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ABSTRACT

Every government needs dependable and sustainable domestic revenue so as to run its
function. In North Gondar, where substantial proportion of government revenue has been
collected from tax. However, in practice, VAT revenue performance in North Gondar
was not geared with VAT theoretical feature. This is due to VAT administration
problems particularly for key VAT administrative functions. Survey had been conducted
to gather information about taxpayers and tax officials’ attitude towards VAT
administration problems in case of ERCA in Gondar branch. Self-administered semi-
structured interviews and questionnaires were distributed for ten tax officials and fifty
VAT registered taxpayers respectively. Further, secondary data was collected to measure
the VAT revenue performance of the authority. The study tries to investigate and analyze
VAT administration problems in case of ERCA in Gondar branch and it tries to assess
VAT effectiveness in generating more government revenue (VAT revenue performance
in the authority). For this study Surveying method through semi- structured questionnaire
and semi- structure self administered questionnaire is used to investigate the research
questions mentioned in chapter one. Besides, the study used percentages, mean and
standard deviation statistical tools to strengthen and to make the study more systematic.
In general, to analyze the data, statistical package for social science (SPSS) soft ware
version 16 was employed. The result part presents response rate for tax official and
taxpayers survey, VAT administration tasks on key administration function, strength of
VAT administration, VAT rate and market competition. Finally, this section presented
VAT revenue performance of the authority and identifies VAT administration problems.
VAT is the major source of government revenue in most developing countries. Thus,
VAT has a significant role in the revenue system of government of Ethiopia. To sustain
its role for the generation of revenue, it is important to ensure that the revenue generated
by VAT system should be efficient as possible. In the survey opinions were forwarded by
the respondents. For instance, strengthening administration capacity by skilled manpower
and the required materials to encourage honest traders by rewarding them and giving
incentives and taxpayers should obey for the rules and should also cooperate with the

authorities’ operational activities.
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Chapter One: Introduction

The major aim of m ost g overnments in d eveloping co untries is t o s timulate a nd g uide t heir
economic and s ocial de velopment. T hese g overnments ¢ ontinue to re ach out for t he g oal of
government promoted and directed development. As Wawire (2011) cited in Kaldor (1964 :253)
pointed out the importance of government revenue in accelerating economic development.
Whatever the prevailing ideology or p olitical s ituation of a particular c ountry, it must steadily
expand a ho st of non -revenue y ielding services such as education, health, infrastructure, and
social security. As Wawire (2011) cited in Toye (1978:1) asserted that the link between taxation
and economic development is a link between a universal desire and a form of government action
that is believed to be a means to that end. As Wawire (2011) cited in Wildford (1978a: 83)
asserted t hat on e of t he m ost important pol icy upon w hich m ost e conomists a gree is t hat
emerging nations m ust i ncreasingly mobilize t heir ow n internal resources to provide e conomic
growth. T he m ost important instrumentb y w hichr esources a re m arshaled ist hrought he

implementation of an effective tax policy (Wawire, 2011).

In most d eveloping co untries, t ax ad ministration was in a p oor state (Bird and Bahl 2008
cited in Radian 1980 ). Tax bases were grossly under-assessed, collection rates were low, and
penalties existed more in law than in fact. In some countries, tax evasion was seen to be more
a badge o f honor than a cr ime. In addition, low tax morale co mbined with inadequate and
unwilling e nforcement to produce an ad verse tax culture. Further, Staff was underpaid and
under-skilled, recordkeeping was manual, modern procedures for assessment and collections
were not in p lace, and tax s ystems w ere o ften so complex that they made a bad s ituation
worse (Bird and Bahl ,2008). Faced with such realities, some countries (and advisors) opted
to concentrate on improving tax ad ministration, others attempted to devise tax systems that
could w ork w ith badt ax a dministration and s till ot hers continuedt oi gnoret he

interdependence of tax policy and tax administration (Bird and Bahl,2008).

Although tax administration has come a long way in many developing countries over the last
three decades (Bird and Bahl 2008 cited in Bird and Zolt 2007), there is still much to be done.
For ex ample, most d eveloping co untries have a dopted a m odern v alue ad ded t ax ( VAT).
However, t here a re m any w ays inw hichV ATsc ana nd s hould be improved in most

developing and transitional countries, in part by ensuring that VAT design is more in tune



with the real capabilities o f V AT ad ministration and in part by providing a better d efense
against the c ommon t endency t o narrow the V AT tax base by e xpanding e xemptions a nd
zero-rating asthe yearsgoby( Birdand B ahl 2008 citedin Edmiston a nd B ird 2006) .
Nonetheless, there is no question that the VAT is now properly considered central to a good

tax system in most countries.

The Ethiopian government has replaced the former sales tax so as to broaden the tax base and
make the tax administration more efficient. In line with this the Federal Democratic Republic
of Ethiopia (FDRE) has adopted VAT into its tax system on January 1, 2003 by replacing the
former sales tax system. Therefore multi stage sales tax which is imposed at more than one
level o f production and distribution has replaced sales tax for reasons ofad ministration and

simplicity (Hailu, 2004).

According t o Hailu ( 2004) V AT isa t ax levied onc onsumption goo ds a nd s ervices.
Moreover it is a modified sales tax based on the net value added at each stage of production
or services rather than on gross receipts. The VAT system is believed to encourage savings,
exports an d cap ital ac cumulationsa s it is leviedo ng oodsan d services meant f or
consumption. Apart from this the VAT is charged on taxpayers that meet the threshold of
Ethiopian B irr (ETB) 500,000 and above in annual turnover and the tax is charged at 15%

rate on transactions subject to VAT.

VAT is the major source of revenue for the government of Ethiopia since its introduction.
But, in practice, its potential performance to GDP is not geared with VAT theoretical feature.
This isd uet o V AT a dministration p roblems particularly fork ey V AT a dministrative
functions. Therefore, the objective o fthis paper is to assess V AT revenue performance and
administration problems particularly for key VAT administrative functions in case of ERCA
in G ondar. T his c hapter p resents b ackground o f the s tudy. T he r emaining d iscussions are
organized in seven s ections. S ection 1 .1 presents s tatement of't he p roblem. S ection 1.2
presents objectives of the study. Section 1.3 presents methods adopted. Section 1.4 presents
significance o fthe study. Section 1.5 presents limitation o fthe study. Section 1.6 presents

scope of the study. Finally, organization of the project is presented in section 1.7.



1.1 Statement of the problem

According t o T esfaye ( 2008) t he E thiopian g overnment d eclared V AT t ax lawst o al 1
domestic and foreign enterprises since July 2002 so as to increase its revenue and to reduce
its dependency on foreign debt. So that both direct and indirect taxes are levied on customers
and business e nterprises. T he indirect taxes are mainly Value added tax; turn o ver tax and
other ¢ onsumption t axes. A mong t he indirect t axes, V AT has t he w idest s cope and has

become the major sources of tax revenue for the government.

As Ebrill and Keen(2001) stated VAT is a good means to raise government revenue and they
found t hat in ¢ ountries t hat ha ve adopted V AT, r evenue fromt his source acco unted o n
average 27 percent of the total tax revenue or 5 percent of the GDP. Moreover, 70 percent of
the world’s populations now live in countries with a VAT. This implies that it is a key source
of government r evenue in more t han 1 26 nations. H owever, government de termination t o
increase V AT revenue and to improve tax ad ministration system on o ne s ide and t axpayer

compliance on the other side pose problems in the business sectors (Tesfaye, 2004).

Bird (2005) noted the underlying problem for V AT performance does not, as ar ule, lie in
poor tax d esign. R ather, itu suallyr eflectso nt he ex istence o f fundamental g ap t he
institutional r equirements for goo d V AT a dministration a nd t he r eal fiscal institutions in

place in a country.

As Hailu (2004) stated the efficiency of VAT administration highly depends on the behavior
of taxpayers and tax compliance. Like most developing countries, in Ethiopia most people are
reluctant to pay VAT. However, an efficient VAT administration is an administration w hich
could minimize tax evasion in the economy. The introduction of VAT in Ethiopia has helped

tax ad ministration t o use co mputerized s ystem a part from the built in c hecking s ystem o f

VAT.

AV AT isacr itical r evenue s tream for industrialized co untries. Among no n-U.S. OE CD
members in 2009, the V AT raised 6.4 percent of GDP inrevenue and accounted for 19.2
percent of revenue raised at all levels of government. As with any tax, revenue from a VAT
depends on the rate structure and the base. The standard VAT rate, the rate charged on most
goods and s ervices, h as r emained r elatively steady inr ecent years in non-U.S. OE CD
countries. In 2012, it ranged froma low of 5 percent inJapanto a high of27 pe rcent in

Hungary. The average rate was 18.7 percent (Gale and Harris, 2012).



1.2 Objectives of the study

The general objective of the study is to assess VAT revenue performance and administration

problems in case of ERCA in Gondar. The study has the following specific objectives.

» To investigate VAT administration problems pertaining to VAT registered tax payers
asar esulto f VAT law e nforcementb yt he t ax au thority ( Particularly V. AT

registration, invoice, file, payment, audit and penalty); in Gondar;

» Toas sesst he at titudes o ft axpayers t owards V AT rate and m arket c ompetition

between VAT registered and non VAT registered business enterprises;

» To examine the strength of Ethiopian revenue and custom authority in Gondar branch
and r egional t ax o ffice in G ondar t o co ntrol noncompliant t axpayers ( in view o f
skilled and competent employees, simplification of tax procedure based on attitude of

respondents, sufficient resource availability); and

» To assess VAT revenue performance of the E thiopian go vernment us ing e fficiency

ratio.
1.3 Research Methods Adopted

To assess the VAT administration problems and revenue performance for taxpayers in ERCA
in G ondar, the study used mixed method approach. Specifically, the study was gather d ata
through self administered semi-structured questionnaire with tax o fficials. Besides, a survey
of taxpayers was used and the survey will be conducted using semi-structured questionnaires
which were designed to elicit both quantitative and qualitative data on problems in the VAT

system.

1.3.1 Research design

A research design is the arrangement o f ¢ onditions for c ollection and analysis o fdata ina
manner that aims to combine relevance to the research purpose with economy procedure. In
fact the research design is the conceptual structure with in w hich research is conducted; it
constitutes the blue print for the collection, measurement and analysis of data.

1.3.2 Data type, source and method of collection

Data, which is raw information, is the essential and core element of any type ofstudies. So
that the more valuable and actual data will be used to produce more reliable and dependable
information for this particular study. In order to achieve the objective ofthe study basically

both primary and secondary data was used. The primary data was obtained using survey of



Self administered s emi-structured questionnaires with selected samples of 50 tax payers by
using questionnaire and semi-structured questionnaires were distributed to ten tax officials
More over documentary analysis using data held by the tax authorities, Ministry of Revenue,
the M inistry o f F inance and E conomic D evelopment w as used. F inally d ifferent w eb s ites
were visited.

1.3.3 Methods of data analysis
The t erm a nalysis r efers t o the co mputation o f cer tain measures a long w ith s earching for
patterns o fr elationship t hat ex ist among d ata groups. For this p articular study time s eries
analysis or trend analysis was used.

1.3.4 Sampling technique
A sampling design is a definite plan for obtaining a sample from a given population it refers
to the technique or the procedure the researcher was adopt in selecting item for the sample.
For this particular study judgment sampling method was used. Due to shortage of time and
resource constrain the sample size for the survey will be 50 taxpayers and 10 tax o fficials.
Self administered semi-structured questionnaires were distributed for 50 VAT registered tax

payers. In addition, semi-structured questionnaires were distributed to ten tax officials.
1.4 Significance of the study

The purpose o ft he studyw ill be toi dentifyt he problemsw hich will f ace att he
administration of VAT and improving the VAT a dministration system to increase revenue
performance of VAT to the gross domestic product. Moreover, the study will be important to
investigate problems on taxpayers so as to increase revenue performance. It is also expected
that the project paper will give guideline to the concerned tax authorities as regard how they
properly address the VAT system and at the same time to monitor and to ensure the system of

VAT administration effectively and efficiently to achieve the objectives.

Further, the study will help the t ax authorities to identify their problems and inefficiencies
and to make corrective action to improve revenue p erformance to Gross d omestic product.
Finally, it is believed that the study will add something to the existing literature and it will

serve as a reference for those who will conduct further study.



1.5 Limitation of the study

Adequate and reliable information is important to undertake any kind of survey. And hence
precaution was taken in designing the questionnaires to avoid biases. Moreover, briefing was
given about t he purpose o ft he study, a nd e xplanation w as given on s ome q uestions.
However, unwillingness a nd carelessness from s ome tax o fficials while giving do cuments
was the s hortcomings that were encountered. Finally, the problems w hich will face in this

study are time shortage and difficulty of getting documents in the tax office.
1.6 Scope of the study

Though the source of government revenue is obtained from both direct and indirect taxes, the
study focus on V AT w hich was one o fthe r ecently implemented indirect tax. T he s tudy
focuses on VAT, because it was difficult to investigate all indirect taxes which are vast and
cumbersome t 0 make analysis. Due to shortage of time and resource the study only gives
emphasis on VAT revenue performance and its administration problems, particularly for key

administrative tasks, in case of ERCA in Gondar.
1.7 Organization of the project

The paper is organized in 5 chapters. Chapter 1 presents introduction. Chapter 2 presents
literature review. Chapter 3 presents research d esign and methodology. Chapter 4 presents

results and analysis. Finally, conclusions and recommendations are presented in chapter 5.



Chapter Two: Literature review

The previous chapter presented about the background of the study, statement of the problem,
objectives ofthe study, methods adopted, significance of the study, limitations ofthe study,
scope of the study and organization of the project. And hence, as explained in chapter one in
the s tatement o f'th e p roblem s ection, the major p roblems o fV AT is its a dministration,
particularly for k ey ad ministrative t asks, an d improving V AT r evenue p erformance.
Therefore, t his chapter presents literature review. A ccordingly, s ection 2.1 p resents t he
theoretical aspects of VAT administration and revenue performance. Section 2.2 reviews the
empirical evidence on VAT a dministration and r evenue p erformance. L astly, section 2.3

presents conclusion.
2.1 Theoretical aspect of VAT administration and revenue performance

Different authors who wrote about the tax have defined VAT, which is also known as goods
and services tax (GST) or consumption tax, in d ifferent w ays. A ccording to S hop ( 1969),
VAT may be defined as a consumption/expenditure tax charged on the value added to goods
and s ervices by importers, manufacturers and traders at each stages o fthe production and

distribution process.

According to Hyman (1996), VAT is a general tax on consumption levied on the value added
to intermediate products by businesses at each stage of production. VAT is not a tax on the
total value of the goods and services being sold, but it is only on the value added to it by the
last seller. The seller, therefore, is not liable to pay atax on its gross value, but onits net

value (the gross value minus the value of inputs) (Bhatia, 2003).

According to Ebrill and Keen (2001) VAT was first introduced in France in 1948, where it
was initially applied up to the manufacturing stage and gave credit for tax on capital goods.
By 1969 only eight nations adopted VAT. Out of the eight nations Cote d’Ivoire is the first
country in Africa to introduce VAT. Since1979 the VAT spread rapidly in the industrialized
as well as in the developing countries. This makes V AT the first tax system, which spread
quickly within a short time a fter its introduction. As 0 f2003, among 190 countries o fthe
world about 126 (66%) oft hem have made V AT part of their tax s ystem. Fromthe 53
member countries ofthe Africa Union (AU) about 31 (59%) of them have introduced VAT
(Testaye, 2004).



Tait (1991) noted the usual VAT is a general sales tax on all goods and services. It is levied at
each s tage o fp roduction a nd consumption so that itis equivalenttoa taxonall final
household co nsumption. I t h as b ecome t he most p opular s ales t ax inthe world. I t, w as
adopted by the European Community (EC) in 1968, and has since spread to more than 100
countries. The only major economy that does not use some formo fthe VAT is the United

States.

As Bird and G endron (2005) noted the p rincipal r easons for t he V AT’s incredibly r apid
spread and success are twofold. The first was undoubtedly the early adoption of VAT in the
EU and the perceived success of both the EU and its VAT. The second has been the key role
played by IMF in spreading the word to developing countries.

The d emonstrated s uccess o f VAT inthe E U s howed t hat V AT w orked. T he co nsistent
support and advocacy of this form oftaxation by the IMF ina variety o f countries, first in
Latin A merica, a nd t hen ar ound t he w orld, first i ntroduced the ideao fV AT andt hen
facilitated its adoption by countries with much less developed economic and ad ministrative
structures. At the same time, for various reasons of their own, all the non-EU countries of the
OECD—other than the U.S. have also, one by one, introduced V AT oftheir o wn in recent
years—New Zealand in 1986, Japan in 1989, Canada in 1991, and, most recently, Australia
in 2000 (Bird and Gendron, 2005).

Following its success in Europe, the VAT has been implemented in numerous Low
Developing Countries under “the structural adjustment and stabilization policy
conditionalties of the IMF and World Bank” (Bird and Gendron 2007 cited in Lauren et al,
2008, page 9).

As K rever ( 2008) m entioned V AT has e merged in Africaasar esulto fcoercion from
Institutional financial o rganizations (IMF), difficulties in collecting sufficient r evenue, and
also international c hanges t o tariffr egimes. Int he c ontext o f't he d iscussions s o far, t he
subsequent review shows VAT administration and VAT revenue performance in an orderly

manncr.



2.1.1 VAT Administration

As Bird (2004) noted t hat the b asic t asks o f't ax ad ministration co nsist o f't hree d istinct
(though connected) activities, i.e. identification, assessment and collection. Further, Bird and
Gendron (2005) noted tax administration consists of several related but separable processes—
registration, f iling, payment, a udit, a nd e nforcement. In acco rdance with T ait ( 1988) the
introduction of VAT is usually the greatest change in tax system of a country and there is also

a possibility to perform the reform of tax administration.

It would be better for countries in transition to adopt simple taxes - with a broad base and low
rates - to give the tax administration the chance to adjust to the new system. Although the
needs o f organizational and t echnical aid can be eas ily o btained from foreign e xperts, a
successful reform o f tax administration is necessary "critical mass" o f domestic experts that

can be better aquatinted with the domestic conditions and situation (Tanzi and Zee, 2001).

According to Bird and Jantscher (1992), a very important precondition for effective work of
tax administration is canceling all additional duties out of the process of taxation. Besides, in
some countries in transition, tax administration also performs many analyses and realizations
of forecasting, which are in completely inconsistent with its duties in countries with ground
economies. Furthermore, the tax administration was responsible for the distribution of means

between governing bodies on various levels.

As Bird (2004 10(3) p. 135) noted ina very real sense, “tax ad ministration IS tax p olicy”.
Maximizing revenue for a given administrative o utlay is only one dimension o fthe task of
tax ad ministration. R evenue o utcomes may not always be t he most ap propriate b asis for
assessing a dministrative p erformance. H ow r evenue is r aised, i.e.t he e ffect o fr evenue
generation effort o n eq uity, t he p olitical fortunes o ft he g overnment, an d t he level o f

economic welfare, may be equally (or more) important as how much revenue is raised.

As Grandcolas ( 2008) noted VAT p erformance in Africa mayd epend o ns ignificant
variations t o the conventional view o fV AT practice, and that the main o bjective ofat ax
administration should be to improve voluntary compliance. Grandcolas (2008) also suggests
that the level of VAT compliance is particularly influenced by the design of the VAT and the
quality o fthe tax administration; a nd d iscusses that the lack o fskilled t ax administrators

poses a s truggle for de veloping c ountries, including t hose in Africa. Grandcolas ( 2008)



suggests that the overall performance ofthe VAT systems in Africa depends on three main
factors: “The capacity of policymakers to take into consideration the structural weaknesses of
the tax administration; commitment to apply the designed penalty system; and development
of a cl ient-oriented t ax ad ministration a nd an e ffective audit P rogram. G randcolas ( 2008)
discusses in great detail strategies to modernize the tax ad ministration, such as simplifying

filing and payment processes and streamlining refund procedures.

