 143
768 (129 867 in 2017) companies assessed were small business corporations who
paid tax at the preferential graduated income tax rate, instead of the fixed corporate
tax rate of 28% (Deloitte, 2019:1).

These figures indicate that an increasing number of SMMEs use the preferential tax
regime available to them. However, despite this progress, taxpayer education and the
cost of tax compliance remains a significant challenge for SMMEs, as they often simply
do not have the necessary staff, resources and skills to timeously and fully comply
with all their tax obligations (Deloitte, 2019). The cost of tax compliance can add
significantly to the cost of doing business for SMMEs (e.g. additional resources that
have to be employed to comply with tax rules, especially the significant penalties

imposed for non-compliance with tax rules).

The taxation for SMMESs faces various significant policy challenges, with compliance
cost of taxation standing out as the most burdensome (Weichenrieder, 2007:4).
Empirical evidence demonstrates that when scaled by turnover or assets, the

compliance cost for SMMEs are higher than those of larger companies.

One of the objectives of the Tax Administration Act No. 28 of 2011 is to provide for the
imposition and remittance of administrative non-compliance penalties (Republic of
South Africa [RSA], 2012:2). Doran (2009:111) suggests that imposing a penalty

promotes tax compliance, a fact that this study endorses.
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4.3

RECOMMENDATIONS

This study established and verified that South African tax authority has attempted to

address the tax compliance costs and burdens identified and the recommendations

made in the tax compliance cost studies reviewed. For the past few years, South Africa

has achieved some steady success in broadening its tax base amongst SMMEs.

Various legislative measures were enacted to provide preferential tax treatment to
SMMEs (Deloitte. 2019:1).

The South African tax authority partially managed to address the following

recommendations over the years concerning reducing the tax compliance burden on
SMMEs (Smulders & Naidoo, 2013:276):

The absence of software to aid the SMMEs with their record-keeping. The role
of SARS concerning this task is, however, debatable;

The complexity of the language used in the tax laws to accommodate different
business leaders to comprehend the requirements of SARS in their mother
tongue with no fewer language barriers — only isiZulu, Sesotho, Afrikaans,
Sepedi & Xitsonga are currently used on the SARS desktop which then
excludes isiXhosa, isiNdebele, Tshivenda, Setswana and siSwati

The tax compliance burden associated with the provisional or interim tax filing

to reduce the high volume of administration for final tax assessment.

However, based on the literature reviewed, the following recommendations regarding

the tax compliance costs and burdens are not yet addressed by the South African tax

authority and other tax regulatory bodies.

Rules or laws that establish a specific threshold value or amount at which
SMMEs are not required to submit tax returns;

The in-depth tax-related matters and rates in the South Africa school syllabus
especially those related to SMMEs (particularly in Grade 7 to 12);

The wavering of penalties for first-time tax compliance offenders; and

The request for SARS to reduce the interest and penalty rate for SMMEs.
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SARS should organise regular tax education and awareness sessions for SMMEs to
educate and sensitise SMMEs on tax incentives, tax exemptions, the general

importance of paying tax, and tax revenue utilisation.

The study found that there are levels of inefficiency and tax administration challenges
by SARS that have called for various measures to address the associated compliance
cost constraints. Some of these measures include providing tools explicitly designed

for SMMEs and provision of education on tax-related matters.

Considering the tax compliance burden on SMMEs and the contribution SMMEs make
to the South African economy, it is recommended that that SARS should encourage
non-compliant SMMEs to regularise their affairs by encouraging voluntary disclosure

applications for a limited timeframe before it imposes non-compliance penalties.

In terms of VAT compliance, this is the most time-consuming component for an SMME
to comply. In this regard, this study recommends that tax authorities in South Africa
should consider tax reform to reduce tax compliance cost for SMMEs. This study
established that SARS helpdesk does not currently address the SMMEs sector's
needs concerning VAT compliance (SAIPA, 2014:9). This study recommends that
strict time limits be placed on SARS and that a separate helpdesk should be designed
to deal with VAT compliance. Furthermore, this study recommends that VAT
compliance cost can be addressed in the following ways through the use of
differentiated tax policies:

e Reducing the number of VAT returns per year required of SMMEs; and

e Raising the compulsory threshold and providing a small-retailer package.

Literature (e.g. Ramfol 2019) argues that the individual taxpayer’s morals influence
tax compliance decisions. The South African government should increase its level of
commitment to tax incentives that benefit SMMEs. It could include reducing the tax
compliance burden for these enterprises, simplified tax laws, granting tax incentives,

and easier access to finance.
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To create a friendly business environment for SMMESs, the government must ensure
clear, transparent, unambiguous and stable tax legislation. The Department of Trade
and Industry is in the process of fully implementing the recommendation of South
African government’s integrated strategy that aims to promote entrepreneurship and
small business in the country with less red tape and stringent legal requirements,

including tax matters.

Given that SMMEs are usually regarded as an essential catalyst for economic growth,
tax compliance cost may slow down the economy. In this regard, this study

recommends that government should simplify tax administration for SMMEs.

