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Abstract
Tax revenue is an important source of income for the government and it provides the necessary funds to

finance various government expenditure. The study aims to identify the factors that will influence taxpayers’
willingness to pay tax. One hundred SMEs business owners from Klang Valley participated in the
questionnaire survey. SmartPLS3.2.9 was used to analyse the responses gathered. The study found that only
perceived government spending affects the SMEs business owners’ willingness to pay tax. Hence, to improve
tax revenue for the country, the government should be more cautious in making government expenditure.
Taxpayers’ money should be spent wisely in areas which will bring about both short-term and long-term
benefits to the taxpayers.
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1. Introduction

Tax revenue is an important source of income for the government and it provides the necessary
funds to finance various government expenditure. Despite the importance of the tax revenue to a country,
the amount of tax income collected by the government, to a large extend, will depend on the level of
taxpayers’ willingness to comply with the tax legislations (Deyganto, 2018). Hence, tax compliance is often
a challenge for the tax authorities as it is always the taxpayers’ intention to maximise their personal wealth
through avoidance of tax payment. This is particular true under the present self-assessment system (SAS)
which has been implemented since 2001 by the Malaysian tax authorities. Under this system, it allows the
taxpayers to compute their tax liability (Isa et al., 2014). According to Palil (2010), one of the major aims of
introducing SAS in Malaysia is to collect taxes for the nation at minimum cost. However, the taxpayers who
could be the ordinary laymen may not be able to understand the tax laws completely in view of the nature
of its complexity. As a result of their ignorance, this may increase the level of non-compliance of the tax
laws (Isa et al., 2014; Kamleitner et al., 2012; Darwish, 2014).

The Malaysian government rely very much on the tax revenue collected from the small and medium
enterprises (SME) as 98.5% of the business establishments in the country are SMEs and it contributes 36.6%
of the GDP in 2016 (“Here's Why SME Matters in Malaysia”, n.d). To improve and enhance the
competitiveness of SMEs, various tax incentives had been implemented over the years by the government.
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It is believed that, by doing so, it promotes a more conducive business environment for SMEs in the
country.

The objectives of the present research study are to examine the effects of the following factors on
the willingness of the SMEs business owners to pay tax: (i) quality of tax services, (ii) perception of
government spending, (iii) ethics and attitude, and (iv) awareness of offences and penalty. The present
study will make a contribution as the review of the literature shows that although there are many studies
conducted on tax compliance behaviour, there is limited research study on willingness to pay tax in
Malaysia. Hence, this study will offer insights into better understanding on the factors that influence
taxpayers’ willingness to pay tax. In addition, the findings from this study may provide some useful
information to the Inland Revenue Board (IRB) and relevant authorities for their future tax policy
development and reform.

2. Literature review and hypotheses development
2.1. SMEs and Taxation

Taxation is a major concern for all businesses sectors as any income derived in any forms through
their business operation are subjected to payment of tax. In the case of SMEs in Malaysia, it contributes
substantially towards the economic growth of the country. For example, in 2005, there were 518,996 SMEs
representing 99.2% of total establishments in Malaysia ("Status and Performance of Small and Medium
Enterprises”, 2005) and the number has increased to 907,065 in 2016 ("SME Definitions", 2016) which
constitutes 98.5% of the total establishment in Malaysia. The definition of SMEs of the present study is
based on the definition endorsed at the 14" National SME Development Council (NSDC) Meeting in 2013.
This definition of SMEs in Malaysia is based on two criteria: (i) Sale turnover and, (ii) the number of full-
time employees (SME Corp. Malaysia, n.d.). The definition of SME for different sectors is shown in Table 1.