According t o B ird (2008) r eaping r evenues from t ax r ate ¢ hanges ( whether up o r d own)
requires effective tax administration. Raising revenues through base expansion requires even
better administration. New taxpayers must be identified and brought into the tax net and new
collection techniques developed. Such changes take time to implement. The best tax policy in
the world is worth little if it cannot be implemented effectively (Bird, 2008). W hat can be
done to a considerable extent inevitably d etermines w hat is d one. O ne cannot as sume t hat
whatever po licy de signers c an t hink o f can be implemented o rt hat a ny a dministrative
problems encountered can be easily and quickly remedied. How a tax system is administered
affects its yield, its incidence, and its efficiency. Administration that is unfair and capricious
may bring t he tax s ystem into disrepute and w eaken the legitimacy o f state actions (Bird,

2008).

According t o K efela ( 2009), the r ealt ax s ystem facing p eople a nd businesses in most
developing countries is not how the tax law is designed but rather the outcome from how that
system is actually put into practice and very importantly how the tax administration and its
role impacts the tax reform. As Tanzi(1991) cited in Kefela (2009) has p ointed o ut t ax
administration has a crucial role in determining the real (or effective) tax system, as opposed

to the statutory tax system.

There is a g rowing conviction among tax policy specialists in d eveloping co untries that "a
policy change w ithout a dministrative change is nothing. Bird (1989) cited in Kefela (2009)
and that it is critical to ensure that "changes in tax policy are compatible with administrative
capacity" World B ank (1991) cited in Kefela (2009). Only very few de veloping c ountries
have managed to establish their tax systems in such a way as to achieve an appropriate level
ofrevenue and t o k eep tax-generated m isallocations w ithin t ight bo unds. [ n most other
countries, neither has it been possible to ensure the financing o fpublic expenditure nor have

the tax systems operated in conformity with economic policy objectives (Kefela, 2009).
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According to Santos (2002) an argument often used against the introduction of VAT is the
weakness of the tax administration. This is a valid concern. VAT performance would be poor
under a weak administration. However, if a tax administration is weak, its strengthening is a

priority regardless of what taxes the country has in place.

During the p rocess o fd eciding w hether t o i ntroduce a V= AT, t he t ax administration’s
weakness should be a concern, but not an overriding factor. Ifsuch weaknesses are a r eal
problem, t hey w ill havet o b et ackled u nder any s cenario. S ince p reparation for V AT
introduction takes approximately two years; this time could and should be used to strengthen
tax ad ministration. In fact, some countries have used the VAT introduction to set up a new,
more modern tax ad ministration. With the correct perspective and commitment, this process

can naturally lead to a strengthening of the tax administration (Santos, 2002).

According to Bird (2003) unfortunately, tax administration is a difficult task even at the best
oftime and inthe best o fplaces, and conditions in few d eveloping co untries match t hese
specifications. Moreover, it is inherently country-specific and surprisingly hard to quantify in
terms o f both outputs and inputs. Accordingly, The” best" tax administration is not simply
that collects the most revenues; tax administration depends on private and public actions (and
reactions), v arious e nvironmental factors, s ubstantive a nd p roceduralt ax law a ndt he

outcome of a given administrative effort. All this makes tax administration a complex matter.

In a very real sense, "tax administration is tax policy" (Jantscher 1990 cited in Kefela 2009 p.
99). Maximizing revenue for a given administrative outlay is only one dimension of the task
of tax ad ministration. R evenue outcomes may not always be the most ap propriate basis for
assessing ad ministrative p erformance. How the r evenue is raised - the e ffect o fr evenue-
generation effort o n eq uity, t he p olitical fortunes o ft he g overnment, an d t he level o f
economic welfare - may be equally or more important in some contexts. Similarly, private as
well as public costs of tax administration must be taken into account and due attention given
to the extent to which revenue is attributable to "enforcement" (the active intervention ofthe
administration) rather than " compliance"(the relatively passive role o f the ad ministration as
the recipient o frevenues generated by other features ofthe system). A ssessing the relation
between administrative effort and revenue outcome is thus not a simple task (Jantscher 1990

cited in Kefela 2009).

The major act ivities in V AT ad ministration ar e i dentifying t axpayers, p rocessing r eturns,

controlling collections, making refunds, auditing t axpayers and levying pe nalties (Purhoit,
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2000). On the part of administration, preparation of a single master file, based on unique tax
identification number (TIN) is crucial and this ensures that each taxpayer’s account contains
all the relevant tax and payment data for that taxpayer alone. On account of requirements of
VAT, the even functioning o fV AT would d epend upon t ax p ayers ke eping c areful a nd
complete records (Purhoit, 2000). To minimize the likely amount of high co mpliance costs,
however, s ellers ar e e xpected t 0 m aintain sufficient d etails t o h ave information o nt he
following aspects. These are particulars of invoices giving details o ftax on sales and credit
on purchases, detail of accounts giving information of all purchases and sales and interaction

between invoices, purchases and sales account with the tax return form (Purhoit, 2000).

VAT execution is also part of VAT administration. This includes identifying tax payers and
tax ev aders as w ell as t he r egistered an d u nregistered tax p ayers a mongt he business
community. It follows that the concerned tax authorities would take legal measures against
people w hodonotcomply withthe V AT law. Itis not onlyt he a uthorities s hould be
responsible in assessment of execution of VAT but the consumers themselves have a key role

to play (Purhoit, 2000).

As Tanzi an d P ellechio ( 1995) cited in Ott( 1998) n oted the maint askso f V AT
administration involve: ( 1) informationa nd instructiont o taxpayers, ( 2) r egistration,
organizing and processing tax returns (input of data, processing declarations and payments),
(3) co ercive collection ( closely connected w ithr egistration, acco unting andr eturn
processing), (4) control and supervision (discovering lacking and insufficient tax returns and
controls of books and papers in tax administration offices or business activities and books of
taxpayers, while routine check-ups had already been done in the registration, accounting and
return p rocessing d epartment), (5) 1 egal s ervices an d co mplaints ( taking ca sest o ¢ ourt,
defending t ax ad ministration in co urt, ex plaining p rocedures w hichar eo raren otin

accordance with the law).

According t o Andic ( 1994) cited in O tt ( 1998) transition ¢ ountries most d efinitely need
changes in V AT ad ministration, a nd its ad justmentt o m odern acco unting, co ntrol,
assessment, collection, coercive collection, compliant procedures and the growing number of

individual taxpayers.

VAT is administered and m anaged b y the F IRS, a f ederal ag ency responsible f or the
administration of federal taxes with power to do such things as may be deemed necessary and

expedient for the assessment and co llection o fthe t ax due. At the p lanning s tage, s ome
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reservations were expressed about the competence and desirability of the FIRS to effectively
administer V AT. T he Federal Government rejected ther ecommendationt hata fully
independent a nd self-sustaining C ommission should be e stablished t o a dminister ( Sanni,

2012).

The VAT has compliance ad vantages over a retail sales tax, which is intended to collect all
revenue at the point of sale from a business to a household. Since revenue collection for the
VAT is spread across stages o f production, with producers receiving a credit against taxes
paid as an incentive for compliance, the VAT in practice is less likely to be evaded (Gale and

Harris, 2011).

The VAT is in theory a tax on consumption, but in practice, calculating the amount of VAT
due is as complex as calculating the amount of income tax due, as Strachan (1981), at ax
administrator in the UK, notes when describing the administration of the UK’s VAT. To see
how administrative and co mpliance costs arise, one needs to understand some of the details

regarding the way a VAT is administered. (Gale and Harris, 2011)
2.1.2 VAT Revenue Performance

Traditionally, the effectiveness of VAT in raising revenue is measured by the ratio of VAT
revenue to GDP. Countries with similar standard of VAT rate can have significant different
ratio of VAT revenue to GDP. More generally, the efficiency ratio as defined by (Ebrill and
Keen, 2001) as the ratio of VAT revenues to GDP divided by the standard V AT rate. It has
been mostly used as a general indicator of the performance of VAT (Ebrill and Keen, 2001).

Another method o f measuring the e ffectiveness of V AT is C-efficiency ratio. C-efficiency
ratio as defined by Ebrill and Keen (2001) is the ratio of the share of VAT revenue in private
consumption (rather than GDP) to the standard V AT rate. A uniform tax on all consumption
has a C-efficiency ratio of 100 percent. Thus, it shows that all goods and services are covered
by the tax and also there is high literacy or awareness from the taxpayer side. Any deviation
from a single tax rate on private consumption will be depicted by a higher or lower value of
C-efficiency ratio. T he C -efficiency is more informative t hant he e fficiencyratioas it is

based on private consumption.

According to Tait (1988) VAT is designed to raise large amounts of revenue (typically 5 to
10% o f gr oss do mestic pr oduct) w ithout c reating e conomic distortions. I n p ractice, many

countries, because of political pressures to use the tax system to correct social inequities and
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because of their inability to tax certain sectors use exemptions and multiple rates that erode

the neutrality of the VAT.

As Bird and Zolt ( 2003) stated t ax s ystems exist p rimarilyt or aiser evenuet o f und
government o perations. L ack o f sufficient r evenue o ften r esults in large budget d eficits.
Except w hen s hort-term fiscal s timulus may be considered appropriate for macroeconomic
reasons, deficits generally have undesirable macroeconomic consequences such as crowding
out private investment and increasing inflation. Preventing deficits requires good control over
both t he e xpenditure a nd r evenue sides o fg overnment. T he | egislated b udget must b e
structured each year to operate strictly within estimates of likely revenue receipts. While this
may seem obvious, even these initial c onditions for good tax and budgetary policy are not

satisfied in a number of countries.

As Menck(1992) ¢ itedin Kefela (2009) noted t he average t axationr atio o fd eveloped
countries as a proportion of GDP lay between 29 and 32%, whereas the corresponding range
for developing countries in the medium-income category was from 17 to 22%. The average
taxation ratio in the poorest countries lies between 13 and 16%. The problem is a vast gap
exists between the tax payments required by law and those actually surrendered to the state.
The t axation au thorities — often i nadequately s taffed, i nstitutionally w eak and 1 acking in

political support - are not in a position to collect the amounts outstanding.

Ind eveloping a nd t ransitional economies in whichr evenue ¢ onstraints g enerally bite,
fulfilling this laundry list is usually too much to expect. Unsurprisingly, few countries have
managedt odo ita ll.O ner esult ist hat manyp roblems have beene ncountered in
implementing V AT in most D TE—ranging from flaws int ax d esign ( e.g. in appropriate
thresholds) to failures in implementation (weak registration procedures, poorly functioning

refund systems, insufficient audit, etc.) (Bird and Gendron, 2005).

According to Tanzi and Zee (2001) the ideal level of tax revenue; determining the optimal tax
level is c onceptually e quivalent t o d etermining t he o ptimal level o f g overnment s pending.
Unfortunately, the vast literature on optimal tax theory provides little practical guidance on
how t o integrate the o ptimal level o f't ax r evenue w ith t he o ptimal level o fg overnment

expenditure.

Nevertheless, an alternative, statistically based approach to assessing whether the overall tax
level in a developing country is appropriate consists of comparing the tax level in a specific

country to the average tax burden of a representative group of both developing and industrial
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countries, taking into acco unt some o fthese c ountries' s imilarities a nd d issimilarities. T his
comparison indicates o nly w hether t he co untry's t ax level, r elative t o other c ountries a nd
taking into acco unt v arious c haracteristics, is above or below the a verage. T his statistical
approach h as no t heoretical basis a nd d oes not indicate t he "optimal" t ax level for any
country. The m ost recent data show that the tax1evel i n m ajor i ndustrialized co untries
(members of the Organization for E conomic C ooperation and D evelopment or O ECD) is
about double the tax level in a representative sample of developing countries (38 percent of

GDP compared with 18 percent) (Tanziand Zee ,2001).

VAT is not always the ‘money machine’ that it has sometimes been called. T he e ffects on
revenue of introducing VAT in particular contexts remain a matter open to interpretation and
question (Bird, 2005). T his ¢ onclusion has r ecently been u nderlined by some who ha ve
questioned the capability of VAT to replace revenues from trade liberalization, especially in

lower-income DTE (Rajaraman 2004 cited in Bird 2005).

IfaV AT can be ad ministered ad equately, it o ffers the best way for a co untry to make up
revenue losses from trade liberalization. T hus, it s eems co nvincingly, for more d eveloped
than for less d eveloped co untries in which t rade t axes ar e g enerally more important and

alternative tax bases less accessible (Bird and Gendron, 2005).

Similarly, V AT is t he most eco nomically d esirable a nd ad ministratively effective way in
which to collect a given share o f national income through a general c onsumption tax also
holds provided, ag ain, t hat the cap acity e xists t o ad minister V AT ad equately( B ird a nd
Gendron, 2005). Wh ena country introduces VAT, w hether t o r eplace a nother form o f
general salestax oras a new tax, there need not necessarily be an ag gregate increase in
revenues ( either from co nsumptiont axes o rin g eneral). All else eq ual, however, t he
economic co st of co llecting revenues will decline simply because the base is broader, thus
making society better off. S imilarly, as w ith a ny t ax, a lthough increasing the rate o fan
existing VAT w ill neither necessarily increase r evenues p roportionately nor be co stless, it

may still be the economically most sensible way to expand revenue share in DTE, ifthat is

the policy goal (Bird and Gendron, 2005).

VAT is one of the main sources of government revenue in all EU member states. Across the
EU as a whole, VAT brought in €783.7 billion of revenue in 2009, 6.6% of the EU’s GDP
and 17.3% of all taxes raised. In the current fiscal context, a key attraction of the VAT is its

ability to generate significant amounts of revenue. Among non-U.S. OECD members in 2006,
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the VAT raised almost 7 percent of GDP in revenue and accounted for almost 19 percent of
revenue raised at all levels of government. As with any other tax, revenue froma VAT
depends on the rate structure and the base. The standard VAT rate, the rate charged on most
goods and services, has remained relatively steady in recent years in non-U.S. OECD
countries. In 2007 the standard rate ranged from a low of 5 percent in Japan to a high of 25
percent in Denmark, Iceland, Norway, and Sweden. The average rate was 18 percent

(Holcombe 2010 cited in OECD 2008).

While the primary motivation at the moment for considering a V AT is its revenue-raising
potential, int he p ast s upporters h ave p romoted the V AT as a p ossible s ubstitute for the
federal income tax, e ither a bolishing the income tax altogether and substituting a V AT, or
lowering income tax rates and substituting V AT revenues in a revenue-neutral t ax r eform.
Along these lines it is interesting to examine the effect of introducing the VAT into the EU,
because most member nations said that they were going to adopt a VAT to redesign their tax
structures to comply with the EU regulations, but were going to undertake their reforms in a
revenue-neutral manner. In fact, as Holcombe and Mills (1994) report, throughout the E U,
tax revenues ratcheted up substantially when the VAT was introduced. The evidence is all the

more clear because the

VAT introduction was staggered, as EU countries introduced it from 1967 to 1973. Statistical
analysis shows a clear ratcheting up in the level o f revenue, followed by an increase in the

growth rate of revenue, after the introduction ofthe VAT (. Holcombe, 2010)
2.2 Empirical Evidence of VAT Administration and Revenue Performance
2.2.1 VAT Administration

Experience around the world demonstrates that the single most important ingredient required
for effective tax administration is clear recognition at high political levels for task importance
and w illingness t o s upport g ood a dministrative practices. F ew de veloping c ountries have
been able toleap this initial hurdle frequently, ur ged by international a gencies or s imply
desperate to get more revenues. Moreover, countries have from time to time launched frantic
efforts to corral d efaulters or to rope in new victims w ithout hurting p olitically powerful
interests and without providing the time, resources and consistent long-term political support

needed t o d o the job. S uch efforts ar e d oomed t o failure. And hence, co llecting t axes
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efficiently and effectively without fear or favor is especially difficult in countries that are

politically fragile (Bird and Zolt 2007 cited in Bird 2008).

According to Ebrill et al (2001) cited in Grandcolas (2005) with few exceptions, modern tax
administrations require taxpayers to self-assess their tax liabilities. They do not examine the
details of tax returns when filed but use special selection techniques to identify appropriate
cases for audit (including desk audits and field audits) at a later time. Such a system, based on
voluntary co mpliance provides a more e ffective allocation o fthe scarce resources of a tax

department for audit and enforcement work.

AsBirdand Zolt (2003) noted the failure to develop good tax administration and good tax
policy together has been a particular problem in some transitional countries. In Russia, for
example, s erious pr oblems e xisted w ith both t he s tructure ofthe V AT andthe lack o f
administrative e xperience a nd cap acity. A s imple ex ample ist hat under t he initial V AT
legislation, no tax liability was due when loans w ere made from one b usiness t o another.
Thus, a buyer would c laim t o have made a loan t hat was never r epaid (and was in fact
payment for goods) to a supplier and no tax was due. The result was a significant loss o f
revenue. A more capable administration would have foiled this simple evasion technique, but

better legislation was also needed.

As B ird and Zolt (2003) s tated even if policies a re go od, the w ay in w hich t hey are
administered can yield very different outcomes than those intended. A dministration that is
seen as unfair and capricious may bring the tax system as a whole into disrepute. The initial
failure of transitional countries to develop their tax administrations when introducing new tax
structures r esulted in very u nevent ax imposition, | ower t han a nticipated r evenue, a nd

widespread tax evasion.

As Grandcolas (2005) noted a result of the policy and administration measures taken, Gabon
found t hat: — compliance w as high: 8 00 V AT t axpayers have been r egistered u sing a

registration t hreshold o fU SD 1 million o r more. S ince the implementationo fV AT, all
receipts and notices have been issued electronically, and 80% of returns are filed on time and
87% wu ponreceipt o fthe first r eminder. M oreover, as G randcolas ( 2005) indicated t he
introduction of VAT in Mauritius saw: — outstanding levels of compliance: At the end of May
1999 (nine months a fter its introduction), t he level o f voluntary c ompliance w as c lose t o
99.5%. At the end o f May 1999, only 38 monthly returns were missing ( 0.48%) compared
with 7,825 VAT monthly returns receivable since October 1998. With regard to the recent
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VAT implementation e xperience ind eveloping a nd t ransition economies, B ird ( 2005)
showed that de veloping a nd t ransitional ¢ ountries € ncounter v arious pr oblems int he
introduction process, caused by, for instance, the lack of'self-assessment based t ax return
practices, the difficulties in establishing efficient VAT administration and control systems, a

large share of shadow economy and tax fraud.

The VAT is easier to enforce, and its ad ministrative structure is widely regarded as superior
to that of the retail sales tax. Although it would be new to the United States, the VAT is in
place in about 150 c ountries worldwide and in every OECD country o ther than the U nited
States. Experience suggests that the VAT can raise substantial revenue and is administrable
and minimally harmful t o e conomic g rowth. I't also h as p otential advantages: A p roperly
designed VAT might help the states deal with their own fiscal problems, and a preannounced,

phased-in VAT could accelerate the pace of economic recovery (Gale and Harris, 2011).

A broad-based VAT would cost less to administer than the current income tax. For example,
in the United Kingdom the administrative costs of the VAT were less than half of those of the
income tax, measured as a share of revenue. Similarly, the New Zealand revenue department
was required to intervene in just 3 percent o f VAT returns, co mpared with 25 percent o f

income tax returns (Gale and Harris 2011 cited in GAO 2008).

As Tanzi and Zee (2001) stated while VAT has been adopted in most developing countries, it
frequently suffers from being incomplete in one aspect or another. Many important sectors,
most notably services and the wholesale and retail sector, have been left out of the VAT net,
or the credit mechanism is e xcessively r estrictive ( that is, t here ar e d enials o r d elays in
providing proper credits for VAT on inputs), especially when it comes to capital goods. As
these features allow a substantial degree of cascading (increasing the tax burden for the final
user), they reduce the benefits from introducing the VAT in the first place. Rectifying such
limitations in the V AT design and administration should be given priority in d eveloping

countries.