The literature on cost burden caused by tax compliance was analysed, and the
following findings were derived. The initial challenge behind tax compliance cost
among SMMEs are non-integration between government departments, ineffective tax
administration by South African Revenue Service, current complex and ever-changing

tax legislation, SMMEs level of inefficiency and tax practitioner costs.

As a cost driver of compliance cost, tax practitioner costs result from the South African
tax legislation's complexity, characterised by many taxes and constant tax legislation
changes. On the contrary, SMMEs owners and staff do not have sufficient and
adequate skills in terms of tax-related matters, lack of capacity and resources to attend
to the tax matters. Hence, they find it convenient to use a tax practitioner's services
than to do the tax administration in-house, although it cost the company money that

some do not even have.

44 RECOMMENDATIONS FOR FURTHER RESEARCH

There are limited studies in South Africa on tax compliance costs on SMMEs and the
burdens SMMEs carry on tax compliance matters. Due to the role that SMMEs play in
the economic development of the country, the following research areas must be

considered for future research:
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¢ Interviews with SMMEs owners, before, during and after-tax season in order to
capture and demonstrate their behaviours and practices when preparing for tax
filing including VAT, UIF, SDL and corporate tax registration.

e Investigate the ability of SARS officials in guiding SMMEs regarding the

adherence to the tax compliance requirements.

Future studies could usefully employ a mixed-method research approach to obtain the
SMMESs owners' perceptions regarding tax compliance cost and the quantified tax
compliance cost. The outcomes of such future studies’ analyses could highlight

legitimate compliance concerns, frustrations, and inconveniences in the tax system.

45 PRACTICAL IMPLICATIONS

This study contributes to the knowledge that various stakeholders might have
regarding tax compliance issues and its significance to the economy. These
stakeholders include the tax authority, government, policymakers and SMMEs
(Alshira’h et al., 2020:8). The study contributes to the body of knowledge and extends
the understanding of tax compliance costs among SMMEs, and provides insight
concerning the impact of compliance costs on SMMESs. The study contributes valuable
information to formulate clear, practical and convincing tax policies that are designed

to promote tax compliance among SMMEs.

In middle-income countries, SMMES are critical sources of innovation and flexibility as
they contribute to the creation of scarce employment opportunities (Tee et al.,
2016:119). Hence, the tax system's alignment to a tax-friendly environment for
SMMEs is considered an essential agenda for policymakers, given the vital role that

SMMESs play in South Africa's economy.

These findings are crucial for SARS and other’ tax authorities whose mandate is to
increase tax compliance levels and productivity of the SMMEs for them to thrive.
Consequently, tax authorities should consider the effect of tax compliance costs when

introducing new taxes and law.
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This study outlines guidelines for tax authorities such as SARS and CIPC further in
their attempts to address the tax compliance cost burden for SMMEs. There is a need
to initiate more research in order to assess whether the initiatives that are already
introduced by SARS, CIPC through DTI and other regulatory bodies have been
successful, efficient and useful or not. It is further recommended that future researches
assess each initiative rather than a blanket approach to bring direct and insightful
results. This method should help identify any areas requiring remodelling and
adjustment. Additionally, more research needs to be conducted on each new SARS
initiative before the implementation stage to ensure that it achieves its intended
objectives and, most importantly, ensure that it does not result in unintended

compliance cost burdens for SMMEs.

46 CONCLUSION

Small, Medium and Micro Enterprises (SMMES) are significant pillars for sustaining
the economies of most economies. In South Africa, SMMESs contribute approximately
67% of the employment, 91% of the formal business and over a third of the national
GDP. However, compared to large enterprises, SMMEs face a number of challenges
ranging from poor performance, low profitability and high failure rate. Most SMMEs
perceive the most burdensome problem as directly linked to taxation regime and the
cumbersome tax-returns processes. This is because every SMMEs, regardless of its
form, size or sector, is lawfully bound to comply with legislation, including taxation. The
cost of complying with taxation has been established as a critical impediment to the
development, sustainability and longevity of SMMESs. In South Africa, these burdens
are heightened due to the subjective evidence that tax compliance costs have
prevented most SMMEs from registering their business with the Companies and
Intellectual Property Commission (CIPC), the South African Revenue Service (SARS)
and other regulatory bodies. The purpose of the study was to assess tax compliance

costs among SMMEs in South Africa.

The literature verifies that SMMEs in most developing countries, including South
Africa, do not comply with the tax. The majority do not believe in the tax system and
perceive the tax rates as too high, affecting their business. Furthermore, SMMEs

perceive compliance with tax as burdensome as the process is currently unnecessarily
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time-consuming. Complying with tax was identified as very costly since most SMMEs
do not have accountants to professionally assist with the tax compliance, and hence

they depend heavily on tax practitioners who levy high fees.

Tax authorities and legislation play an important role in every nation because tax
exerts a huge impact on the economic activities and business environment of the
nation. However, the complexity of tax legislation creates a tax-related burden for

SMMEs and consequently hinders business activities.
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