Table 1. Definition of SME

Sectors Micro Small Medium
Manufacturing Sales turnover < Sales turnover < RM300,000 < Sales turnover < RM 15 million <
RM300,000 RM15 millions RM50 millions
Or Or Or
employees <5 employees from 5 to <75 employees from 75 to <200
Services and other Sales turnover < Sales turnover < RM300,000 < Sales turnover < RM3 millions <
sectors RM300,000 RM3 millions RM20 millions
Or Or Or
employees <5 employees from 5 to <30 employees from 5 to <30

Source: Adopted from SME Corp. Malaysia (n.d.).

As for income tax, SMEs in Malaysia are required to pay tax under Income Tax Act (ITA)1967. In
general, unincorporated businesses are treated as individuals and subjected to progressive tax rate. They
are also entitled to claim personal reliefs and rebates. On the other hand, incorporated businesses, either
SMEs or large enterprises are treated similarly.

2.2. Self-Assessment System

Since 2001, the self-assessment system (SAS) has been implemented in Malaysia for all companies
while to other taxpayers in 2004. This implies that there is a significant transfer of responsibility onto
taxpayers in terms of their compliance obligation. Under the SAS, taxpayers are required to compute their
tax liability. In order to do so, taxpayers must understand and interpret the tax laws that are applicable to
them. Furthermore, corporate taxpayers need to observe further tax requirements in SAS. The public ruling
of SAS requires all taxpayers to file a correct annual tax return, keep sufficient records and documentations
and to observe other tax related requirements (Abdul-Jabbar & Pope 20083; Isa et al., 2014).

2.3. Willingness to pay tax
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Willingness to pay tax refers to compliance of taxpayers to pay tax in accordance with the tax laws.
The term tax compliance means complying with the tax reporting requirements, whereby taxpayers file all
required tax returns accurately in accordance with the legislations. Non-compliance, on the other hand,
means failure to meet tax reporting requirements. It can be intentional or unintentional. Other terms used
to describe non-compliance includes tax cheating, evasion and misreporting. Tax evasion means taxpayers
have real intention to deliberately mislead or conceal certain tax activities from tax officials. The intention
is to pay less tax than is actually owed. Tax evasion takes in the form of understating taxable income or
overstating the deductions (Abdul-Jabbar & Pope, 2008b).

2.4. Awareness of offences and penalty

When tax officials conduct audits, some taxpayers may be fined if they have committed any offences.
The compliance with tax law is mostly as a result of punishment and of threat of detection (Cherry, 2001).
Allingham & Sandmo (1972) introduced an economic model which indicated that penalties and audit
probability have an impact on tax compliance. The higher the penalty and the probability being audited, the
higher the compliance level. Hence, tax audit and high penalty rates have deterrent effect to taxpayers. If
taxpayers are aware of the consequences of committing offences and penalties, the tendency of evading
paying tax will be reduced (Engida & Baisa, 2014). The findings of Sheikh Obid (2014) concluded that
penalty rate has significant effect on encouraging tax compliance.

Hypothesis 1: Awareness of penalty rate has a significant positive relationship with the willingness to
pay tax.

2.5. Ethics and attitude

Taxpayers’ ethics and attitude towards payment of tax can be influenced by psychological factors.
Theory of Reasoned Action and Theory of Planned Behaviour are used to identify taxpayers’ behaviour
based on their intention. These models made an assumption that ethics encourage individual to act in
certain way. For instance, a negative attitude of taxpayers tends to be less willing to pay tax (Palil, 2010).
Similarly, Jackson and Milliron (1986) found that attitudes towards taxation have an influence towards
taxpayers’ willingness to pay tax. Saad (2014) conducted an interview to find out the reasons for tax non-
compliance. He found out that taxpayers’ greediness and belief that they can avoid paying tax motivate
them to constantly not to comply with their tax obligations.