As Tait (1988) cited in Bird and Gendron (2005) noted developing and transition economies
are generally advised that a preparatory period of between 18 and 24 months is necessary to
setupaV AT ( This ad vice s eems bothr easonable andt o s ome e xtent acco rds w ith
experience). As Tait ( 1988) cited in B ird and G endron (2005) mentioned c ertainly, some
countries that have tried to do it in less time have paid a substantial price for their haste and

had to spend a lot o fresources subsequently in getting it right. On the other hand, in other
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cases too long a p reparation p eriod may prove d angerous in the sense that the window o f
opportunity o pen t o introduce major t ax changes may be open only for a v ery short time.
Countries that adopt a VAT must sometimes for better or worse thus take what may be called
the ‘ big bang’ a pproach. O fco urse, w hen t his has h appened t he ex perience has s eldom
worked out well, which is no doubt experts so often emphasize the desirability o f following

the ‘normal’ time schedule mentioned above.

Nonetheless, a nother lesson suggested by e xperience in many D TE is that even t wo years
may vastly understate the nature and time scale of the task in many countries Two years is
not nearly long enough to have a good (or even an acceptable) VAT system up and running
well. Ten years or at least five is perhaps closer to reality. Many DTE cannot be, as it were,
simply ‘given’ a good V AT administration. I nstead, they need to ‘ grow’ it t hemselves, a

process that may sometimes take a long time (Bird and Gendron, 2005).
2.2.1.1 VAT Registration

As Bird and Gendron (2005) noted as a rule, a small number of V AT registrants, sometimes
less than a few dozen, account for 80 percent, 90 percent or even more of VAT collections in
DTE. In Egypt, for example, 10% of registrants account for over 90% of GST collections.
In Jamaica, the largest 100 taxpayers accounted for two-thirds o f domestic GST collections.
What has proved much more troublesome in VATs around the world is the question of how
best to deal with the “minnows’ of the system—small taxpayers. That issue is where to set the
threshold — the point at which firms must register as VAT taxpayers. The usual ‘first stage’
advice with respect to thresholds was, on the whole, that this entry point to the VAT system
should be setas low as possible in order to widen the tax base, t hus e nsuring t hat a 1l
potentially taxable transactions were caught in the fiscal net. However, as experience with the
difficulties of imp osing general s ales taxes in fragmented economies with la rge in formal
sectors has accumulated, a ‘second stage’ recommendation that is increasingly being heard is
that the threshold should be set considerably higher. A level of something like US$100,000 is
probably more or less what current ‘conventional wisdom’ would suggest (Bird and Gendron,
2005).

Developed countries w ith g ood tax a dministrations may be founda tbo the ndo ft his
spectrum, from co untries like S weden w ith t hresholds o fzer o—all in !—to S ingapore

(US$700,000) at the ot her e xtreme. S imilar variety may be found in o ther regions. In the
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Middle E ast, for example, thresholds range from EUR1S8, 000 in Morocco and Pakistan to a
high of EUR100, 000 in Lebanon (Bird and Gendron, 2005).

2.2.1.2 VAT Filing and Payment

According to Bird and Gendron (2005) registrants are normally required to file returns on a
monthly basis if't heir a nnual t axable s ales e xceed s ome specified limit, w ith s maller
taxpayers filing bi-monthly, quarterly, or even annually. T here seems to be little e mpirical
study o fthe relative c osts and benefits o fsuch different filing periods, but t he practice is
almost universal. Returns generally have to be filed within a month (or less) of the end of the
relevant taxable period. Some countries have different types of returns for different taxpayers,
especially when some file on a ‘ simplified” or ‘quick’ basis and some are subject to special
high-rate ex cise (or V AT) rates. As Bird and G endron ( 2005) mentioned i n Jamaica, for
example, there is a general return used by all registered taxpayers who do not use the quick

method, another for the quick-method taxpayers.

All payments, including those on estimated assessments, should be accompanied by returns
(Jantscher and Silvani 1991 cited in Bird and Gendron 2005). If payments are made without
an associated return, either taxpayers have to indicate to which assessments the payments
apply o r s ome ‘ stacking r ule’ ( e.g. d elinquent p rincipal first, t hen p enalties, interest, a nd
surcharges)) hasto be ap plied. I fan o verpayment is made with ar eturn for ap articular
period, a similar ‘stacking’ rule may be used after the current tax due is paid. Alternatively, if
a t axpayer o verpays, he may r eceive e ither a cr edit (to be carried forward against future
liabilities) or a refund. Even if government pays interest on such refunds (as it should), most
such taxpayers will probably request refunds. Of course, if tax due is not paid or paid only
in p art, ap propriate penalties and interest need to be promptly assessed, and enforced (Bird

and Gendron ,2005).

As J antscher a nd S ilvani ( 1991) ¢ ited in B ird a nd G endron ( 2005) n oted ins ome
countries—but by no means have all— taxed payments may be made to recognized financial
institutions such as banks, to the revenue d epartment itself, orto both. Thosethatdonot
already make u se o f financial institutionst o b oth co llect p aymentsa ndd o a n initial
processing o f simple returns (those accompanied by full payment) should de finitely explore

this p ossibility further. Onthe whole, as a matter o fgood policy it seems best to keep the
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function o f actually co llecting and processing money out of the hands of revenue officials
who should be more concerned with ensuring that the right people pay the right amounts than

with spending their evenings in adding up the day’s proceeds.

According t o S antos (2002) V AT is a transaction-based t ax, a nd ¢ onsequently should be
reported an d co ntrolled as o ften as p ossible. M any co untries r equire monthly filing a nd
payment. However, this could result in a large number o freturns and payments, which the
administration could be unable to administer. T hus, so me administrations have decided in
favor o f monthly r eturns and p ayment for the largest taxpayers a nd q uarterly r eturns a nd
payment for other taxpayers. Longer filing and payment periods, while reducing the number
of r eturns a nd pa yments t o pr ocess, m ake ad ministration more co mplicated. C ontrol o f
compliance with filing and payment requirements and information crosschecking are more
difficult t o imp lement w here longer filing and p ayment p eriods are in p lace. L onger filing

and payment periods also affect revenue.
2.2.1.3. VAT Invoice

According to Santos (2002) invoices are a critical component ofV AT. The correct use of
invoices must be enforced by tax administrations. Tax practitioners often say that an invoice
is like a check issued against the Treasury. So, all precautions should be taken to ensure that
they ar e ad equately used. T ax administrations have to decide on the contents o fthe V AT
invoice. Usually, invoice information s hould include: the taxpayer identification number of
botht he seller and t he p urchaser; t he n ame a nd ad dress o f't he s eller; t he n ame o ft he
purchaser; t he d ate t he invoice is issued; t he invoice number, a d escription o fthe goods,
indicating a unit and total selling price; the amount of VAT resulting from that transaction;
the total amount of the invoice, including the VAT payable, the date the invoice was printed,
and the serial number of invoices printed in that batch. Special provisions should be made for

taxpayers who use computer systems to print their own invoices.

As Jantscher ( 1990) citedi n Yesegat ( 2008) noted unlike de veloped ¢ ountries most
developing c ountries r equire some form o f invoicing for all transactions subject to VAT
including sales to final consumers. In Ethiopia the VAT legislation states mainly two things.
Firstly, the weaver o f traders that have transactions w ith t otal co nsideration not ex ceeding
ETB 10 fromt he r equirement t o issue invoices and s econdly, simplification o fthe V AT
invoice (it p ertains t o the format an d t he a mount o f informationt o be contained int he

invoice).
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2.2.1.4 VAT Audit

As Bird and Gendron (2005) noted perhaps the safest statement that can be made about VAT
administration ina nyD TEi st hatau diting p rocedures s hould be modernized a nd
strengthened. Audit is the core of any tax system, especially of essentially self-assessed taxes
like VAT. In most countries, the data exist to begin to design sound audit design policies for
those already in the tax net. In principle, such audits should be done both randomly and on a
more selective basis taking into account the ‘risk profile’ of different types oftaxpayers. For
example, since VAT is applied in effect to the difference between sales and purchases (or the
‘gross margin’ as it is o ften called with respect to retailers), a cr itical factor is the reported
mark-up coefficient—supplies as a ratio of inputs. When this ratio is equal to or less than 1, a
taxpayer is in effect reporting that his sales are less than his purchases, thus claiming that his
‘gross pr ofit margin’ ( value-added, under a nother na me) onsuchsales is negative. While
those t axpayers w ith p ersistently very low mark-ups ( lesst han 0. 5, for e xample) may
sometimes have such reasonable explanations as substantial export sales on the whole (Bird
and Gendron, 2005).

As Silvani ( 1992) c ited in B ird a nd G endron ( 2005) n otes: “ Experience has s hown t hat
taxpayers w ho report a | ow mark-up (under 1. 10, for instance) have a strong likelihood of
turning out to be tax evaders.” Firms in particular lines of industry that report markedly lower
‘mark-ups’ than their c ompetitors would seem to bear c lose and automatic e xamination by
tax auditors. Table 2.1 illustrates, for example, the situation in this respect in Jamaica with
respect to the 81% of VAT taxpayers for which mark-ups could be calculated about 13% of
these taxpayers reported mark-ups less than 1. Although this proportion does not appear to be
particularly high in comparative terms, the potential problems in this respect are by no means
confined t o s mall firms, since o ver 100 o fthe largest firms (those inthe top decile) also

reported mark-ups of less than 1, a result that appears to warrant further investigation.
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Table 2.1 Mark-ups reported on VAT Returns

Mark-up Range (in percent) Number of Firms
<50 722
50-75 555
75-100 1,220
100-110 1,157
110-120 1,032
120-130 1,761
130-140 665
140-150 512
150-160 442
160-170 413
170-180 297
180-190 270
190-200 282
200-210 219
>210 5,455
Total 13,902

Source: (Edmiston and Bird 2004 cited in Bird and Gendron 2005)
The critical po int is t hat c ases for audit ( which may involveupt o 30% ofthe revenue
authority’s professional and ad ministrative staff) should not be selected on a r andom basis.
Rather, audit selection should be based on unbiased risk assessment using automation and

statistically determined parameters (McKerchar and Evans, 2009).

As Allingham and S andmo ( 1972) cited in Das-Gupta ( 1996) stated auditing is an activity
which leads to the discovery of (all or part of) under-reporting of the tax base ofthe audited
taxpayer by the tax authority. An important implicit a ssumption, w hich may be termed the
independent audit assumption, is that auditing o f one taxpayer does not systematically throw
up information w hich can be used t o d etect ev asion by o ther t axpayers. I n p ractice, t his
assumption ma y b e j ustified in ma ny situations. H owever, in important m odern c ontexts,
such as in the enforcement ofthe value added tax (VAT), the assumption is unrealistic. The
underlying transactions structure of value ad dition implies t hat au diting o f o ne t axpayer
throws up important information on other taxpayers. This information gain arises essentially
from matching the receipts (for example from sales) with the expenditures ( for example on

purchases) of different taxpayers.
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2.2.1.5 VAT penalty

As B ird a nd G endron(20050) n oted if someone isc aught ch eatingo nV AT, t he t ax
administration must f irst ac t q uickly t o s top the p ractice, t hen impose c ivil p enalties
(including e.g. intercepting income flows to delinquent taxpayers, seizing assets, and perhaps
temporary business closures o fthe sort that have proved e ffective in some L atin American
countries) as ap propriate, and, finally, and only in es pecially s erious cases proceed to the
lengthy and difficult level of criminal prosecution. A simpler way to build credibility for a
penalty system w ithout go ing to the e xtreme o f launching a criminal c ase may sometimes
simply be to publicize the administration o f penalties, including the names o f the people or

organizations penalized, through the media

According t o G randcolas ( 2005) to take ap propriate act ion ag ainst d efaulters C ompliance
covers t hree a spects o fV AT co llection ensuringt hat (1)t he V AT r eturn is submitted
promptly, (ii) the tax is paid on time and (iii) the correct net tax is declared on the returns.
Obviously, failuret o take a ction t o e nforce submission o fr eturns a nd pa yment o ft ax
undermine the credibility of the tax. This, in turn, could result in increased non-compliance.
A “ gentle e nforcement ap proach” in the ear ly stage o fthe tax s hould be a voided. Indeed,
non-filers needt o b e d ealt w ith firmly a nd immediately. T he main o bjective o fat ax
administration, w hen s elf-assessed p rocedures are t he rule, is not to co llect the maximum
amount oftax, but Firstly to improve the level of voluntary compliance. The maintenance of
proper r ecords is vital for t he ef fective ad ministration o f V AT. C onsequently, s ubstantial
penalties s hould be imposed ona taxpayer w ho fails t o c omply w ith t his o bligation. T he
maximum p enalty d epends o n t he d egree o fca pability o f't he t axpayer inr elationto the
particular failure. Further, at axpayer w ho fails to maintain p roper r ecords b ut w ishes t o
challenge a t axation a ssessment may not be able to satisfy the burden o f proving that the
assessment is excessive. Obviously, the penalty system should be designed to help increase
the level o f compliance. However, a strong commitment, from the highest levels to the tax

officials, is needed to implement this strategy (Grandcolas, 2005).
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2.2.2 VAT Revenue Performance

VAT is increasingly being used throughout the world, including many African countries to
raise g overnment r evenue w ith less ad ministrative and economic co sts t han o ther b roadly
based t axes. [tis believedto be a good meansto raise g overnment r evenue € ven w hen
relatively p oorly a dministered. E brill a nd K een (2001) also s trengthen the a bove i dea
empirically. T hey found t hat int he c ountries t hat ha ve adopted V AT, r evenue fromt his
source accounted on average 27 percent of the total tax revenue or 5 percent of the GDP. And
about 70 percent ofthe world population now lives in countries with a V AT. This implies
that it is a key source of government revenue in more than 126 nations. To see whether the
newly implemented VAT is effective or not in raising government revenue, it is important to
compare VAT revenue performance with the replaced sales tax. Sales tax is collected without
any threshold on the annual transaction. On the other hand VAT is collected on all sales of
commodities at every stage of production with threshold on the annual turnover. So, in order
to compare VAT revenue with that of sales tax revenue, the turnover tax should be added on

VAT since sales tax was replaced by VAT and turnover tax.

Table 2.2 Revenue Performance of VAT in selected African countries

Countries Date VAT VAT standard VAT Revenue
introduced rate percentage

Percentage of | Percentage of

tax revenue GDP
Benin 1991 18 41.6 5.6
Algeria 1992 17 31 3.1
Egypt 1991 15 17.9 2.7
Tunisia 1988 18 25.3 6.5
Senegal 1980 20 37.1 6.2
Tanzania 1998 20 323 3.2
Uganda 1996 17 33.6 34
Zambia 1995 17.5 29.8 5.8
Kenya 1990 18 25.9 5.5
Mauritius 1998 10 17.4 3
Madagascar 1994 20 39.3 4.3

Source: - Ebrill and Keen (2001)
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As can be seen from table 2.1, VAT is a major source of revenue in most African countries.
The share of VAT in total tax revenue ranges from 17.4 percent in Mauritius to 42.4 percent.
The a verage for 31 African countries (24.3%) is lower t han t he w orld a verage (2 7%). In
Ethiopia, the share of VAT in total revenue, which is 42.4 %, is the larger as compared to the
sampled countries. The VAT to the GDP ratio ranges from 2.7% in Egypt to 6.5 % in Tunisia
witha na verage o f4. 6%. S imilarly many s ub-Saharan A frican countries h ave al so
experienced a n increase inr evenue fromV AT. T her evenue p erformance o fV AT as

measured by the ratio of VAT to GDP in Ethiopia, which is 5.7%, is much higher than the
African a verage (4.6%) and stood the fourth amongthe T welve A frican co untries u nder

consideration.

Table 2.3 Revenue performance of VAT by region

Indicators Sub- Asia American | Europe Central | North Small [ Ethiopia | Average
Saharan | and Norway Europe | Africa Island
Africa Pacific Switzerland | and and
BRO Middle
East
Efficiency 27 35 37 38 36 37 48 14 30
C- efficiency 38 58 57 64 62 57 83 19 55

Source: (Ebrill et al 2001 cited in Tesfaye 2004)
As Tesfaye (2004) stated even if VAT has a short span of time since its implementation, the
efficiency ratio o fthe Ethiopian VAT for the year 2003/04 is calculated to be 14%, which
excludes VAT on import. This efficiency ratio, indicted in table2.2, is lower than the average
efficiency r atio in s ub S aharan African ¢ ountries ( 27%), e xcludes V AT o n i mport. The
efficiency ratio of 14% implies that a 1-point increase in the standard rate is associated with a
0.14 point increase in the share of VAT revenue to GDP. A low ratio, in particular, could be
taken as evidence of revenue loss (erosion) either by exemptions and reduced rates within the

tax law or by imperfect enforcement (Ebrill and Keen, 2001).

As Grandcolas (2005) noted VAT performance has been particularly strong in s mall island
countries with po pulations under o ne million. O ne p ossible r eason fort his strong
performance ist hatt hese countries have o pen economies w itha heavyr eliance o n

international trade, and most of their VAT is collected at customs.
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Table 2.4 Performance of VAT in Island countries

Country % of VAT in % of VAT in C-efficiency
total tax revenues | GDP
PNG 19 4.5 68
Jamaica 35.8 8.8 83.5
Trinidad 23.6 43 46.8
Mauritius 26.3 5.6 -—-
Fiji 27.6 6.2 84.1
Cyprus 18.9 5 100.1
Malta 234 6.5 67
Iceland 30.5 9.4 64.8
Barbadus 32.5 9.5 101.2
Vanuatu 233 5.4 -—--
Samoa 40 107 | e
Cook Islands 49 33| -

Source: (Grandcolas, 2005)

According t o Grandcolas (2005) table 2. 3 shows that VAT is a major s ource o frevenue
wherever it has been adopted. The share o f V AT in total tax revenue ranges from 19% in
PNG to 49% in the Cook Islands. Indeed, the average for the five PICs (i.e. 32%) is higher
than the world a verage o f2 7% and also higher than t hat for s mall islands (i.e. less than 1
million o f people; 29%).The VAT collected compared to the GDP, which is the e fficiency
ratio, 4 r anges from4.5% in PNG to 13% in the Cook Islands and averages at 7.9%. The
thresholds ( minimum of a nnual turnover to be V AT r egistered t axpayer) vary from U SD

8,000 in Fiji to USD 65,000 in Vanuatu.

As Grandcolas (2005) noted VAT was a revenue generator for Gabon: during the first year of
implementation (i.e. April 1995 to March 1996), VAT revenue had been 45% greater than the
revenue from the taxes it had replaced. In 1995, for the first six months of its implementation,
VAT accounted for about 3 2% ofthe total non-oil revenue and 5.5% o fthe non-oil GDP;
and- tax r eform a nd s tatistics: I n G abon, most of the fiscal data is now a vailable from ¢ omputer
analyses provided by the tax, customs and treasury departments on a regular and reliable basis.
Besides, as Grandcolas (2005) noted in M auritius high levels o frevenue co llected: For the
first fiscal year after its introduction, the V AT collected was 53% higher than t he a mount
collected from the sales tax and hotel tax during the same period for the previous. For fiscal

year 1999-2000, the VAT collected was estimated at 5.6% of the GDP.
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As Bird (2005, 11) noted cautiously concluded that “there is some evidence that the presence
of'a V AT has been associated with a higher ratio of general government revenue and grants
to GDP.” This study went on to note that this relationship seems stronger the higher GDP per
capita and the lower the share o fagriculture in GDP, though the latter relation may simply
reflect t he co mmon e xclusion o f most ag ricultural act ivity from V AT. P erhaps t he most
important po int noted in B ird (2005) was t he extreme variation a cross ¢ ountries int he
revenue performance of VAT, reflecting a very wide range of factors including differences in
tax design, differences in economic environment, and different characteristics (e.g. literacy)
in d ifferent e conomies. D efinitive a nswers w ith r espect to V AT’s r evenue impact are, it
seems, co nsiderably more d ifficult to come by than t he s imple as sertions t hat ch aracterize

political debate everywhere.

