CHAPTER 1

INTRODUCTION

1.1  Introduction

The importance of value added tax (VAT) can be determined by the fact that,
almost a century ago, the concept of VAT was discussed on aylimited level and mostly
in the handbooks. Today, VAT is a part of over 160 countries, contributing extensively
to strengthening and regulating the local economy in the best possible manner (Muresan
etal., 2014). VAT has become a strong part of the.tax reform System‘in both developed
and developing countries. Consequently, therise and implementation of VAT have been
some of the most significant developments in.tax policies and economic administration
during the past two decades (Muresan et,al., 2014):

The development of taxgeompliance in any society-contributes to the timely
collection of tax dues to the public treasury,)assisting it to achieve its goals and
protecting it from slippinggdnto unsafe levels/of deficit (Cherian et al., 2021). In light of
this, the issue of tax cempliance intheUnited Arab Emirates (UAE) is one of the topics
of concern to researchers andsstaff in the tax-administration in general, especially as it
has been proven that most financiets in different tax communities do not comply with
tax lawsg except-when they feel thatthe cost of non-compliance outweighs their revenue
(Mabher, 2019)—that is when they-are sure that the severity of their suffering in the event
of'tax evasion detection exceeds the value of the tax to be paid (Naicker & Rajaram,
2019). Therefore, the role of tax administration in the UAE must be strengthened in the
face of financiers by consolidating its ability to achieve tax compliance and even

developing it according to the changes and openness in the UAE market. This depends



on its ability to detect and penalise non-compliant funders (Goher et al., 2021).

In terms of economic growth and sustainable development, small and medium-
sized enterprises (SMEs) play an important role. SMEs are of great importance for
various economies, especially developing countries, due to theirwsignificant
contributions to the country’s economic growth (Amirrudin & Nasution; 2021). Several
studies like Bird and Gendron (2007), Ahmad and Brosio (2010a), Ya’u et al. (2020),
and Werekoh (2022) demonstrated the importance of a stable and secure sector for
SMEs and the development of several policies aimed to%assist the establishment and
growth of SMEs (Government of UAE, 2022).

For instance, SMEs add 20% to the annual.gross domestie.product (GDP) in the
Indian economy (Kumar, 2017). In this regard, the contributions can.be divided in the
forms of industrial output (45%) and exports (40%), the employnient of more than 60
million people, providing more than_l.3 billion employment opportunities, and the
production of more than 80,000sproducts for import and export purposes. Meanwhile,
in the South African context, small entetprises contribute substantially to the local
economy. SMEs in theprivate sector providesmore than 84% of employment
opportunities and addumore to the*total.annual GDP (Amanamah, 2016).

It is alsoaworthwhile te ntete that mahy large-scale industries have their share in
SMEs, indicating the allgcation'of these large industries into several SMEs. The fact is
that many largéicompanies gomprisesseveral shareholders who further decide to exclude
from,the'respective companies and establish their own businesses (Amanamah, 2016).
Fon.example, in Pakistan, Lever Brothers has been one of the most influential, large-
scale businesses. Their company originated in Karachi, Pakistan and worked
extensively to provide fast-moving consumer products nationwide. In the 1960s, the

company shifted its factory from Karachi to Rahim Yar Khan in Punjab, Pakistan.



However, during the past few years, due to some strategic reformations, Lever Brothers
was divided into medium-level enterprises, individually held by the keyholders, with
six factories nationwide, providing employment opportunities and Contributing
substantially to the GDP of Pakistan (Government of UAE, 2022).

Accordingly, there are many differences between small and large companies,
and the most fundamental differences are in terms of tax rate, taxvcompliance, and
compliance cost (Penrose, 1959; Lewis & Churchill, 1983)s Influencing factors that
were applied to large companies and developed according to,the data of'these companies
cannot be significantly and directly used by small ‘companies /in light of they, VAT
(Dularif & Rustiarini, 2021). Hence, VAT is expected to contribute’to the complexity
of smaller companies’ operations, whereby ‘fore time and effort are needed to conduct
business management at lower cost compared to largeryeompafiies that have more
resources (Trowers & Hamlins, 2020).