Hypothesis 2: Ethics and Attitude have a significant positive relationship with the willingness to pay
tax

2.6. Perception of government spending

When taxpayers pay their taxes, they are sensitive to what and how the government will spend their
tax money. Taxpayers usually expect that the tax collected will be used in a rational, equitable and
economical manner by the government. This is common especially those who pay high amounts of taxes. It
is reasonable to assume that taxpayers will be less willing to pay tax if they believe the government did not
spend the tax revenue wisely. The perception of taxpayers has potential importance in determining
taxpayers’ compliance behaviour. For example, if the government spent the tax revenue wisely on basic
utilities such as healthcare, education, and infrastructure, it is most likely that the voluntary compliance to
be increased (Engida and Baisa, 2014). On the contrary, if tax revenue is spent unwisely, taxpayers may feel
betrayed and attempt to evade. According to Helhel & Ahmed (2014), when public trusts the government,
the tendency of declaring the correct amount of taxable income will be increased.

The government should spend the tax revenue collected wisely as the taxpayers’ perceptions are
important in determining their compliance (Palil, 2010). This is also supported by Zhang et al. (2016) where
they conducted a research in the United Kingdom and Italy. This study indicated that citizens are more
likely to pay their taxes if they have faith in the government and the tax revenue collected will be spent
wisely. Their study revealed the wide differences in level of tax compliance across the European Union. In
Italy, the Italians are more likely to evade tax as they believe that the government is also cheating them by
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inefficiently using the tax revenue. On the contrary, the Northern Europeans are more willing to pay taxes
because the taxes they paid is reflected on the public service they personally used and valued.

Hypothesis 3: Perception of government spending has a significant positive relationship with the
willingness to pay tax.

2.3.1. Quality of Tax Service

Quality of service is a comprehensive process where customers evaluate a particular service and to
what extent it satisfices their expectations (Al-jazzazi & Sultan, 2017). An organization cannot survive if it
does not meet the expectations or exceed the customers’ satisfaction. This idea is also supported by
Asubonteng et al. (1996). They asserted that service quality is measured by taking the difference between
the expected services to be received and the perceptions of the services they received. Customers will
evaluate the service quality as low if the performance does not meet the expectation and vice versa.

Taxpayers should be treated in a similar way as how private sectors treat their customers. This is
because positive perception of taxpayers towards tax service quality will lead to higher tax compliance (Ali
Al-Ttaffi & Abdul-Jabbar, 2016). In the United States, the satisfaction towards the tax authority was low as
the quality of service by the Inland Revenue Service is worsened. Tax authority can improve the compliance
of taxpayers if they cooperate with taxpayers by treating taxpayers as their partners (Torgler, 2007).
Muhammad & Saad (2016) also agreed that the quality of services provided is one of the crucial factors for
tax compliance. In the study of Ali Al-Ttaffi & Abdul-Jabbar (2016), they conducted a study on the perceived
quality of service in Yemen. The outcome from this study indicated that taxpayers in Yemen perceived
quality of service as low. This perception is probably the result from the low accountability level from the
government agencies where they did not meet the expectations of the taxpayers. Ali Al-Ttaffi & Abdul-
Jabbar (2016) claimed that there is an inverse relationship between the tax service quality and tax non-
compliance behaviour. Tax non-compliance behaviour decreases when tax service quality increases. They
also suggested that improve quality of tax services will result in a positive perception and it enhances
compliance behaviour.

Hypothesis 4: Good quality of tax services provided has a significant positive relationship with the
willingness to pay tax.