In order to illustrate some ofthe foregoing points, consider briefly the revenue dimension of
VAT in Ukraine (Bird, 2005). In Ukraine, as in many DTE, VAT has become the workhorse
ofthe revenue system. In 2001, for example, almost half(47%) o f'state budget revenues
came from VAT, which accounted for 5.1% of GDP. VAT is the largest, most important, tax
in U kraine. T he d esign and implementation o f VAT isthusa critical d eterminant o ft he

performance of the entire fiscal system (Bird, 2005).

According to Bird and Gendron (2005) recently, attempts have therefore been made to develop
more comparable measures such as those labeled ‘productivity’ and ‘efficiency’ in table ----,
which compares VAT performance in the Western Hemisphere. While it is not easy to interpret
these m easures, they may br oadly be understood as follows. V AT productivity’ is the ratio of
VAT revenues to GDP divided by the ‘standard’ rate of the VAT. In other w ords, this figure
shows what percent of GDP each percentage point of the standard VAT rate collects. On average,
for the countries included in table ----, one percentage point of VAT collects 0.36% of GDP, with
the range being between a low of 0.10% for Brazil’s (very limited) national VAT and a high of
0.62% i n N icaragua. B y t his c riterion, the V AT in, s ay, J amaica looks very g ood indeed.
However, this measure may be quite misleading in an important s ense since in principle VAT

usually taxes consumption, not production, and GDP measures production, not consumption.
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Table 2.5 VAT Revenue Performance in the Western Hemisphere

Country Current rate VAT as % VAT as % GDP VAT productivity VAT efficiency
revenues

Argentina 21 30.9 3.9 0.19 0.27
Barbados 15 - - - -

Bolivia 14.9 37.1 54 0.36 0.47
Brazil* 20.5 9.9 2 0.1 0.16
Canada* 7 13.4 2.7 0.38 0.67
Chile 19 44.4 8 0.42 0.64
Colombia 16 42.3 4.5 0.28 0.44
Costa Rica 13 25.2 4.6 0.35 0.53
Dominican Republic 12 - - - 0.31
Ecuador 12 - - - 0.42
El Salvador 13 52.8 5.6 0.43 0.5
Guatemala 12 45.8 4.5 0.38 0.45
Haiti 10 - - - -

Honduras 12 - - - 0.55
Jamaica 15 36.5 9.2 0.61 0.93
Mexico 15 26.5 33 0.22 0.33
Nicaragua 15 32.5 9.3 0.62 0.7
Panama 5 - - - 0.52
Paraguay 10 43.2 4.4 0.44 0.54
Peru 18 45.9 6.4 0.36 0.5
Suriname 10 - - - -

Trinidad and Tobago 15 - - - -

Uruguay 23 30.2 7.8 0.34 0.46
Venezuela 16 353 4.7 0.29 0.43
Average 14.1 345 5.4 0.36 0.49

Source: (Bird and Gendron 2005 cited in Edmiston and Bird 2004)

As Bird and G endron (2005) noted t he measure s hown intable 2.4 as * VAT e fficiency’

sometimes c alled ‘C-efficiency’—has co met o beu sedasa morer eliable indicator of

comparative V AT performance. This figure is calculated as the ratio of VAT revenues as a

percentage o f (usually p rivate) co nsumption d ivided by the standard rate, so it hasa unit

value for a u niform tax on all consumption. The actual ratios shown in the table, however,

range froma low of 0.16 for Brazil’s very narrow-based national VAT to a startling high of

0.93 for the VAT (General Consumption Tax, or GCT) in Jamaica. Jamaica’s performance as

measured by this indicator thus again appears to be well above average.
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As Bickley (2006) estimated that each percentage point of a VAT with only a few exclusions
could g enerate n et r evenue eq uivalent to 0.4% o fg ross d omestic product (GDP). F or
calendar year 2005, U.S. gross domestic product was $12.5 trillion. For calendar year 2005,
each 1.0% rate for a VAT could have raised net revenue of approximately $50 billion with a
broad base. The VAT high revenue yield at a low tax rate not only makes it possible source
revenue for tax reform but also has generated concerns among some that VAT revenues may

finance a larger public sector (Bickley, 2006).

According to Wawire (2011) cited in Adari (1997) study focused on the introduction of value
added tax (VAT) in Kenya that replaced sales tax in 1990. The study analyzed the structure,
administration and performance of VAT. The estimated buoyancy and elasticity coefficients
were less than unity implying a low response of revenue from VAT to changes in GDP. This
suggested t he p resence o f laxity a nd d eficiencies in V AT ad ministration. H owever, the
estimation o f buoyancy and e lasticity co efficients were done in total disregard o fthe time
series properties and without taking care o funusual observations in the data. Therefore, the

results were not reliable for planning purposes.

VAT is a tax on consumption; the more you buy the more tax you pay. It is also a neutral tax
on businesses in that it d oes not r epresent ar eal cost to an yone but t he e nd co nsumer.
Everybody pays tax to the Government whenever they purchase goods or services. This tax is
collected for the government by the supplier of those goods and services. VAT revenue has
become a s ignificant s ource of g overnment r evenue in N igeria. T herefore, the p rimary
objective of fiscal policy is to raise more revenue through value added tax. The tax authorities
have been guided byt he need t o d esign eq uitable a nd efficient V AT s ystem cap able o f
complementing g overnment expenditure a nd, t hus, reduce r ecourse to p ublic b orrowing

(Nayeem, 2012).

VAT rate in Nigeria has been d etermined in a w ay that min imizes d isincentive e ffects on
economic activities. The effects of low tax effort in Nigerian have been strengthened by the
value added tax system. This, in turn, has addressed part of the worries of Kaldor (1963) who
asked “will underdeveloped countries learn to tax?” Bird, Vazques and Torgler (2007) noted
that the underlying assumption o f Kaldor’s que stion is that a country [ or state] wishing to
develop needs to collect in taxes an amount greater than the 10-15 percent found in many

developed countries. To meet the global aspiration of attaining the Millennium Development
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Goals ( MDGs) co me 2 015, t hese co untries must s pend more o n economic an d s ocial
infrastructures, which can only be achieved through improvement in tax efforts to realize the

required level of public expenditure (Nayeem,2012 cited in Golit 2008).

VAT is a tax on consumption; the more you buy the more tax you pay. It is also a neutral tax
on businesses in that it d oes not r epresent ar eal cost to an yone but t he e nd co nsumer.
Everybody pays tax to the Government whenever they purchase goods or services. This tax is
collected for the government by the supplier of those goods and services. VAT revenue has
become a s ignificant s ource of g overnment r evenue in N igeria. T herefore, the p rimary
objective of fiscal policy is to raise more revenue through value added tax. The tax authorities
have been guided byt he need t o de sign e quitable and efficient V AT s ystem c apable o f
complementing g overnment expenditure a nd, t hus, r educe r ecourse t o publ ic borrowing.
VAT rate in Nigeria has been d etermined in a w ay that min imizes d isincentive e ffects on
economic activities. The effects of low tax effort in Nigerian have been strengthened by the
value added tax system. This, in turn, has addressed part ofthe worries of Nayeem (2012)
cited i n Kaldor ( 1963) who as ked “ will u nderdeveloped co untries learnto tax?” Nayeem
(2012) cited in Bird, Vazques and T orgler (2007) noted that the underlying a ssumption o f
Kaldor’s question is that a country [or state] wishing to develop needs to collect in taxes an
amount g reater thanthe 1 0-15 percent found in many de veloped ¢ ountries. T o meet t he
global aspiration of attaining the Millennium Development Goals (MDGs) come 2015, these
countries must s pend more o n economic a nd s ocial infrastructures, w hich ¢ an o nly be
achieved t hrough improvement int axe ffortst or ealize ther equired level o fpu blic

expenditure (Nayeem 2012 cited in Golit 2008).
2.3 Conclusion

There ar e many studies o n V AT ad ministration p roblems a nd r evenue p erformance in
developing countries; ho wever,i n Gondar therear e no studies w hiche xaminet he
aforementioned issues. T herefore, no o ne ¢ an k now w hich V AT a dministration p roblems
affect the feature of VAT and the viability of VAT performance on GDP. And hence, the
objective of this paper is to identify the key administrative problems of VAT and its revenue
performance for GDP of ERCA in E thiopia. Since it is difficult to calculate the efficiency

ratio for Gondar, only VAT to tax ratio was calculated.
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Chapter Three: Research Methodology

The previous chapter presented the literature review where the various studies dealing with
VAT administrative problems and revenue performance were examined and knowledge gap
was identified. This chapter tries to discuss about four main issues. Section 3.1 presents the
research objectives indicated in chapter one. Section 3.2 discusses about the philosophy of
the r esearch approaches. Section 3.3 presents t he r esearch methods ad opted in this study.

Finally, a concluding remark about the chapter is presented in section 3.4.
3.1 Research objectives

As shown in ¢ hapter o ne t he br oad objective of't hiss tudy is to a ssess V AT revenue
performance and administration problems in case of federal and regional taxpayers in Gondar
city. Based on this broad objective the study developed the following specific objectives: - To
investigate VAT administration problems pertaining to VAT registered tax payers as a result
of VAT law enforcement byt hetax authority (Particularly V AT r egistration, invoicing,
filing, payment, auditing and penalty) and possible solutions for smooth operation of VAT in

ERCA and regional tax authority in Gondar.
e To assess taxpayers’ at titudes t owards V AT r ate and market c ompetition b etween
VAT registered and non VAT registered business enterprises.

e To determine the strength of ERCA and regional tax authority in Gondar to control
non compliant tax payers (in view of skilled and competent employees, simplification

of tax procedure, sufficient resource availability).

e To assess VAT revenue performance in Ethiopia using efficiency ratio.
3.2 Philosophy of research approaches

According to Hair (2000) the heart of any research design is the method and the technique
actually used to collect the required data. In recent years the methods available for collecting
data has been generally c lassified into three broad cat egories: qualitative, q uantitative and

mixed research methods.
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3.2.1 Qualitative Research approach

According t o Hair (2000) qualitative r esearch t ends t o focus o n t he co llection o f d etailed
amount o fprimary d ata fromr elatively small s amples o f's ubjects by asking questions or
observing behavior. One of the main objectives of qualitative research is to gain preliminary
insights into de cision pr oblems and o pportunities. As Ortinau ( 1999) noted on the surface
qualitative r esearch methods incorporate s ome scientific e lements but no rmally lack o f
critical elements of true reliability. In this research method interviewing techniques plays an

important role to collect qualitative data. The major advantages of this method include:
e Economical and timely data collection;
e Richness of the data; and

e Preliminary in sights in to building m odels and s cale m easurement Ortinau

(1999).

On t he o ther hand t he d isadvantages o f't he q ualitative r esearch method are mentioned as

follows:
e Lack of generalize ability;
e Inability to distinguish small differences;
e Lack of reliability and validity; and
e Difficulty of finding w ell-trained investigators, i nterviewers and o bservers
Ortinau (1999).

3.2.2 Quantitative Research Method

According to Harold ( 1958) quantitative r esearch is co mmonly associated w ith surveys or
experiments and is still considered the main stay of the research industry for collecting data.
Quantitative research places heavy emphasis on using formalized standard questions and pre-
determined r esponse o ptions in que stionnaires o r surveys ad ministered to large number o f
respondents. N ormally in q uantitative r esearch, t he informationr esearch p roblems a nd

opportunities are specific and well defined, and the decision maker and the researcher have
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agreed on what the precise information needs are. AS Harold (1958) noted the main goal o f

quantitative research is to provide specific facts decision makers can use to:

e Make ac curate p redictions a bout r elationship between market f actors an d

behaviors;
e Gain meaningful insights into those relationships; and
e Verify or validate the existing relationships.
The major advantages of quantitative research methods are the following:

e Ability t o acc ommodate large s ample s izes; increases g eneralize a bility o f

results;
e Ability to distinguish small differences;
e [Ease of administering and recording questions and answers;
e Capabilities of using advanced statistical analysis; and

e Abilities o ftapping in t o factors an d r elationships n ot directly m easurable

Harold (1958).
On the other hand the disadvantages of quantitative research methods are listed as follows:
¢ Difficulty of developing accurate survey instruments (questionnaire design);
e Limits to the in-depth detail of data structures;
e Lack of control over timeliness, and potentially low response rates;
¢ Difficulties in determining whether respondents are responding truthfully; and

e Misinterpretation o fd atar esultsan d inappropriate u se o fd ata an alysis

procedure Harold (1958).
3.2.3 Mixed Research Method

As Sheth (1971) stated triangulation is the term used to describe the combination of several
qualitative methods o r ¢ ombining qua litative w ith qua ntitative methods. T his method is
invented because o fthe controversy between qualitative and quantitative methods. P ossibly
because o f't heir o rigin, qua litative methods d o no t e njoy t he u nqualified e ndorsement o f
upper management. Many senior managers maintain qua litative data are too subjective and

susceptible to human error and bias in data collection and interpretation. They believe such
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research provides an unstable foundation for e xpensive and critical business dictions. The
fact t hat r esults ca nnot b e g eneralized from q ualitative s tudyt oal arge populationi s
considered a fundamental weakness. Increasingly however, managers are returning to these
techniques a s qua ntitative t echniques falls short of providing t he insights needed to make
those ev er-more ex pertise business d ecisions. B ecause o ft he a forementioned r easons
qualitative studies may be combined with quantitative ones to increase the perceived quality
of t he r esearch es pecially w hen q uantitative study follows a q ualitative o ne a nd p rovide
validation for the qualitative findings. This method is advantageous that qualitative research

compensates for the weakness of quantitative research and vice versa.
3.3 Methods Adopted

Though the above research approaches are available for a researcher, mixed research method
was appropriate for this particular study. Because the research problems identified earlier in
this chapter needs both quantitative data and qualitative data. And hence, descriptive survey
type o fresearch was used for the study. T he ad vantage o ft his method was that the topic
could be examined in-depth, albeit gathering information from a much more limited sample

of subjects than would have been possible with a much more questionnaire (Girma, 2010).

Further surveys on taxpayers were used for this study. And hence, the survey was conducted
by using self administered semi-structured questionnaire. For the purpose of data gathering,
both open ended and close ended questions were included in the questionnaires Open ended
survey was adopted in this study since it captures holistic components of the image constructs
and it is inclined that free structure of the questionnaire e ncourages respondents to unleash
opinions freely ( Girma, 2 010). M oreover, close ended q uestionnaires w ere used t o g ather
information from respondents. Questionnaires were designed and prepared to get information
about the study. During the distribution and collection time o f the q uestionnaires, briefing
was given to taxpayers about the objectives o fthe survey and on some questions that need
explanation. T his helped t o collect reasonable number o fresponses and t o avoid po ssible
biases. Further, Questionnaires were prepared and conducted from November25-December10
2013. In connection with this, self administered semi-structured questionnaire adopted for tax
officials o fE RCA brancha ndr egionalt ax o ffice in G ondar. A nd a ccordingly, se mi-

structured questionnaire was distributed to tax officials.
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Apart from the primary data collected, Documentary analyses of financial records were used
from MoFED, ERCA in Gondar branch and regional tax office in Gondar. Since it is difficult
to calculate GDP for Gonadar, Ethiopian GDP is used to determine the efficiency ratio.

In this study, due to time constraint, purposive sampling method w as u sed. A ccording to
Roscoe (1975), the appropriate sample sizes for most research to be greater than 30 and less
than 500. Taking in to consideration this guideline, the sample size decided to be 50 VAT
registered t axpayers in G ondar. Further, j udgment o r pur posive sampling method w as
adopted b ecause o f't he r elative ad vantage o ftime and money inherent inthis method o f

sampling.

Finally, self administered semi-structured questionnaire was distributed with a sample of 10
tax officials in ERCA in Gondar branch and tax officers working at the regional tax office in

Gondar city.
3.3.1 Data Analysis Methods

In the qualitative part of the study, after the data has been collected and processed manually,
descriptive technique was adopted for analysis of the data. Besides, the qualitative part used
percentages, mean and standard deviation statistical tools to strengthen and to make the study
more systematic. In general, to analyze the data, statistical package for social science (SPSS)

soft ware version 16 was employed.

Analysis procedures canv ary w idely i n's ophistication and ¢ omplexity, f rom simple
frequency distribution (percentage) to sample statistics measures (e.g. made, median, mean,
range, standard deviation and standard error). But for this study the data for five years (i.e.
2008/09-2012/13) was used. And hence percentages, mean and standard deviation were used

for this study. The data presentation methods for this particular study were text, tables.
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3.4 The link between the research objectives and the different data sources and

Conclusions

Asa c oncluding r emark fort his ¢ hapter, s urveying method t hrough semi- structured

questionnaire and semi- structure se If ad ministered questionnaire is used to investigate the

research q uestions mentioned in chapter o ne. M oreover, the p hilosophy o f't he r esearch

methods has been discussed and the ap propriate r esearch method is s elected for the given

research questions based on its relatives ad vantage. A part to this d ata analysis method is

discussed. F inally sampling t echnique, s ample s ize, a nd s ampling u nit is a Iso e xplained.

Finally, the relationships between research question, the research method employed and the

question number; which indicated in the questionnaire and semi structured interview can be

shown in the following table.

Table3.1 Relationship between specific objectives, and the different data sources

Specific objectives Data collection methods with question numbers Responde
nts
Toi nvestigate V. AT a dministration | Data collection Semi -structured que stionnaire with | Tax
problems pertaining on VAT registered tax | methods tax officials officials
payers as a result of VAT law enforcement " b 789.10.11.12.13.14.17.18.1920.21
by th etax au thority ( Particularly V. AT Question numbers oy T
registration, - invoicing, f iling, payment, "2 collection Semi-structured q uestionnaire w ith | Taxpayers
auditinga nd penalty)a ndpo ssible methods taxpavers
solutions for s mooth op eration of VAT in pay
ERCA Question numbers 6,7,8,9,10,11,12,13, 14, 18,19,20,
21,22,23,24
Tod escribet he a ttitudes o ft ax p ayers | Data collection Semi -structured que stionnaire with | Tax
towards VAT rate and market competition | methods tax officials officials
between VAT egisteredan dn on VAT | Question numbers | 23,24
registered business enterprises Data collection Semi-structured questionnaire w ith | Taxpayers
methods taxpayers
Question numbers | 25,26,27
. . Data collection Semi -structured que stionnaire with | Tax
Toe xaminet hes trength o fEth iopian methods tax officials officials
revenue a nd c ustom a uthority i n G ondar Question numbers | 25,26,27,28,29,30
branch and regional tax office in Gondar to
Data collection Semi-structured que stionnaire w ith | Taxpayers

control noncompliant taxpayers (in view of

skilleda ndco mpetentem ployees,
simplification o ftax p rocedure b ased on
attitude of r espondents, sufficient resource

availability

methods

taxpayers

Question numbers

28,29,30,31
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Chapter Four: Results and analysis

As e xplained ear lier in methodology p art o f't his p roject p aper, the nature of t he r esearch
project is that descriptive which includes the survey and fact finding inquires with regard to
practices and p roblems o f V AT ad ministration and V AT r evenue p erformance incase o f
ERCA and regional t ax authority in G ondar. Quantitative a nalysis for both qualitative and
quantitative data techniques were used to analyze the collected data. This is because the range
from cr eating simple t ables o r d iagrams w hich shows frequency o fo ccurrences t hrough
establishing s tatistical r elationships between variables by using simple s tatistical m odeling.
Accordingly, for this particular study, analysis of data presented by using percentages, tables

and figures.