A resource-based company’swiew defined themnique.packages of materials and
intangible resources that include physical” capital and.Jiuman capital, such as skills,
knowledge, governance, and staff (Ya'u et al., 2020). Organisational capital includes
the procedures, processes, and, resources developed throughout a company’s history
since its inception. Therefore,“SMEs inevitably require more resources (Slemrod,
2019a). A small company has a‘lower level of human capital due to the smaller number
of empleyees. Additionallyssmall cempanies rely heavily on the time and skills of key
employees. Small business owners are often required to be multifunctional, and in
smallery companies, financial management is one of the owner-manager’s many
responsibilities (Ya’u et al., 2020).

Consequently, companies face time constraints in preparing tax compliance

lists, paying taxes, and completing the tax audit process (Pandey & Kingsley, 2000).



Unlike other companies with more efficient regulatory capital, small companies with
lower capital may adopt strategies that allow for lack of resources or adopt speeific
procedures and processes alternative to non-available resources (Yusuf, 1997). A
careful assessment of these actions’ cost may indicate that they are expefisive in terms
of efficiency and the owner-manager’s time (Pandey & Kingsley, 2000). Nevertheless,
owner-managers who complete VAT returns in their spare time may teduce the cost of
their inputs and time. In the case of computerised systems and,procedures, compliance
cost may be reduced by increasing financial and administrative effieieacy (Barney,
1986).

For SMEs, compliance cost is increasedygby.using external consultants for their
advice in areas where small business owners need more knowledge or confidence
(Hansford et al., 2003). Newly registered smaller companies and Companies preparing
new procedures may need more time.to comply“(Yusuf, 1997;*Bachkaniwala et al.,
2001). Tax payment should notgbesan’issue for companies.if proper planning of tax
activities is in place that allows eoptiniisation ‘of resources and offers benefits from
making contributions. {Companies benefit from the _collection and payment of VAT
before it is transferred,to the tax department (Cressy, 1996; Bachkaniwala et al., 2001).
Although smaller companiessmay.possess greater administrative advantages in keeping
VAT records as compared to _largef companies, this is likely to be compensated by the
greater gash flow benefits of largerscompanies and a greater likelihood of deducting
income tax from compliance cost(Pandey & Kingsley, 2000).

The influence of VAT implementation on SMEs, specifically in the UAE, has
gained growing research interest. With that, the current study’s focus would be of
interest to SMEs because this would significantly assist them in determining the

relationship between compliance cost and compliance behaviour, compliance,



influencing factors of compliance, and the importance of legislations in lowering
compliance cost. This study’s analysis first focused on compliance cost, specific

identifying the estimated average compliance cost that SMEs must bear i@ying
with the VAT system. The results of the analysis were then used in the alysis to
examine the extent to which the relationship between compliance cchompliance

behaviour among SMEs (Figure 1.1).
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political sensitivity in the case of fiscal compliance cost since most governments in the
world do not fully commit to efficient and simple tax policy and proceed to teduce
research and publicity on the subject (Pandey & Kingsley, 2000). Notably, VAT
compliance among SMEs holds paramount importance not only for the,economic
growth of the UAE but also for the sustainability and competitiveness of the businesses.
VAT compliance ensures that SMEs operate within the legal and regulatory frameworks
established by the government. Non-compliance can lead to'penalties, fines, and even
legal action, which can significantly disrupt business operations and.tarpishing the
company’s reputation (Sidek & Abdulrageeb, 2022).

Tax compliance cost has been extensively-explored in numerous studies globally
over the past several decades, specifically worldwide im terms, of the evolution of tax
liability cost (Clemens, 2008). For example, ina study on tax‘compliarice cost for SMEs
in Canada, it was argued that there was,a need for-further research to reduce problems
associated with increased government’s revenues from<tax compliance (Rametse,
2006). Additionally, various_studies emphasised thewnced to comprehensively and
accurately review and detemmine the importance and burden of tax compliance cost for
all categories of companies, including"SMEs (Abdul-Jabbar, 2009; Highfield, Evans &
Walpole, 2016; Saderuddin & Barghathi, 2018).