3. Methodology of research
3.1. Sample and Demographic profile

The sampling units were the SMEs businesses registered under IRB. In this study, quota sampling
method was applied to determine the respondents as it is based on the proportion of subclasses in the
population. This method ensures that primary data collection can be done in shorter time. A total of 100
completed questionnaires were received through a self-administered questionnaire survey. According to
SME Corp, the total establishments in Malaysia for the year 2016 is 907,065 and 14.7% is from Kuala
Lumpur and 19.8 % in Selangor. Thus, Klang Valley is selected for this study because it comprises of two
regions: WP Kuala Lumpur and Selangor which has the most establishments in Malaysia compared with
other states. This current study involved 38 percent of male and 62 percent of female SMEs business
owners. Most of the respondents were from the age group 41-50 years old which constitutes 27%. This is
followed by the age group 51- 60 years old which is 24% of the total respondents. 22% of the respondents
are in the age group of less than 30 years old and 19% of them are from 31-40 years old. Lastly, only 8% of
the respondents are from the age group above 60 years old. The highest response rate of this study is
respondents with annual business income of less than RM250,000 which constitutes 41% of the total
sample. This is followed by companies with business annual income between RM1,000,000 to RM4,999,999
(23%) and business income between RM250,000 to RM999,999 (19%). The remaining respondents are
companies with business income between RM5,000,000 to RM9,999,999 and above RM10,000,000 (8% and
9% respectively).
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3.2. Convergent Validity

Data was analysed using SmartPLS3.2.9 as the objective of the study is predicting key target
construct and the nature of research is an exploratory in nature (Hair et al., 2017). Table 2 shows the
assessment of construct reliability and convergent validity of the constructs of the study. As shown, the
composite reliability (CR) values of 0.939 (Awareness), 0.927 (Ethic), 0.951 (Government spending), 0.838
(Quality service) and the dimensions of willingness to pay tax (0.876) indicated that these constructs
possess internal consistency (Hair et al., 2017). In addition, current research ensures that there is sufficient
convergent validity before data analysis. Convergent validity refers to whether the construct measurement
can represent the construct itself. The item of willingness5 was removed as the factor loading is less than
0.7 (Figure 1). Therefore, they achieve the minimum threshold value of 0.5 for average variance extracted
(AVE), which indicated the items loaded to the respective constructs explain more than 50% of the
constructs’ variance (Hair et al., 2017).

Table 2. Internal Consistency and Convergent Validity

Construct Item Loading CR AVE

Awareness of Penalty Awareness 1 0.964 0.939 0.838
Awareness 2 0.926
Awareness 3 0.852

Ethic Ethicl 0.946 0.927 0.809
Ethic2 0.962
Ethic3 0.779

Perceived Government GS1 0.961 0.951 0.853
Spending GS2 0.878
GS3 0.950

Quality Service QT1 0.703 0.838 0.866
QT2 0.675
QT3 0.710
QT4 0.903

Willingness to Pay Tax Willingness1 0.832 0.876 0.639
Willingness2 0.817
Willingness3 0.831
Willingness4 0.712

Awareness 1
Awareness 2 2.661

2.533
Awareness 3
Awareness

Ethic
2.903
Ethic2 2.965

0.929
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Figure 1. Structural model
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3.3. Discriminant Validity

Discriminant validity refers to the degree to which indicators differentiate across constructs or
measure distinct concepts by examining the correlations between the measures of potential overlapping
(Ramayabh et al., 2018). Based on Fornell and Lacker’s (1981) criterion as shown in Table 3, a latent variable
should explain better the variance on its own indicators than the variance of the latent variables. The
correlations for each construct were less than the square root of AVE for the indicators measuring that
particular construct, which indicates adequate discriminant validity. The alternative approach to assess
discriminant validity is through Heterotrait—Monotrait (HTMT) ratio correlations. HTMT refers to the ratio
of correlations within the constructs to correlations between the constructs (Ramayah et al., 2018). All
Heterotrait-Monotrait (HTMT) of correlation values for current study are clearly lower than the more
conservative value of 0.85 (Kline, 2011). As can be seen in Table 4, neither of the confidence intervals
includes the value 1. The bootstrap confidence interval results of HTMT criteria clearly indicated the
measurement model demonstrates adequate discriminant validity in this study (Hair et al., 2017).