The s tudy examined t he o utcomes o f's urveys w ith selected V AT r egistered tax p ayers in
Gondar br anch a nd a Iso s elected t ax o fficials in E RCA in G ondar. Sot he analysis is
concerned with the practical application of VAT and the challenges faced in its practice and
provide appropriate solutions for the constraints. The chapter is organized into two parts. The
first part presents the results while the second part shows the analysis of data obtained from

the different sources.
4.1 Results

The s tudy co nducted survey o f V AT registered federal and r egional t axpayers residing in
Gondar town. It a Iso ¢ onducted s urvey w ith t ax o fficials w orking a t the E RCA G ondar
Branch and r egional t ax o ffice in Gondar. Further, the study used structured d ocumentary
analysis of financial records held by the ERCA Gondar branch, regional tax office in Gondar
and MoFED. Further, the next sub sections present the results of these different data sources.
This p art presents r esponse rate for tax o fficial and t axpayers survey, V AT a dministration
tasks on key administration function, strength of VAT administration, VAT rate and market
competition. Finally, this section presented V AT revenue p erformance o fthe authority and

identifies VAT administration problems.
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In the survey, questionnaires were distributed in the period December — January 2013 to fifty
VAT registered t ax p ayers, but out of w hich responses were collected from 4 8 taxpayers
(96%). On the other hand self administered semi-structured questionnaires were distributed to

ten tax officials and all responses were collected.
4.1.1 Background of Respondents

Int he surveyt he back g round information o f both o ft ax o fficials a nd t axpayers were
examined. The survey results of tax officials’ age category and establishment of business by

taxpayers’ are shown in tables 4.1 and 4.2 respectively.

Table 4.1 Age category of tax officials

Age Frequency Percentages
20-30 1 20
31-40 5 50
41-50 3 30
Above 50 1 10
Total 10 100

Source: Survey of tax officials
As indicated in the table 4.1 most tax officials were in age category of 31-40 (50%) and about
10% o fr espondents w ere int he age cat egory of above 50 years. Therefore, t he s urvey
outcome indicated t hat most of t he r espondents were young a nd pr oductive ag e cat egory

which accounted about 60% of tax officials belong to age category of 20-40 years.

In the taxpayers’ survey, VAT registered tax payers were also asked about the establishment

of their business and the summary of results are shown in table 4.2.

Table 4.2 Establishment of business by VAT registered tax payers

Years of
business started Federal VAT payers Regional VAT payers

Frequency Percentage Frequency Percentage
2011/12-present 10 27.03 2 18.18
2007/08-2011/12 14 37.84 4 36.36
2003/04-2007/08 8 21.62 3 27.27
Before 2003/04 5 13.51 2 18.18
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Total 37 100 11 100

Source: Survey of taxpayers
As indicated in table 4.2, most o fthe r espondents h ave started their business in the year
2007/08-2011 onwards. i.e. 37.84% federal V AT payers and 36.36% regional V AT payers.
Whereas a few respondents have started their business in the year before 2003/04 which were
13.51% federal and 18.18% regional VAT payers. In line with this, table 4.2 indicated, the
number o f business enterprises i ncreased in the years under co nsideration i.e. 13.51 % to

37.84% for federal VAT payers and 18.18% to 36.36% for regional VAT payers.

The summary results of gender patterns of the tax officials and business enterprise registered

for VAT were shown in table 4.3 and 4.4 respectively.

Table 4.3 Gender patterns of tax officials

Gender Frequency Percentage

Male 6 60
Female 4 40
Total 10 100

Source: Survey of tax officials
As shown in table 4.3 most of the respondents were male 60 percent, but only 40 percent of

the respondents were female.

In the survey, business enterprises were also asked about years for which they have registered

for VAT and their responses were summarized in table 4.4.

Table 4.4 Business enterprises registration year for VAT

Years of
registration for Federal VAT payers Regional VAT payers
VAT
Frequen Percentage Frequency Percentage
cy
2003/04- 2005/06 3 8.12 1 9.09
2005/06-2007/08 7 18.92 1 9.09
2007/08-2009/10 12 3243 4 36.36
2010 on wards 15 40.54 5 45.45
Total 37 100 11 100

Source: Survey of taxpayers
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As indicated in table 4.4, the number o f V AT registered enterprises increased from year to
year, forinstance,in they ear 2003/04-2005/06 VAT r egistered federalt axpayers have
accounted only 8. 12% w hereas inthe year 2010 o nwards t hey a ccounted a bout 40. 54%.
Besides, the number ofregional V AT payers were increased in the period 2003/04-2005/06
(9.09%) t 0 2010 0o nwards ( 45.45%). This increment w as r elatively due t o taxpayers’

educational campaign and awareness towards VAT laws and regulations.

In the survey tax officials were also asked about the level of education and taxpayers were
also asked about average annual turnover o f their bu siness and he nce t heir r esponses w ere

summarized in the form of table 4.5 and 4.6.

Table 4.5 Level of education of tax officials

Level of education Frequency Percentage

Diploma - -
Bachelor Degree 8 80
Masters or above 2 20
Total 10 100

Source: Survey of tax officials
As indicated intable 4.5 the level o feducation o f most t ax o fficials belongt o B achelor
Degree 80% and a few o fthem belong t o masters or above 2 0%. T herefore, t he authority
should encourage those tax o fficials w ho want to pursue for masters or above in order to

increase the number of tax officials having qualifications of masters or above.

In the survey respondents were asked about their average annual turn-over oftheir business

enterprises and their responses were summarized in table 4.6

Table 4.6 Average annual turn-over of VAT registered business enterprises:

Average annual t urnover Federal VAT payers Regional VAT payers
(Birr)

Frequency Percentage Frequency Percentage
< 100,000 15 40.54 7 63.64
100,001-500,000 13 35.4 4 36.36
500,001-1,000,000 6 16.22 - -
1,000,001-10,000,000 2 54 - -
10,000,001 or more 1 2.7 - -

Total 37 100 T 0
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Source: Survey of taxpayers
As indicated in table 4. 6, the highest level ofaverage annual turnover for VAT registered
federal taxpayers was birr less than 100,000 which accounted 40.54% and the lowest one was
birr 10,000,001 or more that accounted only 2.7%. In addition, the highest level of average
annual t urnover for V AT registered regional t axpayers w as birr less t han 100, 000 w hich

accounted 63.64% and the lowest one was birr 100,000-500,000 which accounted 36.36%.

Examination o f't he survey r esponse r evealed r espondents de partment, p osition and their

experience in table 4.

Table 4.7 Tax officials Department, Position and Experience

Items Description Frequency Percentage
Department Assessment & Follow-up 2 20
Auditing & Inspection 3 30
Collection & Reporting 3 30
Others 2 20
Total 10 100
Position Auditor 3 30
Assessor 2 20
Collector 3 30
Follow-up & Reporter 1 10
Others 1 10
Total 10 100
Experience <5 years 6 60
5-10 years 3 30
10-15 years 1 10
Total 10 100

Source: Survey of tax officials
As shown table 4.7 about 50% percent of respondents belong to D epartment o f Auditing,
Inspection, A ssessment a nd Follow-up. Further,3 0% oft her espondents belongt o
Department of Collection and R eporting. In connection with this, about 20% ofrespondents
are belonging to “Others” category like Tax Intelligent Department. Besides, table 4.7 shows
the p osition and e xperience o frespondents within each d epartment. F rom p osition p oint o f
view, collectors and auditors account the highest percentage of respondents 30% each and the
lowest belongs to follow-up & reporter which account 10%. On the other hand, the survey
outcome o fr espondents r evealed experienced t ax o fficials a ccount o nly 1 0% o ft he
respondents. But respondents that have less experience account 60% of the respondents. This
indicates the authority lacks experienced tax officials in handling VAT administration issues

and this resulted in poor tax enforcement.
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From the survey responses, category of taxpayers and area of occupation for VAT registered

business enterprises has shown in table 4.8.

Table 4.8 area of occupation and category for VAT registered taxpayers:

Area of Federal VAT payers Regional VAT payers VAT registered Frequency | Percentage
occupation taxpayers
Frequency | Percentage | Frequency | Percentage | Federal VAT 37 77.08
payers
Manufacturing 11 29.73 2 18.18 Regional VAT 11 22.92
payers
Construction 8.11 2 18.18 Total 48 100
Agriculture 13.51 1 9.09 - - -
Trade 12 32.43 3 27.27 - - -
Professional 6 16.22 3 27.27 - - -
Service
37 100 11 100 - - -

Source: Survey of taxpayers

As shown in table 4.8, In terms of area of o ccupation the share of federal V AT payers for

trade 32 .43% accounted the h ighest p ercentage a nd construction 8. 11% w as the lowest

percentage o fresponses. Moreover, table 4.8 indicated that regional VAT payers accounted

27.27% of trade and professional service each in terms ofarea of occupation which was the

highest one and. Finally, as table 4.8 indicated, 77.08%% of the taxpayers were federal VAT

payers where as 22.92% of the taxpayers were regional taxpayers.

Furthermore, the study tried to look at V AT r egistration and the outcome of't he s urvey

reveals in table 4.9.

Table 4.9 Reasons for non-registration by VAT registered taxpayers:

Items Federal VAT payers Regional VAT payers
Frequency Percentage | Frequency | Percentage

weak administration of authority to force them 18 48.64 7 63.64

lack of information by the authority about 6 16.23 - -

unregistered taxpayers

Business enterprise want to monopolize the 4 10.81 - -

market with least price

Some traders fear of VAT registration for not 9 24.32 4 36.36

loosing their customers

Total 37 100 11 100

Source: Survey of taxpayers
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As table 4.9 showed, 48.64% of federal taxpayers noted weak administration of authority to
force taxpayers as reasons for non-registration by taxpayers. Nonetheless, 10.81% of federal
taxpayers s tated b usiness e nterprises w ant t o m onopolize t he market as r easons for non-
registration by t axpayers. na ddition, 63. 64% ofr egionalt axpayerss tated weak
administration o f authority t o force taxpayers a s reasons for non-registration by taxpayers
whereas 3 6.36% o ft hem noted b usiness e nterprises w ant to m onopolize t he market as

reasons for non-registration by taxpayers.

In the survey both tax payers were asked about approaches that ERCA follows in increasing
the awareness of tax payers about the VAT registration process in order to reduce involuntary
VAT registration on some traders. Therefore, the outcome of the survey was summarized in

table 4.10.

Table 4.10 possible solutions to reduce involuntary VAT registration on some traders

Items Federal VAT payers Regional VAT payers
Frequency | Percentage | Frequency | Percentage

The tax authority should create awareness taxpayers 16 43.24 6 54.54

The tax authority should improve quality of service 13 35.13 3 27.27

providing for taxpayers

Makes tax laws understandable, communicate changes 5 13.51 2 18.18

very well

Business enterprises which are eligible but not registered 3 8.12 - -

for VAT should obev for VAT rules and regulations

Total 37 100 11 100

Source: Survey of taxpayers
As indicated in table 4.10, about 43.24% of federal taxpayers revealed the solution to reduce
involuntary V AT registration was creating taxpayers awareness by the authority. But, about
35.13% of federal taxpayers stated that improving quality of'service as a major solution for
the problem. Further, 13.51% of federal taxpayers noted that making tax laws understandable,
communicating ¢ hanges very w ell as a solutionto r educe involuntary V AT re gistration.
Lastly, 8.12% of federal taxpayers indicated that business enterprises should obey VAT rules
and r egulations as a s olution for t he pr oblems identified. Moreover, 54.54% ofr egional
taxpayers i ndicated thes olutiont or educe involuntary V AT r egistration w as cr eating
taxpayers awareness by the authority and 27.27% of them stated improving quality of service
asa major s olution for t he problem. Finally, 1 8.18% ofr egional t axpayers po inted ou t
making tax laws understandable, co mmunicating changes very well as a solution to reduce

involuntary VAT registration

4.1.2 VAT Invoice
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Int he s urvey t ax p ayers w ere as ked a bout the reasons for s ome t raders n ot to maintain

records of their business operations in accordance with the laws and regulations of VAT. The

responses of tax payers were summarized in4.11.

Table 4.11 Reasons for Traders not to maintain Records of their Business Operation

Description Federal VAT payers Regional VAT payers
Frequency Percentage | Frequency | Percentage

Absence of professional and qualified employees for 13 35.14 6 54.54

business enterprises

The authority doesn’t create awareness a bout books a nd 3 8.10 2 18.18

records maintained for VAT purpose for tax payers

Tax pa yers | ack knowledge a bout bo oks a nd records 15 40.54 3 27.27

maintained for VAT purpose

Lack of knowledge of owner of the business 6 1621 - -

Total 37 100 11 100

Source: Survey of taxpayers
Astable 4. 11 indicated, 35. 14% of federal taxpayers noted ab sence o fp rofessional a nd

qualified employees for business enterprises as reasons for traders not to maintain records of
their business o peration. H owever, 8 .1% ofthem stated both the au thority d oesn’t cr eate
awareness about books and records maintained for VAT purpose for taxpayers. But, 40.54%
ofthem indicated lack o f knowledge o ftaxpayers about books and records maintained for
VAT pur pose as reasons for traders no tt o maintain r ecords o f't heir business operation.
Finally, 16.21% o fthem stated lack o f knowledge o f o wner o fthe business as reasons for
traders n ot to m aintain r ecords o f their bu siness operation. Besides, 54. 54% o fr egional
taxpayers stated absence of professional and qualified employees for business enterprises as
reasons for traders not to maintain records o ft heir business o peration. Lastly, 27.27% and
18.18% o f regional taxpayers noted t axpayers lack kn owledge a bout b ooks a nd r ecords
maintained for VAT purpose as reasons for traders not to maintain records of their business
operation and the authority doesn’t create awareness about books and records maintained for
VAT purpose for tax payers as reasons for traders not to maintain records of their business

operation respectively.

In the survey the tax payers were also asked the reasons for some V AT registered business

enterprises collect the tax with illegal invoices. Therefore, they replied in table 4.1

Table 4.12 Reasons for Illegal Invoices Practices by VAT Registrants

45



Descriptions Federal VAT payers Regional VAT payers
Frequency Percentage | Frequency | Percentage
They unable to compete with unregistered taxpayers 7 891 2 18.18
Customers are interested to buy goods or services 15 40.54 6 54.54
from non registered enterprise to get lower price
Insufficient human power of the authority to control 5 13.51 3 2727
such activities.
Competency of similar organizations 3 8.1 - -
To retain government tax for themselves illegally 6 16.21 - -
Lack of knowledge 1 2.7 - -
Total 37 100 11 100

Source: Survey of taxpayers
As table 4. 12 showed, 40.54% of federal taxpayers stated customers ar e interested to buy
goods or services from n on r egistered en terprise to g et lower price as reasons for ille gal
invoices practices by VAT registrants. However, 16.21% of federal taxpayers noted taxpayers
are unable to compete with unregistered taxpayers as reasons for illegal invoices practices by
VAT registrants. Additionally, 16.7% of federal taxpayers stated to retain government tax for
themselves as reasons for illegal invoices practices by V AT registrants. Further, 54.54% of
regional t axpayers stated cu stomers are interested to b uy g oodso rs ervices from non
registered en terprise t o g et lower p rice as reasons for il legal i nvoices practicesby V AT
registrants. B ut, 27 .27% ofr egional t axpayers n oted insufficient hu man p ower o ft he
authority to control activities as reasons for illegal i nvoices p ractices by V AT r egistrants.
Finally, 18. 18% o fr egional t axpayers po inted o ut taxpayers are u nable t o c omplete w ith

unregistered taxpayers as reasons for illegal invoices practices by VAT registrants.
4.1.3 VAT filing and payment

In the survey taxpayers were asked about reporting period for VAT filing and payment and

their responses were summarized in table 4.13.

Table 4.13 The reporting period for VAT filling and payment is short

Items Strongly | Disagree | Don’t know | Agree Strongly Total Mean | Standard
disagree agree deviation
Federal | Frequency 3 4 7 15 8 37 2.4 4.17
VAT Percentage | 8.12 10.81 18.92 40.54 21.62 100 - -
payers
Regional | Frequency 1 1 3 4 2 11 2.55 1.56
VAT Percentage | 9.09 9.09 27.27 36.36 18.18 100 - -
payers

Source: Survey of taxpayers
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As table 4.13 indicated, 40.54% and 21.62% of federal taxpayers agreed and strongly agreed
respectively for t he s tatement the r eporting period for V AT filling a nd pa yment is s hort.
However, 10.81% and 8.12% ofthem disagreed and strongly disagreed respectively for the
statement the reporting period for V AT filling and payment is short. Besides, 27.27% and
18.18% of regional taxpayers agreed and strongly agreed respectively for the statement the
reporting pe riod for V AT filling a nd pa yment i s s hort. N onetheless, 18. 18% oft hem
disagreed and strongly disagreed for the statement the reporting period for VAT filling and

payment is short.

The survey outcome of taxpayers for filing and method of effecting payment was

summarized in table 4.14.

Table 4.14: Taxpayers filing tax return and method of effecting payment to the tax authority

Items Federal VAT payers Regional VAT payers Items | Federal VAT payers Regional VAT payers
Frequency | Percent | Frequency | Percentage Frequen | Percentage Frequency | Percentag

age cy e

By appearing at 25 67.57 9 81.82 Cash 27 72.97 8 72.73

tax authority in

person

By sending 12 32.43 2 18.18 Check | 10 27.03 3 27.27

through post s

office

Total 37 100 11 100 37 100 11 100

Source: Survey of taxpayers
As table 4.14 showed, most federal taxpayers i.e. about 67.57% of taxpayers filing tax return
and method of effecting payment to the tax authority by appearing at tax authority in person.
However, only 32.43% of them filing tax return and method of effecting payment to the tax
authority by sending through post office. Further, 81.82% and 18.18% of regional taxpayers
noted filing tax return and method ofeffecting payment to the tax authority by appearing at
tax authority in person and by sending through post office respectively. In connection to this,
in table 4.14, 72.97% and 27.03% of federal taxpayers indicated cash and checks as a method
of payment to the t ax authority r espectively. I n a ddition, 72. 73% and 27.27% Of regional

taxpayers noted cash and checks as a method of payment to the tax authority respectively.
4.1.4 VAT Audit

Int he survey botht axpayers andt ax o fficials w ere as ked a bout V AT au diting r elated

question and forwarded their attitude in table 4.15.
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Table 4.15 VAT auditing on taxpayers

Items Respondents | Responses | Strongly | Disagree | Don’t Strongly | Total | Mean | Standard
disagree know | Agree | disagree deviation
The existing Federal Frequency 1 3 4 19 10 37 2.08 4.2
a“g‘“’“’ mstpec“’fs taxpayer Percentage | 2.7 812 | 1081 | 51.35 | 27.03 | 100 - -
ancprosecutors Regional Frequency - 1 1 7 2 11 2.09 2.67
lack necessary skill taXDAVErS
and experience to pay Percentage - 9.09 | 9.09 | 63.64 | 18.18 | 100 - -
detect and handle
tax offenses by tax | Tax officials Frequency 0 7 0 1 2 10 3.2 3.88
payers Percentage 0 70 0 10 20 100 - -
The criteria for Federal Frequency 3 4 18 7 37 2.41 3.82
selection of tax taxpayers Percentage | 8.12 | 10.81 | 13.51 | 48.65 | 1892 | 100 | - .
payers for audit and .
auditing procedure Regional Frequency - 3 2 6 - 11 2.73 2.49
; t
lack clarity and pAYEs Percentage | - 2727 | 1818|5455 | - 00 | - :
transparency
Tax officials Frequency 2 5 1 2 0 10 3.7 2.5
Percentage 20 50 10 20 0 100 - -
The existing audit Federal Frequency 3 3 7 14 10 37 2.32 33
Cf‘teféa are “gtt taxpayer Percentage | 8.12 812 | 18.92 | 37.84 | 27.03 | 100 - -
sound enough to Regional Frequency 1 2 2 3 3 11 2.55 1.16
identify tax payers taxpavers
that are engaged pay Percentage | 9.09 18.18 | 18.18 | 27.27 | 2727 | 100 - -
Tax officials Frequency 1 4 2 2 1 10 3.2 1.97
Percentage 10 40 20 20 10 100 - -

Source: Survey of tax officials and taxpayers

As table 4. 15 indicated, 48.65% of federal taxpayers’ agreed and 18.92% ofthem strongly
agreed that the criteria for selection of taxpayers for audit and auditing procedure lack clarity
and transparency. Further, the mean value o f taxpayers’ responses 3.59 was higher than the
average value o fratings 3. But, 20% of'tax officials strongly disagreed and 50% disagreed
about the lack ofclarity and transparency in the criteria for selection o ftaxpayers for audit
and auditing procedure. Moreover the mean value of tax o fficials’ responses 2.8 was lower
than the average of response ratings 3. Besides, in the survey responses of taxpayers 51.35%
agreed and 27.03% strongly disagreed that the existing auditors, inspectors, prosecutors and
other staff members lack the necessary skill and experience to detect and handle tax offences
by taxpayers. In line with this, 37.84% and 27.03% of federal taxpayers agreed and strongly
greed r espectively fort he s tatement the ex isting au dit cr iteria ar e not s ound en ough t o
identify tax payers that are engaged. Moreover, table 4.15 indicated 63.64% and 18.18% of
regional taxpayers agreed and strongly agreed about the lack o fclarity and transparency in
the criteria for selection o f'taxpayers for audit and auditing procedure. But, only 9.09% o f
them d isagreed for same statement. Further, in table 4. 15 54.55% and 27.27% ofregional
taxpayers agreed and disagreed for the statement the criteria for selection o ftax payers for

audit and auditing procedure lack clarity and transparency. Lastly, 54.54% ofthem agreed
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and strongly agreed for t he statement the e xisting au dit cr iteria ar e not s ound en ough t o
identify tax payers that are engaged. On the other hand, 18.18% and 9.09% o fthe regional
taxpayers disagreed and strongly disagreed for the statement the existing audit criteria are not

sound enough to identify tax payers that are engaged.
4.1.5 VAT Penalty

Examination o f survey responses o f taxpayers with regard to penalty for understatement, a
late payment and/or other offenses revealed to VAT registered business enterprises are shown

in table 4.16.