In general, studies on VAT compliance cost within the context of developed
countries havevhighlightedsthat thezcost of tax compliance is regressive and more
onerous than other types of taxes.Typically, VAT compliance cost is high, regardless
of'whether it is incurred internally or externally, and increases SMEs’ burden based on
the'overall audit of UAE’s VAT (Bannaga, 2017a). The UAE only recently applies the
system, since the beginning of 2018 to be exact (Ministry of Finance UAE, 2017;

Saderuddin & Barghathi, 2018). In the UAE, there have been studies on VAT



compliance behaviour (Figure 1.2) in regards to the report of the General Authority for
VAT compliance in 2018 and the implementation of the VAT regulations in th

(Federal Tax Authority, 2019). VAT compliance reached AED 27 billior%\& as
compared to the government’s initial projection of AED 12 billion (Tro&Hamlins,
2020). As shown in Figure 1.2, VAT revenues in 2018 exceeded the Wed value. It
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Maintaining VAT compliance enhances the overall reputation of SMEs in the
marketplace. According to Dularif and Rustiarini (2021), compliant SMEs enjoy higher
trust and credibility among consumers, suppliers, and partners. Consumers, prefer to
engage with businesses that operate ethically and responsibly, including meeting their
tax obligations. Compliant SMEs are also more likely to have accessito financing and
investment opportunities. Financial institutions and investors typically conduct due
diligence assessments, including evaluating a company’s tax complianee history. VAT
compliant SMEs demonstrate financial stability andwreliability, increasing, their
attractiveness to potential investors and creditors.

VAT compliance practices often invelye maintaining accurate financial records
and adopting robust accounting systemsy, These practices give SMEs valuable insights
on their financial performance, cash flow, and profitability,'SMEs can make informed
business decisions, identify areassfor improvement, and sthategically plan for growth
and expansion by adhering.to VAT regulations (Amirtudin & Nasution, 2021). As a
significant source of govesnment’s reévenues, VATIris essential for funding public
services, infrastructute development, and social'welfare programmes. SMEs fulfil their
civic responsibility and contribute to the breader socio-economic development of the
UAE by complying with the VAT*regulations (Nar, 2023). VAT compliance ensures
fair competition within the businessdandscape. When all SMEs adhere to the same tax
rules,and,regulations, it createsta.level playing field where companies compete based
onwthewquality of their products, services, and innovation, rather than exploiting
loopholes or engaging in tax evasion practices (Slemrod, 2019a).

The current study was deemed necessary to demonstrate how SMEs can be a

driving force of the national economy with high expectations to increase the exponential



economic growth in the UAE. SMEs in the UAE are strongly affected by cost-related
factors, specifically internal and external VAT compliance costs. Nevertheless, SMES
have continued their efforts because most of these companies represent important nuclei
for their managers, and they have social and economic commitment to the'market in the
UAE. Therefore, it is imperative to present this problem and take meastires to promote
SMEs based on the compliance cost that would greatly impact the average SME
business sector. Besides that, it is important to discover which ‘external and internal
expenses make up the tax structure that directly affects®SMEs and undérstand their
similarities and differences, as well as the damages they'generate, that is, the degree of
VAT compliance cost. Specifically, this study examined cost-related factors (internal
and external compliance costs) of complyingywith the VAT for, SMEs_in the UAE. The
results would help improve the management of VAT in the UAE.

Despite the overall increase ingevenues generated from* VAT, there are still
challenges and areas of concemsregarding compliance athong taxpayers, especially
SMEs. Issues related to VAT non-compliance can be seen in various forms—for
examples, companies tegister for VAT but do not.charge VAT (partially or fully) on
sales; companies charge VAT on'salés.but do netreport (in part or in full); companies
state more credit,on purchase-than the input'tax paid; companies do not claim the VAT
input credit and do not maintain, theé books and accounting record documents properly
and perfectly.

The issue with VAT compliance lies in the complexity and scope of the VAT
systemwitself, particularly concerning its implementation and enforcement. The
extension of the burden faced by SMEs can lead to a form of decision in VAT non-
compliance behaviour. Another significant issue is the burden of VAT compliance cost,

which disproportionately affects smaller companies. The costs associated with



understanding, implementing, and adhering to VAT regulations can be onerous for
SMEs, potentially leading to errors, misunderstandings, or deliberate non-complianee
(Ya’u et al., 2020). As a result, taxpayers seek to reduce their compliance(cost burden
by not complying with either all or part of the requirements of the VAT system.