Table 3. Discriminant Validity (Fornell and Larcker)

Awareness Ethic Government spending Quality service Willingness
Awareness 0.915
Ethic 0.238 0.900
Government spending 0.212 0.451 0.931
Quality service 0.124 0.45 0.321 0.753
Willingness 0.122 -0.169 0.108 -0.183 0.799

Note: Diagonals represent the square root of the AVE, while the off-diagonals represent the correlations

Table 4. Heterotrait-Monotrait Ratio (HTMT)Criterion

Awareness Ethic Governr.nent Quality service | Willingness
spending
Awareness
0.256
Ethic C1.85 (0.093,
0.425)
Government 0.179 0.543
spendin C1.85 (0.077, Cl.85(0.371,
pending 0.358) 0.702)
Quality service Cl 8(.‘)3.?33104 Cl 8%?(;2214 0.274
0.376) 0.564) Cl.85 (0.169, 0.478)
0.141 0.173 0.145 0.133
Willingness Cl.85(0.113, CI.85 (0.116, ) Cl.85(0.111,
0.316) 0.350) C1.85(0.081,0.327) 0.341)
4. Findings

4.1. Assessment of Structural Model

The path analysis in Table 5 revealed that perceived government spending factors was found to have
a positive impact on willingness to pay tax among the respondents. Specifically, perceived government
spending (B = 0.238), t-value (1.800 >1.645) have a significant positive influence on willingness to pay tax at
95% confidence level. Thus, H3 was accepted. The study found that 11.5% of willingness to pay variance
can be explained by perceived government spending factors. In contrast, the findings found that the
awareness of penalties and offences of not complying tax laws, t-value (0.887 <1.645); ethical belief and
positive attitudes (B = -0.234), t-value (1.580<1.645), and quality of tax services provided by tax authority t-
value (0.759 <1.645) factors are not positively correlated to willingness to pay tax. Therefore, H1, H2 and
H4 were rejected.
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Next, the effect sizes (f %) are assessed. Hair et al. (2017) suggests the examining of the R? changes by
evaluating whether the omitted exogenous construct has a substantive impact on the endogenous
construct. Table 3 shows the fZ value of perceived government spending is 0.049. The results show that the
variable has small effect in producing the R? for willingness to pay tax. Predictive relevance (Q?) is then
evaluated to study the predictive power of exogenous constructs over endogenous constructs. A Q2 value
greater than 0 means that the exogenous constructs have the predictive capability on the endogenous
constructs (Hair et al., 2017). In this study, the Q? value of willing to pay tax (0.49), greater than 0, indicates
that the model has sufficient predictive relevance.

Table 5. Summary of Structural Model

Hypothesis Relationships BS:ga Esrtr(:)'r t-value | Decision R? i Q?
H1 Awareness Willingness to pay tax—» | 0.149 0.176 0.843 Rejected 0.115 | 0.023 | 0.049
H2 Ethical belief and positive attitude | -0.234 | 0.148 1.580 Rejected 0.042
Willing to pay tax —»
H3 Perceived government spending | 0.238 | 0.132 1.800** | Supported 0.049
Willing to pay tax —»
H4 Quality services provided by tax | -0.172 | 0.162 1.065 Rejected 0.026
authority Willingness to pay tax —¥%

Note: **p<0.05

5. Conclusions

The research objective of this study is to identify the factors that influence the willingness to pay tax
among SMEs business owners in Malaysia. The study found that only perceived government spending
affects the SMEs business owners’ willingness to pay tax. Hence, to improve tax revenue, the government
should be more cautious in making government expenditure. Taxpayers’ money should be spent wisely in
areas which will benefits the taxpayers such as improving basic facilities that include infrastructures and
public services in the country in order to gain taxpayers’ confidence and trust.

The study suffers a few limitations. Firstly, this study has collected responses from only 100 SMEs
business owners. The reliability of the study can be enhanced if the sample size can be increased. Secondly,
the data was collected in Klang Valley only, a wider coverage can be considered by future researchers.
Thirdly, the present study adopts a quantitative approach where self-administered questionnaires were
used, future researchers may consider to a mixed method approach to include some interviews. It may help
to gain a better and more in-depth insight of the current research issues.
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