Table 4.16 Taxpayers penalty for understatement and late payment

Description Federal taxpayers Regional taxpayers Tax Officials
Frequency | Percentage | Frequency [ Percentage Frequency Percentage

10% of understatement 4 10.81 2 18.18 1 10
50% of understatement 6 16.22 1 9.09 1 10
Imprisonment 4 10.81 2 18.18 2 20
Fines of both money 10 27.03 6 54.55 5 50
and imprisonment

I don’t know 3 8.11 - - 1 10
Total 37 100 11 100 10 100

Source: Taxpayers survey

As indicated in table 4. 16, 27.03% of federal taxpayers and 50% of tax o fficials stated that
both fines o f money and imprisonment as a penalty for understatement and late payment for
taxpayers. Besides, table 4.16 revealed 10.81% of federal taxpayers and 20% o ftax o fficials
stated imprisonment as a penalty for understatement and late payment for taxpayers. Besides,
in table 4. 16, 54. 55% and 18. 18% of r egional t axpayers n oted fines o f both money and
imprisonment and 10% understatement respectively for taxpayers’ penalty for understatement
and late payment. However, 9.09% and 18.18% of them stated 50% ofunderstatement and
imprisonment f or taxpayers’ p enalty for u nderstatement a nd late p ayment. Furthermore,
survey outcomes of taxpayers and tax officials in relation to VAT penalty were summarized

in table 4.17 as follows.
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Table 4.17 VAT penalty on taxpayers

Items Responses Strongly | Disagree | Don’t Strongly | Total Mean | Standard
Respondents disagree know | Agree | disagree deviation
In Ethiopia, Federal Frequency 1 3 4 17 12 37 2.03 3.92
enf"rl‘t’e‘_nent of | taxpayer Percentage 27 811 | 10.81 | 45.95 | 32.43 100 - -
penalty is very :
weak and lack Eiglg)r;arls Frequency 1 1 2 5 2 11 2.45 1.73
consistency pay Percentage 9.09 9.09 18.81 | 45.45 18.18 100 - -
Tax officials | Frequency 2 1 1 5 1 10 2.8 1.97
Percentage 20 10 10 50 10 100 - -
The extent of Federal Frequency 2 9 5 15 6 37 2.62 3.68
penalties on tax | taxpayers Percentage 5.41 2432 | 1351 | 40.54 | 16.23 100 - -
payers are not .
that much high Regional Frequency 2 1 2 3 3 11 2.64 1.13
t
APAYES  percentage | 18.18 9.09 | 18.18 | 27.27 | 27.27 100 - -
Tax officials | Frequency 1 2 1 4 2 10 2.6 1.62
Percentage 10 20 10 40 20 100 - -
There is lack of | Federal Frequency 1 4 6 15 11 37 2.16 3.27
fla“ty and | taxpayer Percentage 27 10.81 | 1623 | 40.54 | 29.73 100 - -
Hransparency - g eional Frequency 1 1 2 4 3 11 2.18 1.23
imposing the taxpavers
penalty on tax pay Percentage | 9.09 9.09 | 18.18 | 3636 | 27.27 100 - -
payers Tax officials | Frequency 1 1 1 5 2 10 2.4 1.93
Percentage 10 10 10 50 20 100 - -

Source: Survey of tax officials and taxpayers

Ast able 4. 17 indicated, 45. 95% a nd 32. 43% o f federal taxpayersa greed a nd s trongly
disagreed respectively for the statement in Ethiopia, enforcement of penalty is very weak and
lack c onsistency. H owever, 8 .11% and 2 .7% o ft hem d isagreed a nd s trongly disagreed
respectively for the statement weak and lack consistency for enforcement of penalty. On the
other hand, 50% and 10% o ftax o fficials a greed and strongly agreed respectively for the
same s tatement m entioned a bove. B esides, 1 0% and 2 0% o f't ax o fficials d isagreed a nd
strongly disagreed respectively for this statement. Apart from this table 4.17 showed that
40.54% and 16.23% o f federal t axpayers a greed and strongly a greed r espectively forthe
statement the extent o f penalties on tax payers are not that much high. Nonetheless, 24.32%
and 5.41% of federal taxpayers disagreed and strongly disagreed for same statement. Besides,
40% and 20% oftax officials agreed and strongly agreed respectively for the statement the
extent o fp enalty on taxpayers are not that much high. But, 20% and 1 0% o ftax o fficials
disagreed a nd s trongly d isagreed for t he ab ove mentioned s tatement. L astly, t able 4 .17
indicated 40.54% and 29.73% of federal taxpayers agreed and strongly agreed respectively
for t he s tatement t here i s lack o fc larity a nd t ransparency in imposingt he p enalty o n
taxpayers. However, 50% and 20% o ftax o fficials agreed and strongly agreed respectively

for t he s tatement t here i s lack o fc larity and t ransparency in imposing t he pe nalty o n
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taxpayers. On the other hand, each 10% oftax officials disagreed and strongly disagreed for
same statement. M oreover, in table 4.17, 45.45% and 18. 18% ofregional taxpayers agreed
and strongly agreed respectively for the statement in Ethiopia, enforcement of penalty is very
weak and lack consistency. But, only 18.18% of them disagreed and strongly disagreed for
same s tatement. I n ad dition, 54.54% o f'the r egional t axpayers agreed and strongly agreed
respectively for the statement the e xtent o f p enalties on tax payers are not that much high.
However, 9.09% and 18.18% ofthem disagreed and strongly disagreed respectively for the
statement the extent of penalties on tax payers are not that much high. Further, 36.36% and
27.27%of r egional t axpayers ag reed and strongly agreed r espectively for t here is lack o f
clarity and transparency in imposing the penalty on tax payers. Nevertheless, only 18.18% of

them disagreed and strongly disagreed for same statement.
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4.1.6 Strength of VAT Administration

Table 4.18 and 4.19 shows the survey responses of taxpayers and tax officials with regard to

the strength of VAT administration for the authority.

Table 4.18 Strength of tax authority to control noncompliant taxpayers in view of taxpayers

Items Responses Strongly | Disagree Don’t Agree Strongly Total | Mean | Standard
disagree know disagree deviation
Tax officials Federal Frequen 2 9 1 13 12 37 2.35 3.69
(administrators) are | taxpayers cy
not qualified Percenta 5.41 24.32 2.7 35.14 32.43 100 - -
enough, lack ge
necessary skills and | Regional | Frequen 1 2 1 5 2 11 | 255 1.73
are not in a position | taxpayers cy
to provide adequate Percenta 9.09 18.18 9.09 45.45 18.18 100 - -
information up on ge
tax payers request.
Tax administration Federal Frequen 1 2 5 21 8 37 2.11 4.59
tend to take very taxpayers cy
long time in Percenta 2.7 5.41 13.51 56.76 21.62 100 - -
handling tax audit ge
and inspection Regional | Frequen 1 2 1 4 3 11 2.45 1.44
taxpayers cy
Percenta 9.09 18.18 9.09 36.36 27.27 100 - -
ge
Tax officials lack Federal Frequen 3 10 3 14 7 37 2.92 3.54
politeness and taxpayers cy
confidence in Percenta 8.11 27.03 8.11 37.84 18.92 100 - -
decisions ge
Regional Frequen 1 2 1 5 2 11 2.55 1.73
taxpayers cy
Percenta 9.09 18.18 9.09 45.45 18.18 100 - -
ge
VAT tax Federal Frequen 3 5 3 16 10 37 2.32 2.55
enforcement, tax taxpayers cy
auditing and Percenta 8.11 13.51 8.11 43.24 27.03 100 - -
inspections are ge
slightly weak and Regional | Frequen 2 2 1 4 2 11 273 1.26
there is hlgh taxpayers cy
probability of being Percenta | 18.18 18.18 9.09 36.36 18.18 100 - -
undetected of a ge
business in engaged
in an act of evasion

Source: survey of taxpayers

Table 4. 18 indicated 35. 14% and 32.43% o f federal taxpayers agreed and strongly agreed
respectively for the statement tax officials are not qualified enough, lack necessary skills and
are not ina po sition t o provide a dequate information up on taxpayers’ r equest. However,
24.32% and 5.41% of federal taxpayers disagree and strongly disagree respectively for same
statement mentioned a bove. M oreover, table 4. 18 indicated that 56. 76% and 21. 62% o f
federal taxpayers agreed and strongly agreed that tax ad ministration tends to take very long

time in handling t ax a udit a nd inspection. But, 5. 41% a nd 2. 7% of federal t axpayers
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disagreed strongly disagreed for the statement that tax administration tends to take very long
time in handling t ax a udit a nd inspection. B esides, t able 4. 18 r evealed t hat 37. 84% and
18.92% of federal taxpayers agreed and strongly agreed respectively the t ax o fficials la ck
politeness and confidence in decisions. However, 27.03% and 8.11% ofthem disagreed and
strongly disagreed respectively for the statement tax o fficials lack politeness and confidence
in d ecisions. Finally, t able 4. 18 indicated t hat 43. 24% and 27.03% o f federal taxpayers
agreed and strongly agreed respectively that VAT enforcement, auditing and inspections are
slightly weak and there is high probability of being undetected of business in engaged in act
of'evasion. On the other hand, 13.51% and 8.11% of federal taxpayers disagreed and strongly
disagreed for the statement VAT enforcement, auditing and inspections are slightly weak and
there is high probability of being undetected of business in engaged in act of evasion. Further,
int able 4. 18,45 .45% an d 1 8.18% 0 fr egional t axpayers ag reed a nd strongly agreed
respectively for the statement tax officials are not qualified enough, lack necessary skills and
are not in a p osition to provide adequate information up on taxpayers’ request. But, 18.18%
and 9 .09% o fthem disagreed a nd s trongly disagreed r espectively for same statement. [ n
addition, 36.36% and 27.27% of the regional taxpayers’ agreed and strongly agreed for the
statement tax administration tends to take very long time in handling tax audit and inspection.
However, 18.18% and 9.09% of them disagreed and strongly disagreed for the statement tax
administration tends to take very long time in handling tax audit and inspection. Table 4.18
also indicated t hat 45.45% and 18. 18% ofregional t axpayers agreed and strongly ag reed
respectively the t ax o fficials lack p oliteness a nd ¢ onfidence in de cisions. Nevertheless,
18.18% and 9.09% o fthem d isagreed and strongly d isagreed for s ame statement. F inally,
36.36% and 18.18% ofregional taxpayers agreed and strongly agreed respectively that VAT
enforcement, auditing and inspections are slightly weak and there is high probability of being
undetected of business in engaged in act of evasion. However, 36.36% of them disagreed and
strongly disagreed for the statement VAT enforcement, auditing and inspections are slightly
weak and there is high probability o f being undetected o f business in e ngaged in actof

evasion.
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Table 4.19 Strength of tax authority to control noncompliant taxpayers in view of tax officials

Item code Responses Strongly Disagree | Don’t Agree Strongl | Total | Me | Standard
disagree know yagree an | deviation

All tax officials and other staff Frequency 0 2 1 5 2 10 3.7 2.61

members are competent enough to

handle the duties eIl)ssigned thegm Percentage 0 20 10 50 20 100 T

There is in general shortage of Frequency 0 2 1 6 1 10 3.6 3.09

resources and infrastructural Percentage 0 20 10 60 10 100 _ _

facilities to enhance tax law

enforcement

The or ganization pr ovides | Frequency 1 2 0 3 4 10 3.7 2.38

appropriate incentives and awards to Percentage 10 20 0 30 40 100 ; ;

the b estp erformingt ax o fficials

specially t hose who h ave d one t he

best in deterring non compliance.

Training provided to employees and | Frequency 4 2 0 3 1 10 2.5 1.84

career development plan at different

levels a nd inpdi ffergnt de partments Percentage 40 20 0 30 10 160 ST

iss ufficienti np romotingt he

capacity of tax officials.

Source: Survey of tax officials

As table 4.19 showed 50% and 20% oftax officials agreed and strongly agreed respectively
that tax officials and other staff members are competent enough to handle the duties assigned
them. B ut, 2 0% of't ax o fficials d isagreed for t he s tatement tax o fficials a nd o ther s taff
members are competent enough to handle the duties assigned them. Further, 60% and 10% of
tax officials’ agreed and s trongly agreed respectively that t here is in g eneral s hortage of
resources and infrastructural facilities to enhance tax law enforcements. Nonetheless, 20% of
tax o fficials disagreed that that there is in general shortage of resources and infrastructural
facilities to enhance tax law enforcements. M oreover, about 3 0% and 4 0% oftax o fficials
agreed and strongly agreed respectively that the authority provides appropriate incentives and
awards t o the b est p erforming t ax o fficials especially t hose w ho ha ve d one t he be stin
deterring non compliance. H owever, 20% and 10% o ftax o fficials disagreed and strongly
disagreed that the authority provides appropriate incentives and awards to the best performing
tax o fficials especially those who have done the best in deterring non compliance. F inally,
table 4. 19 indicated t hat 30% and 10% o ft ax o fficials agreed a nd strongly d isagreed
respectively t hat the t rainings pr ovided t o e mployees a nd car eer d evelopment at d ifferent
levels and in different departments are sufficient in promoting the capacity o f tax o fficials.
However, about 2 0% and 4 0% of'tax officials’ d isagreed and s trongly d isagreed that the
trainings provided to employees and career development at different levels and in different

departments are sufficient in promoting the capacity of tax officials.
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4.1.7 VAT Rate and Market Competition

Survey r esults o ft axpayers a nd t ax o fficials on V AT r ate and market co mpetition w ere

summarized in table 4.20 below.

Table 4.20 VAT rate and market competition

Items Responses | Strongl | Disag | Don’t Strongly | Tota | Mean Stand
Respondent y ree know | Agree | disagree |1 ard
s disagree devia
tion
The level of the VAT rate | Federal Frequency 1 5 1 17 13 37 2.03 4.07
ish igh andha s made | taxpayer — I"perconiage | 27 | 1351 | 27 |45.95 | 3514 | 100 | - :
goodsa nd  services Froquenc
expensive andr esultsin | Regional quency 1 2 1 4 3 1 245 1.44
non complianceo f tax | taxpayers | Percentage | 909 | 18.18 | 9.09 | 36.36 | 27.27 | 100 | - -
payers
Tax Frequency 1 2 0 5 2 10 2.5 4.38
officials Percentage
10 20 0 50 20 100 - -
The ex istence o f | Federal Frequency 1 2 5 15 14 37 1.95 3.74
unregistered tax payersis | taxpayers Percentage 27 541 1351 | 4054 3784 100 j j
creating u nfair - - - i i
competition and making Regional Frequency 1 1 2 4 3 11 2.27 1.31
registered tax payers 10ss | (axnavers Percentage
their m arket share and pay g 9.09 9.09 | 18.18 | 36.36 | 27.27 100 - -
profitability Tax Frequency 1 2 1 4 2 10 2.6 1.62
officials  ["percentage | 10 20 | 10 | 40 20 | 100 - -
It should be worthwhile to | Federal Frequency 2 4 3 18 10 37 2.19 3.95
consider the possibility of | taxpayer  "porcciase | 541 | 10.81 | 8.11 | 48.65 | 27.03 | 100 - -
reducing the thresh hold Regional | Frequency I I 2 4 3 11 | 236 | 144
taxpayers Percentage 9.09 9.09 | 18.18 | 36.36 | 27.27 100 - -
Tax Frequency 1 2 0 3 4 10 2.3 1.69
officials Percentage 10 20 0 30 40 100 - -

Source: Survey of tax officials and taxpayers

As table 4.20 indicated that 50% and 20% oftax o fficials respectively agreed and strongly
agreed that the level of VAT rate is high and have made goods and services expensive and
resulted i n no n-compliance o ft axpayers w hich indicates ad ministrative w eakness o r tax
evasion. Moreover, 45.95% and 35.14% of federal taxpayers agreed and strongly agreed that
the level of V AT rate is high and have made goods and services e xpensive and resulted in
non-compliance o ft axpayers which indicates ad ministrative w eakness ort ax evasion.
Further, a bout 4 0% and 20% o f't ax o fficials’, 40.54% and 37. 84% o f federal t axpayers’
agreed an d s trongly ag reed t hat the e xistence o f u nregistered t axpayers is cr eating u nfair
competition a nd making r egistered t axpayers lose t heir market s hare a nd pr ofitability.

Finally, 30% and 40% oftax officials, 48.65% and 27.03% of federal taxpayers agreed and

55




strongly ag reed respectively that it s hould be worthwhilet o ¢ onsider t he p ossibility o
reducing t he t hreshold. Similarly, in table 4.20, 36.36% and 27.27% o f regional taxpayers
agreed and strongly agreed respectively that the level of VAT rate is high and ha ve made
goods and s ervices e xpensive and resulted in non-compliance o f't axpayers. N evertheless,
18.18% and 9.09% ofthem disagreed and strongly disagreed for same statement. F urther,
27.27% and 36.36% ofregional taxpayers agreed and strongly agreed that the existence of
unregistered t axpayers is cr eating u nfair co mpetition and making registered t axpayers lose
their market share and profitability. Lastly, 36.36% and 27.27% of regional taxpayers agreed
and strongly agreed respectively that it should be worthwhile to consider t he p ossibility o f
reducing the threshold. Nonetheless, 18.18% of them disagreed and strongly disagreed for the
statement it should be worthwhile to consider the possibility of reducing the threshold.