Moreover, VAT compliance involves various administrativetasks, such as
record-keeping, filing returns, and managing input and output taxes. SMEs often lack a
dedicated accounting and tax department. Consequently, theyumay struggle to navigate
these requirements efficiently, increasing the likelihood of “menfcompliance.
Furthermore, factors like ambiguity in VAT regulations, inadequate guidance and
support from tax authorities, and resource constraints exacerbate-compliance challenges
for companies of all sizes. Additionally, while ithe inereasesin VAT tevenues may
indicate a degree of compliance, it doesynot necessarily reflect the prevalence of non-
compliance practices, such as undetreporting, miselassification, or deliberate evasion,
which can undermine the integritysof'the VAT system and<@rode public trust (Sidek &
Abdulrageeb, 2022).

In view of the' abewe, 'this study aimed te.determine the total cost of VAT
compliance cost andsits impaet“en non-compliance actions and explore significant
factors influencing VAT compliance behaviour among SMEs in the UAE. If the
compliance cost burden is somehow alleviated to a certain extent, then non-compliance
of VAT eithetrin patt Or i wholesss likely to reduce. Looking at this problem, this
study, was deemed pivotal in improving VAT tax compliance among SMEs, which can
directlyrhelp increase the country’s source of income and improve the economic level

of SMEs.



1.3  Research Objectives

The specific objectives of this study are presented in Table 1.1. YV

Table 1.1: Main and Specific Research Objectives

Main Objectives Specific Obj ectlves?~
1. To evaluate the impact of | 1. To identify the n cost  post-
compliance cost on VAT implementation of V T M in the UAE
compliance  behaviour and determine the a w’ce cost
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This study addressed several main and specific research questions, as detailed

in Table 1.2.



Table 1.2: Main and Specific Research Questions

Main Research Questions

Specific Research Questions

1. How does compliance
cost affect the post-
implementation of VAT

for SMEs in the UAE?

1. How much is the total estimated complianee cost
of all SMEs in complying with VAT in‘the UAE

based on internal and external cost factors?

2. Which component is dominant in“the compliance

cost of VAT?

2. How does compliance
cost affect compliance
behaviour of VAT
among SMEs in the

UAE?

3. To what extent is the relationship  between

compliance cost and coempliance behaviour, taken
together withegother .vafiabless (i.es_ penalty,
probabilitysof detection, complexityg-iricome level,

and tax.incentive) for each SME?

1.5  Significance of Study

Firstly, this study provided valtable insights.on factors influencing VAT

compliance behaviour ameng SMEs in the UAE, which would significantly benefit both

researchers and practitioners. The ebtained results and findings of this study enriched

the existing taxyliterature, “‘whichswould- be" of interest to researchers conducting

empirical studies. Moreover,.this study'would contribute to the behavioural research in

the adoption of'VAT.compliance within the Arab region. This study contributed to the

bodywof knowledge for the futuré development of VAT compliance cost of SMEs.

Another significance of this study involved its focus on the Arab world. The VAT

compliance cost of SMEs has yet to be addressed substantially, and there have been

very limited studies on the factors affecting VAT compliance behaviour in the UAE.
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In addition, this study’s results and findings would be of interest to SMEs in
determining the relationships of compliance cost, penalty imposition, complexity,
probability of detection, tax rate, tax incentive, and tax compliance behaviour. Apart
from that, this study would significantly benefit tax authorities in the UAE&This study
would also substantially assist decision-makers in formulating policiesiand legislations
geared to promoting voluntary compliance with VAT, reducing“tax evasion and
avoidance. Mores strategic efforts can be made to assist'the government in making
major changes to ensure justice, expanding the tax basejand encouraging increased
investment, thereby, easing the tax burden on SMEs in the UAE.