4.1.8 VAT Revenue Performances
4.1.8.1 VAT revenue as a percentage of total tax revenue

For an alysis p urpose, V AT co llection with itsr espective t otalt ax r evenue co llection

(2008/09-2012/13) for ERCA Gondar branch showed in table 4.21.

Table 4.21 VAT revenue to tax revenue ratio of Gondar (2008/09-2012/13)

Years
Items 2008/2009 2009/10 2010/11 2011/12 2012/13
VAT revenue for
federal revenue 1,379,848 1,466,370.5 1,558,751.8 1,651,133 2,084,454
authority

Tax revenue for federal

. 15,760,900 13,889,100 86,000,600 110,339,000 125,822,600
revenue authority

Percentage of VAT

revenue to tax revenue 8.75% 10.56% 18.12% 14.96% 16.57%

federal revenue
authority

VAT revenue for

regional tax office 517,998.47 569,700.26 436,310 1,830,957 1,955,423.78
Tax revenue for

regional tax office 968,174.55 | 1,753,597.50 1,412,139.64 1,942,935.66 2,059,827.78
Percentage of VAT

revenue to tax revenue 53.5% 32.4% 30.9% 94.24% 94.93%

for regional tax office

Source: ERCA Gondar branch and regional tax office in Gondar
Astable 4.21 showed that the share of VAT in total tax revenue ranges from 8.75% in the
year 2005/06 to 18.12% in 2007/08. Indeed, the average for the five years was 13.79%.
However, from the year 2007/08 on wards the share of VAT to tax revenue was higher

than t he average value o fthe five years. F or ex ample, t he s hare o fV AT in t otal t ax
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revenue in 2007/08 (18.12%) w as hi gher than the a verage value (13.79%). In s hort t he
share o f V AT to tax r evenue w as highest inthe year 2 007/08 and lowest inthe year
2005/06. Moreover, the share of VAT in total tax revenue for regional tax o ffice ranges

30.9% in the year 2007/08 to 94.93% in 2009/10.
4.1.8.2 Efficiency ratio

The efficiency ratio of VAT for ERCA in G ondar branch for the year’s 2008/09-2012/13
indicated in table 4.22.

Table 4.22 efficiency ratio of VAT in Ethiopia (in Millions)

Years

Item 2008/09 | 2009/10 2010/11 2011/12 2012/13
VAT Revenue 7,346.34 | 10,419.9 15,272.4 19,235.43 24,236.64
Gross domestic product 351,187 456,543 511,200 569,476.8 627,753.6
Standard VAT rate (in 0.15 0.15 0.15 0.15 0.15
percent)
VAT efficiency ratio in 13.95% 15.21% 19.92% 22.52% 25.74%
percent

Source: ERCA and MoFED
Table 4 .22 indicated t he V AT co llected co mpared t o G DP, which is t he efficiency r atio,
ranges from 13.95% in 2008/09 to 25.74% in 20 12/13. Further, as table 4.22 indicated the

share of VAT to GDP was increasing in the period considered.
4.1.8.2.2 C-Efficiency ratio
Table 4.23 showed the c-efficiency ratio of VAT for the period 2008/09-2012/13.

Table 4.23 C-efficiency ratio of VAT of Ethiopia (in Millions)

Items Years

2008/09 2009/10 2010/11 2011/12 2012/13
VAT revenue 7,346.34 10,419.9 15,272.4 19,235.43 24,236.64
Private consumption for 237,763.33 | 393,540 | 424,807.2 | 458,558.61 495,014.02
Ethiopia
Standard VAT (In %) 0.15 0.15 0.15 0.15 0.15
C-efficiency ratio 20.6% 17.64% 23.97% 27.97% 32.64%

Source: ERCA and MOFED

As table 4 .23 indicated t he c -efficiency r atio r anges from 17. 64% inthe year 2009/ 10to
32.64% inthe year 2012/ 13. And hence, t he s hare o f V AT t o p rivate ¢c onsumption w as
highest in 2012/13(32.64%) and lowest in the year 2009/10(17.64%).
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4.1.9 Problems in VAT Administration

In the survey both tax officials and taxpayers were asked about VAT administration problems

and their responses were summarized table 4.24.

Table 4.24 Problems in VAT Administration

Description
Federal taxpayers Regional taxpayers Tax Officials
Frequency | Percentage | Frequency | Percentage | Frequency | Percentage
VAT tax payers are less 9 24.32 3 27.27 3 30
competition in the market than
non VAT tax payers
Consumers are not willing to 16 43.24 4 36.36 2 20
buy goods and services with
VAT
Poor tax enforcement capacity 5 13.51 2 18.18 1 10
of the authority
Use of fraudulent invoices and 7 18.92 2 18.18 4 40
non issuance of invoices
Total 36 100 11 100 10 100

Source: Survey of taxpayers

As table 4.24 indicated, 43.24% of federal taxpayers stated that consumers are not willing to
buy goods and services with VAT as the major problem in VAT administration. However,
13.51% of taxpayers noted that poor tax enforcement capacity of the authority as problem in
VAT administration. Moreover, table 4.24 revealed that 40% oftax officials stated that the
use of fraudulent i nvoices and n oni ssuance ofinvoice as the m ajor probleminV AT
administration. But, 10% o ftax o fficials noted that p oor tax e nforcement cap acity o f't he
authority a s pr oblem in V AT a dministration. B esides, 36. 36% a nd 27. 27% ofr egional
taxpayers noted Consumers are not willing to buy goods and services with VAT and VAT tax
payers are less competitive in the market than non VAT tax payers respectively as problems
in VAT administration. Finally, 36.36% of them stated poor tax enforcement capacity of the
authority a nd U se o f fraudulent invoicesa nd non issuance o f invoices respectively as

problems in VAT administration.
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4.2 Analysis

Examination of survey responses of federal and regional taxpayers revealed several problems
related to taxpayer registration. For example, 48.64 % of federal taxpayers’ and 63.64% of
regional t axpayers surveys indicated t he p revalence V AT u nregistered b usinesses duet o
weak administration o f't he au thority t o force t hem and this urged t he go vernment’s du e
attention. Further, about 24.32%o0f federal taxpayers and 36.36% of regional taxpayers stated
that some traders fear of VAT registration for not losing their cu stomers as a p roblem for
taxpayer registration. T he d ominance o f V AT unregistered businesses, according to survey
respondents, resulted inu neven market co mpetitionan da losso f markets hare an d
profitability by registered businesses. Survey respondents identified w eaknesses in the t ax
administration and exclusion of businesses with annual turnover less than birr 500,000 as the

major causes of the prevailing competition problem.

As table 4.11 revealed the major reasons for some traders not to maintain records o f't heir
business o perations in acco rdance w ith t he laws a nd r egulations o fV AT was lack o f
knowledge o ft axpayers ab out record k eeping f or V. AT p urpose an dt he ab sence o f
professional and qualified employees for business enterprises w hich accounted 40.54% and
35.14% respectively. F urther, 54.54% ofregional t axpayers noted absence o f p rofessional
and qualified employees for business enterprises as the major reasons for some traders not to
maintain records of their business operations in accordance with the laws and regulations of
VAT. H owever, 18. 18% a nd 27. 27% oft hem s tated b oth t he a uthority do esn’t ¢ reate
awareness a bout b ooks an d r ecords m aintained for V AT p urpose an d t axpayers lack o f
knowledge o ft axpayers a bout r ecord ke eping for V AT pur pose respectively as the m ajor
reasons for some traders not to maintain records o f'their business operations in accordance

with the laws and regulations of VAT.

As indicated in table 4.12, the taxpayers’ responses revealed the major reasons for the use of
illegal in voice b y the t raders w ere t he co mpetition p roblem with u nregistered t ax p ayers
(18.91%) and the interest of customers to buy goods or services from unregistered enterprises
to get discount (40.54%). Besides, 54.54% and 27.27% of regional taxpayers pointed out the
interest of customers to buy goods or services from unregistered enterprises to get discount
and insufficient hu man p ower o ft he a uthority a s the major r easons for the use o f illegal
invoice by the traders. And hence, this reduced the amount of revenue co llected by the tax

authority and open a room for corruption.
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Countries have to decide how to control printing, issuing and the use o f invoices. False or
altered invoices are one of'the concerns in VAT administration. Several countries have dealt
with it through t he introduction o f'strict invoicing r egulations. Many o ft hem r equire t he
taxpayers to obtain tax administration authorization before printing invoices. Some countries
have introduced s ystems to register the print s hops t hat print invoices and require them to
inform tax authorities the taxpayer identification number and range ofthe invoice numbers

printed (Bird and Gendron, 2005).

According t o Y esegat ( 2008), t he problems in V AT invoices w ere d ifficulty o f g etting
invoices o n p urchases a nd d etails o f customers for t he p reparation o f's ales invoices, t he
problem o f's upplying w ithout i nvoices ( by g iving t he o ption o fb uying w ith o r without
invoices to customers) and using duplicated invoices. The optional issuance of VAT invoices
in some sectors reveals that invoices are being used as a negotiated tool between customers
and V AT r egistered b usinesses Yesegat ( 2008). T hat is, full V AT is ¢ hargeable if't he
customer n eeds invoices. S uch a p ractice can jeopardize t he u se o f invoices as r evenue
safeguarding t ool .In addition, t ax o fficials’ surveyr espondents indicatedt he lack o f
consistency in using invoices and also e mphasizes the need to design a strategy that can
encourage customer, including government institutions to ask for VAT invoices. Generally,
there appear to be varies factors contributing to the invoicing problems mentioned a bove.
These factors include lack o ftax administrators follow-up and control, lack o fa wareness

among the society and the prevalence of poverty.

Concerning t he r eporting pe riods for V AT filing a nd pa yment for taxpayers, 40. 54% o f
federal taxpayers’ and 36.36% ofregional taxpayers agreed and 21.62% of federal taxpayers
and 18.18% ofregional taxpayers strongly agreed for the statement that stated the reporting
period is s hort. Further the mean v alue of federal taxpayers which was 2.4 and the mean
value o fregional taxpayers i.e. 2.55 supported the statement the reporting period is s hort,
because the means were less than the average value of ratings (3). This is resulted a problem
especially for taxpayers conducting business at several locations since gathering documents
from d ifferent o ffices t akes t ime. F urther, t he s hortness o f't he r eporting p eriod cr eates

substantial pressure on employees and disrupts the normal operation of business.

As indicated in table 4. 14, 67.57% of federal taxpayers and 81.82% o fregional taxpayers,
noted that return filing could be done by going to tax offices in person. This is a problem for
taxpayers that reside in remote areas (where the ERCA and regional tax o ffice do not have

branch o ffices) and are forced to go to the nearby town where the tax authority has a branch
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office banks). Further, according to the results of the survey, about 72.97 of federal and 72.73
of regional taxpayers stated that the frequently used method of e ffecting payment to the tax

authority is using cash.

Taxpayers should file t heir r eturn and make t heir p ayments around the 1 5th o fthe month
following t he month/quarter w hen t he r elevant t ransactions t ook p lace a s p er C aribbean
region Legislation. In the Caribbean region return and payment form (unique form) should be
simple. I t s hould c ontaint he t axpayer name a nd identification number, t he t ax p eriod
(month/year) the amount of d omestic purchases, imports, domestic sales and e xports. Also,
the VAT paid on imports and do mestic purchases and the VAT charged on domestic sales
Santos (2002).

When a supplier is supplied with taxable goods and services by another supplier, the supplier
of those goods and services receives the input VAT to the supplier who received those goods
or services to other person (customers) VAT shall be included in the price charged for those
goods and services and the output VAT to the supplier. At the end ofthe VAT accounting
period, if output VAT exceeds input VAT, the difference is the amount of VAT payable to
the tax authority. On the other hand if input VAT exceeds o utput tax, the supplier may be
allowed to carry the credit forward and a refund is made after five months if input VAT still
exceeds o utput V AT. Allt hese informationare s hown ina formc alled V AT r eturn or

declaration.

VAT returnis aform filled bya V AT registered person and filled w ith t he t ax au thority,
ERCA, at t he en d eac h V AT acco unting p eriod s howing ift here is V AT p ayableo r
refundable. A ccording to ad ministrative procedures o f V AT proclamation, e very registered
person is required to file the VAT return with the tax authority for each accounting p eriod
whether orno t tax is p ayable inrespect o ft hat p eriod, not later t han t he last day ofthe
calendar month following the V AT acco unting period as stated in V AT p roclamation no

285/2002.

Examination of the survey responses for tax officials revealed that the audit selection criteria
by the audit committee. The selection criteria include credit declaration, nil VAT declaration,
non-filers, unusual VAT filing patterns and information obtained from third parties in the
ERCA. C ases selected b ased o nt he a bove mentioned cr iteria ar e s ubjected t o au dit.
Moreover, int hes urveyr esponses 48. 65% o f federal taxpayers’54.55% o fr egional

taxpayers’ ag reed a nd 1 8.92% of federal t axpayers strongly agreedt hat the cr iteria for
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selection of taxpayers for audit and auditing procedure lack clarity and transparency. Further,
the mean values of federal taxpayers’ (2.41) and regional taxpayers (2.73) were lower than
the average value o fratings (3) and thus, indicated lack o fclarity and transparency in the
criteria for selection oftaxpayers for audit and auditing procedure. But, 20% of tax officials
strongly disagreed and 50% disagreed about the lack of clarity and transparency in the criteria
for selection of taxpayers for audit and auditing procedure. Moreover the mean value oftax
officials’ responses (3.7) which was higher than the average of response ratings (3) indicated
that there was clarity and transparency in the criteria for selection of taxpayers for audit and
auditing procedure. . Further, in the survey responses of federal taxpayers 51.35% agreed and
27.03% strongly disagreed that the existing auditors, inspectors, prosecutors and other staff
members lack t he necessary skill and e xperience t o d etect an d h andle t ax o ffences by
taxpayers. In addition, 63.64% and 18.18% of regional taxpayers agreed and strongly agreed
for same statement. And hence, this resulted weak tax administration which intern affects the
amount ofrevenue collected by the authority. This was also supported by the means of 2.08
for federal and 2.09 for regional taxpayers which were lower than average of response rating
(3). This is due to low level of literacy, low and fragmented economy and poor taxpaying
culture. H owever, 7 0% o f't ax o fficials d isagreed ab out the ex isting au ditors, i nspectors,
prosecutors and o ther staff members lack the necessary skill and e xperience to detect and
handle tax o ffences by t axpayers. In addition the mean v alue o ftax o fficials r esponse w as
greater than t he average o fr esponse r atings ( 3.2>3). M oreover, int he survey o f federal
taxpayers, 37.84% and 27.03% of federal taxpayers agreed and strongly agreed that the audit
rate and number o faudit staff members are not sufficient for detecting and handling VAT
avoided and e vaded t axpayers and t heir mean value which was 2.32 was lower thant he
average rating (3). Further, 54.54% of regional taxpayers agreed and strongly agreed about
the existing auditors, inspectors, prosecutors and other staff members lack the necessary skill
and e xperience to detect and handle tax o ffences by taxpayers and their mean value which
was 2 .55 was lower than the average rating (3). But, about 10% and 40% o f'tax o fficials
disagreed strongly disagreed that the audit rate and number o f audit staff members are not

sufficient for detecting and handling VAT avoided and evaded taxpayers

Perhaps the safest statement that can be made about VAT administration in any DTE is that
auditing procedures should be modernized and strengthened (Bird and Gendron, 2005).

According to M cKerchar and Evan (2009) Audit and investigation can take many different

forms, ranging from low profile queries resulting inno further a ction t hrough to full s cale
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investigation resulting in prosecution for fraud. Too much auditing implies inefficiency and
harassment, w hereas t oo | ittle ca lls into q uestiont he en forcement ef forts o ft het ax

administration.

As E dmiston and Bird (2004), cited in Y esegat (2008), noted the only real solution to the
evasion problem is a good tax administration and, especially, a strong VAT audit program
needs among o ther things an ap propriate audit cases s election method (Jantscher, 1990) as
cited in Yesegat (2008), stated that the cross checking purchases and sales data by various
taxpayers would provide an effective tool for selecting V AT tax payers for audit and hence

improve audit result.

In examination o fthe survey responses with regard to taxpayers and tax o fficials in relation
to VAT penalty, 78.38% of federal taxpayers and 63.63% of regional taxpayers and 60% of
tax o fficials indicated that penalty on taxpayers was weak and lack consistency. The mean
values of federal taxpayers (2.03), for regional taxpayers 2.45 and tax officials (2.8) were also
below a verage value o fr esponse r atings a nd t hus, s howed t hat p enalty o n t axpayers w as

weak and lack consistency.

Further, about 56.77% of federal taxpayers, 54.54% o fregional taxpayers and 60% oftax
officials noted that the extent of penalties on tax payers were not that much high. The mean
values, 2.62 for federal taxpayers, 2.64 for regional taxpayers and 2.6 for tax officials which
are below average value of response ratings have also inferred that the extent of penalties on
taxpayers w ere no t that much high . Moreover, in the survey responses, 70.27% of federal
taxpayers, 54.54% regional taxpayers and 70% % o f'tax o fficials in dicated that the lack of
transparency and c larity in imposing the penalty on taxpayers by the authority. In addition,
the mean values of federal taxpayers (2.16), regional taxpayers (2.18) and tax officials (2.4)
were still below a verage a nd t hus, r evealed t hat the lack o f't ransparency a nd c larity in

imposing the penalty on taxpayers by the authority.

Generally, r espondents o f both s urveyr evealed t he importance o fe nhancing voluntary
compliance and focusing o nt axpayers’ e ducation a bout tax r ather t han p unishment for
defaults. Otherwise the strict penalty may have negative impact on the attitude of taxpayers
beyond its d eterrence e ffect. M oreover, the lack o fco nsistency andt ransparency in

administration imposing the penalty may open a room for corruption.

If someone is caught cheating on V AT, the tax ad ministration must first act quickly to stop

the p ractice, t hen impose c ivil p enalties ( including e. g. i ntercepting income flowst o
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delinquent taxpayers, seizing assets, and perhaps temporary business closures of the sort that
have proved e ffective in some L atin American c ountries) a s ap propriate, and, finally, and
only in especially serious cases proceed to the always lengthy and difficult level of criminal

prosecution (Bird and Gendron, 2005).

It is by no means clear that the public support needed to improve the administration of VAT
really e xists in many DTE. For example, the relatively few large formal-sector firms w ho
currently account for most of the revenues—while of course supportive of measures to extend
the weight o fthe tax to their r elatively ‘untaxed’ co mpetitors inthe informal s ector—are
understandably likely t o r eact ad versely t 0 an y measures t ighteningup t he s ystem as it

applies to them. (Bird and Gendron, 2005).

According to Ranker (2003), effective VAT administration can be achieved by applying the

following:
% Identify VAT liabilities based on existing tax legislation

% Asses VAT to determine if the VAT actually collected are smaller or larger than VAT
liabilities
% Collects, prosecutes and penalizes activities that impose sanction on VAT evaders and

ensures that the VAT penalties due from taxpayers are actually collected.

In examination o fthe survey responses both the tax o fficials and taxpayers were asked their
level of attitude towards tax officials’ (administrators’) qualification, necessary skill and their
position for providing adequate information up on taxpayers’ request. Therefore, 70% oftax
officials p ointed o ut that tax o fficials a nd o ther s taff members are co mpetent en ough t o
handle the duties assigned them. However, 67.28% of federal taxpayers, 63.63% of regional
taxpayer noted that tax officials are not qualified enough, lack necessary skills and are not in
a position to provide adequate information up on taxpayers’ request. The mean values of tax
officials (3.7), federal taxpayers (2.35) and regional taxpayers (2.55) have also assured the

above ideas.

As a result the authority is found weak in VAT administration which in turn leads to a loss of
government r evenue g ranted from V AT. M oreover, t he s urvey r esponses indicated t hat
78.38% of federal taxpayers, 63.63% ofregional taxpayers indicated that tax administration

tends to take very long time in handling tax audit and inspection.
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In addition, the c oncerns discussed so far, about 37.84% and 18.92% of fe deral taxpayers,
45.45% and 18.18% of regional taxpayers agreed and strongly agreed respectively that the
tax officials lack politeness and confidence in decisions which in turn leads for widening the
gap between taxpayers and tax officials and resulted in inability to solve cases immediately.
Further, 60% and 10% of o fficials’ a greed a nd s trongly agreed t hat thereisin general
shortage ofr esources an d infrastructural facilities t o en hance t ax law e nforcements. I n
addition, e xamination o ft he s urvey r espondents’ r esponses indicated t hat 4 3.24% an d
27.03% of federal taxpayers, 36.36% and 18.18% ofregional taxpayers agreed and strongly
agreed respectively that V AT en forcement, au diting and inspections ar e s lightly weak and

there is high probability of being undetected of business in engaged in act of evasion.

Moreover, about 30% and 40% of tax officials agreed and strongly agreed that the authority
provides appropriate incentives and awards t o the be st pe rforming t ax o fficials especially
those who have done the best in deterring non compliance. However, most of the respondents
expressed t hat t hey co nsider t he r ecently introduced r elatively high a mount of's alary
increment as a good compensation to their best performance. In addition, about 20% and 40%
of tax officials’ disagreed and strongly disagreed that the trainings provided to employees and
career development at different levels and in different departments are sufficient in promoting

the capacity of tax officials.

In E thiopian case, according to Tesfaye (2004), some business enterprises are complaining
about the rate difference between turnover taxes, 2%, and VAT rate 15%, though it is known
that turnover tax is an e qualizing rate with V AT. It is true that a 2% turnover tax isan
equalizing rate for VAT assuming V AT registrants have the ad vantages of getting credit for
input tax. But, i ft wo e nterprises pr ocure their i nputs from no n-VAT r egistrants a nd sa le
adding d ifferent tax rate of V AT and turnover tax, then t he t wo e nterprises are not e qual

footing in the market and hence a 2% turnover tax cannot be an equalizing rate for VAT.

In the survey o fresponses, 5 0% and 20% o ftax o fficials, 45.95% and 35.14% o f federal
taxpayers and 36. 36% a nd 27. 27% ofr egional t axpayers agreed a nd s trongly ag reed
respectively that the level of VAT rate is high and have made goods and services expensive
and resulted in non-compliance o f taxpayers which indicates ad ministrative weakness or tax
evasion. Accordingly, the existence of unregistered taxpayers is creating unfair co mpetition

and making registered taxpayers lose their market share and profitability.
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In E thiopia, V AT is also implemented p rimarily t o r aise g overnment r evenue since it is
abroad b ase t ax. T herefore, the d ata for five years w ere used t o an alyze V AT r evenue
performance in ERCA in Gondar branch and regional tax office. In line with this connection
this s ection t ries t o r eveal a bout the t rend inr evenue co llection fort he p eriod u nder
consideration (i.e. 2005/06-2009/10). For analysis purpose only VAT to tax ratio for Gondar
was used as it is difficult t o ca lculate e fficiency r atio and c -efficiency r atio. A nd hence,
efficiency ratio and c-efficiency ratio for Ethiopia is calculated. A nd co mpared w ith o ther

countries efficiency and c- efficiency ratios (Sub-Saharan African countries standard)

Ast he indicated int able 4 .24 above, t he m ajor p roblems in V AT a dministration w ere
consumers are not willing to buy goods and services with V AT based on federal taxpayers
response that accounted (43.24%), but (30%) of tax officials noted that the use of fraudulent
invoices and non issuance o f invoices as the most serious problem for VAT administration.
Moreover, 36.36% of regional taxpayers pointed out customers are not willing to buy goods
and s ervices w ith V AT as t he s erious p roblem in V AT a dministration. Therefore, t he
authority should d ue a ttention for s uchp roblemst o imp rove its V AT a dministration

functions.

In c onclusion, t he a nalysis so far attempted to show the major findings of this study in
relation to the revenue performance o f V AT, and ad ministrative problems pertaining to the
operationof V AT in Gondarc ity. T hene xtc hapterp resentsc onclusionsa nd

recommendations.
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Chapter Five: Conclusion and recommendation

This chapter tries to show the conclusions and recommendations. The chapter is organized
into two sections. Section 5.1 presents conclusions and section 5.2 presents

recommendations.
5.1 Conclusions

VAT is the major source of government revenue in most d eveloping countries. T hus, V AT
has a significant role in the revenue system of government of Ethiopia. To sustain its role for
the generation of revenue, it is important to ensure that the revenue generated by VAT system
should be efficient as possible. However, revenue generated by this tax system is not good as

expected due to weakness in the tax administration.

A good tax administration is vital in improving VAT revenue performance by minimizing the
cost of collection and through increasing the amount of revenue to be collected for the tax

authority, ERCA Gondar branch and regional tax office in Gondar.

Concerning t he a forementioned issues,t his project pa pere xamined V AT r evenue
performance in case o f ERCA in Gondar branch regional tax o ffice in Gondar. Besides, it
tries to identify VAT administration problems, particularly in key administrative tasks, faced
by t he authority. F urther, the project paper describes about the strength o fthe authority to
control non-compliant taxpayers and it also examined taxpayers’ and tax officials’ attitude on
VAT rate in market co mpetition. Finally, the project paper identified V AT administration

problems and possible solutions encountered by the authority.

The findings o fthe analyses suggested that VAT revenue performance in Ethiopia is low as
comparedt o the S ub-Saharan Africanc ountriesV AT r evenue p erformancea nd its
potentiality o fg enerating r evenue. A dditionally, t he r esult o ft he s tudy indicatest he
prevalence of weak VAT administration in the authority as a result of insufficient resources,

skilled and competent manpower.

Besides, the survey responses of both taxpayers and tax officials indicate that the VAT rate is

high and made goods and services expensive and results in non-compliance o f taxpayers. In
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line w ith t his, t he s urvey o utcome s hows t he ex istence o f market c ompetition between

registrants and non-registrants which leads to lose market share and profitability.

In addition, the survey respondents indicate that the tax authorities lack the necessary strength
in handling tax ad ministrative tasks. Hence, it is suggested that the authority should look at
the possibility of making sufficient resources available for the administration of VAT and it
could also upgrade the skill and co mpetency o ftax o fficials in order to handle tax related

offences in a better way.

Furthermore, the survey o fanalysis stated that the major problems o f VAT administration
such as , w eak t ax ad ministration, co mpetition b etween r egistrants an d non-registrants,
unwillingness o f ¢ onsumers t o buy go ods and s ervices w ith V AT, poo r tax e nforcement

capacity of the authorities.

Finally, in the survey respondents suggested the possible solutions for VAT administration
problems and hence the possible solutions were intensive awareness creations for taxpayers
giving training for existing ones, to make forced registration for potential taxpayers and take

legal measures on non-taxpayers.
5.2 Recommendations

Int he survey o pinions w ere forwarded by t he r espondents. F or i nstance, strengthening
administration capacity by skilled manpower and the required materials to encourage honest
traders by rewarding them and giving incentives and taxpayers should obey for the rules and

should also cooperate with the authorities’ operational activities.

It is also observed that from the data collected different o pinions have been forwarded. To
sustain the VAT system as a good means to raise government revenue, the authorities should

have to take the following measures:

v Itis suggested that there are many non-VAT taxpayers. Therefore, actions should be
taken to narrow the gap by conducting intensified awareness creations programs and

enforcement.

v Since VAT registrants have increased from year to year, the designed organizational
structure an d h uman r esource s hould be ad justed acco rdinglyto copup with t he
increased n umber o fV ATr egistrants. O therwise, it m ay bringu ndesirable

consequences to the VAT administration. In particular, manpower requirement should
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be g iven s pecial a ttention s ince t he t axpayers ar e ah ead o ft ime in searching for

shortcoming of tax administration.

It is believed that the existing threshold s hould come down to as low as possible to
allow all taxpayers to compete with equal ground. Here the taxpayers seem to be short
sighted; they only look at from one direction. However, ERCA and regional tax office

should teach the pros and cons of reducing the VAT threshold.

The tax authority and taxpayers should conduct continuous discussions about issues

of VAT.

The ERCA and regional tax o ffice s hould t each the business co mmunity about the

concept of VAT intensively.

To provide quality services the ERCA and regional t ax o ffice s hould increase t he

number of qualified employees.

ERCA a nd r egional t ax o ffice s hould t ake pr ompt m easures for n on-compliance
taxpayers and should i ncrease i ts f ollow-up, i nvestigate the compliance a nd n on-
compliance taxpayers so that the authority s hould encourage and reward the honest

traders and should take a legal action for non-compliance taxpayers.
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Appendix 1 Survey Instruments
Addis Ababa University
School of Business and Public Administration
Department of Accounting and Finance
MSc Program
Semi-Structured interview questions for tax officials

This project is entitled V AT revenue p erformance and a dministration p roblems in case o f
ERCA in G ondar. T he investigatori s B irhanu M esfin w ho is c urrentlya n M sc ( in

Accounting and Finance) student at Addis Ababa University.

The aim of this project is to assess VAT revenue performance and administration problems in
case 0 f E RCA in G ondar. T o s upplement the d ata obtained from E thiopian r evenue a nd
custom authority in Gondar town, the investigator seeks to gather relevant information from a
sample often tax officials (auditors, prosecutors, inspectors and others) by means of face to

face interview using semi structured questionnaire.

Participation in this project is completely voluntary, the interviews results will be recorded
anonymously and strict confidentiality will be maintained. I ndividual r esponses will not be

identified in the investigator’s Msc thesis.
For further information please contact Birhanu Mesfin by the following address.
Tel.: 0911 82 33 75
E-mail: mesfin.birr(@ yahoo.co
Instructions
» Put x mark in a box for all questions provided in each table.
» Brief explanation is needed for open ended questions.

» Semi structured interview has five parts
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Part one background

1. Your age

20-30

31-40

41-50

Above 50

2. Gender

Male

Female

3. What is your highest level of education

Below Diploma

Diploma
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Bachelor Degree

Masters or above

4. Name of your department

Assessment and follow-up

Auditing and inspection

Collection and reporting

Other, please specify

5. Your status or position in the organization?

Auditor

Assessor

Collector

Follow-up and reporter

Other, specify
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6. Howl ongha vey oub een workingi n the
organization?

less than five years 1
Five to ten years 2
Ten to fifteen years 3
More than fifteen years 4

Part Two

VAT registration and identification for tax payers

7. Are there tax payers that are required to register for

VAT but did not do so?

Yes 1

No 2

Ifyes, please explain why this is happening?

8. What are the approaches that the ERCA follows in increasing the awareness of tax

payers about the VAT registration process?
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Part Three

VAT Invoice, file, payment, audit and penalty for taxpayers

9. What ar e t he r easons for s ome t raders n ot to m aintain r ecords of't heir business

operations in accordance with the laws and regulations of VAT?

10. Do you think that the reporting period for VAT filling and payment is enough for tax

payers?

11. Would you s pecify a ny problems a nd ¢ omplications issues o n issueso fV AT

invoicing, filing and payment by the tax authority that needs improvement?

12. What are the criteria used by the authority for selection oftax is payers for audit and

audit procedure?
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13. Do you think the enforcement of penalty is strong, clear and

consistent in ERCA in Gondar?

Yes 1

No 2

If yes, please specify your reason?

14. Would you suggest any measures t hat s hould be taken to mitigate the problems

related to imposing and enforcement of penalties on VAT tax payers?

Part Four

VAT, related problems and possible solutions

15. What are the problems that hinder smooth administration of VAT?

VAT tax payers are less competitive in the market than non VAT tax payers 1
Consumers are not willing to buy goods and services with VAT 2
Poor tax enforcement capacity of the authority 3
Use of fraudulent invoices and non issuance of invoices 4
Other, please specify 5
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16. What are the alternative solutions to alleviate the identified problems?

Part Five

Attitude questions about VAT revenue performance and administration problems

Strongly | Disagree Do not Agree Strongly

Disagree know Agree

@) 4)
M 3) 5)

Item

L.VVAT Invoice, file, payment, audit and penalty

17.VAT r egistered b usiness e nterprise

collect tax with illegal invoice

18. E xistinga uditors, i nspectorsa nd
prosecutors ha ve t he necessary s kill a nd
experiencet od etectan dh andlet ax

offences by taxpayers.

19. T he existing audit rate and number o f
audit staff are sufficient for detecting VAT

avoided taxpayers.

20. The existing extent of penalties on

taxpayers are low
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21. T here isc larity a nd t ransparency in
imposing the penalty on tax payers by the

authority.

22. The p enalties imposed o n t axpayers

are unfair.

Il. Taxpayers attitude on VAT rate and

market competition

23. The level of VAT rate is high and has
made go ods a nd s ervices e xpensive a nd

results in non compliance of taxpayers.

24. T he e xistence o fu nr egistered t ax
payers is creating u nfair co mpetition a nd
making r egistered t axpayers’ losst heir

market share and profitability.

I1l. Strength of the tax authority to
control non complaint tax payers and

achieving its objective

25.A 1It axo fficialsa ndo thers taff
members are co mpetent enough to handle

the duties assigned them.
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26. Therei si n generals hortage of
resources an d infrastructural facilities t o

enhance tax law enforcement.

27. T he organization provides appropriate
incentivesa ndaw ardst o theb est
performing t ax o fficials specially t hose
who ha ve done the be stin deterring no n

compliance.

28. T raining pr ovided t o e mployees a nd
career development plan at different levels
and in different departments is sufficient in

promoting the capacity of tax officials.

30.Any further information
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Addis Ababa University
School of Business and Public Administration
Department of Accounting and Finance
MSc Program

Questionnaire for VAT registered tax payers.

This project is entitled V AT revenue p erformance a nd ad ministration p roblems in case o f
ERCA in G ondar. T he investigatori s B irhanu M esfin w ho is c urrentlya n M sc ( in

Accounting and Finance) student at Addis Ababa University.

The aim of this project is to assess VAT revenue performance and administration problems in
case 0 f E RCA in G ondar. T o s upplement the d ata obtained from E thiopian r evenue a nd
custom authority in Gondar town, the investigator seeks to gather relevant information from a

sample of fifty taxpayers by means of semi self administered structured questionnaire.

Participation in this project is completely voluntary, the questionnaire results will be recorded
anonymously and strict confidentiality will be maintained. I ndividual r esponses will not be

identified in the investigator’s Msc project paper.
For further information please contact Birhanu Mesfin by the following address.
Tel.: 0911 82 33 75

E-mail: mesfin.birr(@ yahoo.com

Instructions

» Put x mark in a box for all questions provided in each table.

» Brief explanation is needed for open ended questions.

» The questionnaire has six parts
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Part one back Ground

1. When did you start business?

2006/07-present

2003/04-2005/06

2000/01-2002/03

Before 2000/01

2. When was your business first registered for VAT?

2003/04-2004/05

2005/06-2006/07

2007/08-2008/09

2008/09 on wards

3. What is your main business activity?

Manufacturing

Construction, real estate and mining and quarrying

Agriculture, hunting and forestry

Trade

Professional service

Other, please specify
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4. Your business is?
A sole proprietorship (individual ownership) 1
A cooperative 2
A partnership 3
A private limited company 4
A share company 5
A state owned 6
Other, please specify 7

5. Please indicate r oughly the a verage annual turnover of your

business?

Birr. 100,000 or less 1
Birr. 100,001 - Birr. 500,000 2
Birr. 500,001 - Birr. 1000,000 3
Birr. 1000,001 - Birr. 10,000,000 4
Birr. 10,000,01 or more 5

Part Two

VAT registration and identification and its impact on tax payers

6. Why some eligible business enterprises whose annual turnover more than the thresh hold

have not yet registered for VAT.

Weak administration of the authority to force them for registration.
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Lack of formation for the authority about unregistered tax payers.

Business enterprises want to monopolize the market with least price

Some trades fear VAT registration for not loosing their customers.

Other, please specify

7 What are the possible solutions to reduce involuntary VAT registration on some traders?

The tax authority should create awareness to tax payers

The tax authority should improves quality of service providing for tax payers

Makes tax laws understandable, and communicate changes very well

Business enterprises who are eligible but not registered for VAT should obey for VAT rules

and regulations

Others, please specify

Part Three

VAT invoicing, filling and payment for tax payers

8 Why some VAT registered business enterprises collect the tax with illegal invoices?

They unable to complete with unregistered tax payers

Customers are interested to buy goods or services from non registered enterprise to get lower

price
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Insufficient manpower of the authority to control such activities.

The Competition problem with other organizations

To retain government tax for themselves illegally

Lack of knowledge

Others, please specify

9. What are the reasons for some traders not to maintain records of their business operations in

accordance with the laws and regulations of VAT?

Absence of professional and qualified employees for business enterprises

The authority doesn’t create awareness about books and records maintained for VAT purpose

for tax payers

Tax payers lack knowledge about books and records maintained for VAT purpose

Lack of knowledge of the owner of the business

others, please specify

10. How does your organization file a t imely tax return and how does it pay

tax?

By appearing at tax authority in person

By sending through post office

By sending through mail

Through electronic media like internet

Others, please specify
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11. The method of effecting payment to the tax authority is done by using

Cash 1
Cheque

2
Bank certified payment order 3
Others, please specify 4

12.Would you s pecify a ny pr oblems a nd c omplications on issues o f VAT invoice, VAT

filing and payment by the tax authority that needs improvement

Part Four

VAT auditing and penalties for tax payers

13 Most frequently o bserved Penalty for understatement /late payment and

other offences related to business profit tax (multiple answer is possible)

10% of understatement 1
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50% of understatement 2

Imprisonment 3
Fines of both money and imprisonment 4
I don’t know 5

Other please specify

14. If you want to suggest any measures that should be taken to mitigate the problems (if

any) related to imposing and enforcement of penalties, please state them below

15. What are the problems that hinder the smooth implementation of VAT?

VAT tax payers are less competition in the market than non VAT tax payers 1
Consumers are not willing to buy goods and services with VAT 2
Poor tax enforcement capacity of the authority 3
Use of fraudulent invoices and non issuance of invoices 4
Other please specify 5

16. What are the alternative solutions to alleviate the identified problems?
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Attitude questions on VAT revenue performance and administration problems for tax

Part Six

payers
Strongly Disagree Do not Agree | Strongly
ltem Disagree ?) know ) Agree
1
@ G) )

I. VAT invoice, |file, audit and penalty on

taxpayers

18.The reporting period for VAT filling and
payment is short

19.Thee xisting auditors,i nspectorsa nd
prosecutors lack necessary skill and experience

to detect and handle tax offenses by tax payers

20.The criteria for s election of t ax payers for

audit and auditing p rocedure | ack c larify a nd

21.The existing audit criteria are not sound

enough to identify tax payers that are engaged

22.In Ethiopia, enforcement of penalty is very

sxranlr and lanlr nancictanax

23.The extent of penalties on tax payers are not

24.There is lack of clarity and transparency in

imposing the penalty on tax payers

Il. Tax payer’s attitude towards VAT rate

and market competition

25. The level of the VAT rate is high and has

made goods and services expensive and results
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in non compliance of tax payers

26The existence of unregistered tax payers is
creating unfair competition and making
registered tax payers loss their market share and

profitability

27.1t should be worthwhile to consider the

possibility of reducing the thresh hold

I11. Strength of tax authority to control
noncompliant tax payers

28. Tax  officials (administrators) a ren ot
qualified enough, lack necessary skills and are
noti na p ositiont opr ovidea dequate

information up on tax payers request.

29.Tax administration tend to take very long

time in handling tax audit and inspection

30.Tax officials lack politeness and confidence

in decisions

31.VAT tax enforcement, tax auditing and
inspections are slightly weak and there is high
probability of being undetected of a business in

engaged in an act of evasion

32.1f you have any other comments related to VAT in Ethiopia please mention them here
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