Notably, identifying the estimated average.compliance cost is‘crucial for several
reasons. Firstly, it offers a comprehensive, understandingef the financial burden
imposed on companies to meet VAT, requirements. Thi§ insight" is essential for
businesses, policymakers, and regulators in assessing the economic impact of VAT
compliance on companies, particularly SMEs. Secondly,-knowing the estimated
average compliance cost allows the evaluationiof businésses’ overall financial health
and viability. It helps_determine whether the “cost of complying with VAT is
proportionate to the ‘@@mpany’s, size, revenue, and'industry standards. This assessment
is vital for ensuring ‘@ fairand-equitable“tax system that does not unduly burden
businesses, especially smaller eompanies.” Thirdly, identifying the estimated average
compliance,cost facilitates benchmarking and comparison across different sectors and
industries. A comparative analysis can highlight disparities and areas where
improvements or targeted interventions may be necessary. It also aids in identifying
bestpractices and areas of efficiency that can be shared among businesses, contributing
to a more streamlined and effective VAT compliance process. Moreover, understanding

the estimated average compliance cost is instrumental in policy formulation and
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adjustments. Policymakers can make use of the data to make informed decisions
regarding tax policies, incentives, and regulatory frameworks. It enables them™to

balance revenue generation and ensure businesses thrive in a competitive envizonment.

1.6  Scope of the Study

This study focused on only one type of community, specifically SMEs in the
UAE registered with the country’s Ministry of Finance for the year 2019/2020. Seven
emirates were included, namely Abu Dhabi, Dubai, Sharjah, Ras Al Khaimah, Ajman,
Fujairah, and Umm Al Quwain. Furthermore, considesing the employed sampling
method, there was a tendency for the selected samples to be from the same group and
share similar factors (Fornell & Larcker, 1981). The wesultsson the types of factors
affecting the VAT compliance cost ‘0f,SMEs in the UAE may be limited to this
particular circumstance that surrounds the society, spatially and unique experience, and
the specificity of the UAE societysThus, these results can begeneralised to other similar

types of societies, especially. in the"Arab région:

1.7  Definitions of Key Terms

i. Value added tax (VAT)
Functional definition:
VAT ista conshmiption,tax levied at multiple stages of a product’s supply chain,
starting from its raw form'to the final consumer purchase. It applies during
manufacturing, wholesaling, retailing, and consumer transactions, thereby

adding value at each stage of the product’s journey (Maverick, 2020).
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Operational definition:
VAT is a taxation mechanism initiated from the inception of w
manufacturing until its sale. Governments employ VAT regulation@ltain

economic equilibrium and enhance the role of business entitie tributing

to the economy. q

ii. Small and medium-sized enterprises (SMEs) z '

Functional definition: .\d
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Operational definition:

Compliance cost denotes the financial outlay necessitated for busine

adhere to industry regulations and legal mandates. This @sses

expenditures incurred by various industries, such as the tobaNustry, to

ensure smooth operations within the framework of state laws. q

iv. Compliance behaviour z l

Functional definition: .\d
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Chapter 2 explains about the VAT system in UAE and discusses the fields of
research that are similar to the subject of this study to help elucidate the rescarch
problem. Furthermore, this chapter identifies multiple concepts and areas of study'most
relevant to this study. In addition, the most suitable theories are discussed"and reviewed
in this chapter for the development of theoretical framework. The motivation for using
the UAE as a case study is also discussed.

In Chapter 3, a detailed discussion of the methodsyused to jaccomplish the
objectives of this study are presented. The research approaghes, réseateh philosophies,
and research methods are thoroughly discussed. Moreoves, the sampling method;target
population, data collection, instrument development, and, pre-testing of the
questionnaire survey are explained. Lastlyy,the pilot«test results, datavcoding, data
screening, and statistical tests are presented.

Chapter 4 discusses the analysis,of the responses provided in Section A of the
questionnaire survey. The purpese=of this analysisuwas<to”assess the validity and
reliability of the instrument to ensure no défectsior biased elements in the study sample.
This chapter also presents.the ‘analysis and vesultsef compliance cost and compliance
behaviour. Additionally, this chapter-also discusses the analysis and findings of Parts
B and C of the questionnaire

Chapter 5 presents a summary of the obtained quantitative results in this study.
With respect to the Study’s objectives, the results on the relationships among the
constructs and its significance are*discussed. This is then followed by a discussion of
thestheoretical and practical contributions. The summary of key findings, implications
andrlimitations of the study, and recommendations for future research are discussed

accordingly.
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