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Abstract 

This study examines tax audit practice in Ethiopia (the case oj federal government), and 
investigates key problems in tax audit operation regarding the appropriateness oj audit 
type used, audit rate, aptness oj audit case selection method~ and audit examination 
techniques used, and the experience and capability oj audit staff resources. 

The study adopts mixed method approach in order to achieve the research objectiv"s 
and to answer research questions. Specifically, the techniques used in the study include 
survey with tax auditors and investigators, in-depth interviews with tax officials and 
taxpayers, and documentary analysis. 

With these research l1lethod~, the results oj the study reveal that tax audit program 
remains undeveloped with slight range oj tax audit activities peljormed targeting al'lly 
specific risks. The tax audit program is a toddler tool in improving voluntary 
compliance and increasingJuture revenue peljorllJance through educating and helping 
taxpayers to understand their tax obligations. The study also shows low audit coverage, 
the absence oj compliance risk-based alldit case selection strategy, scarcity oj alldit 
resources, tax auditors in particular, and absence oj projicient and experienced teLr 
auditors. In the end, the study Jonvards the possible measures to be taken by the 
Ethiopian Revenue and Customs Authority to mitigate problems in tar audit operatioll. 
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Chapter I-Introduction 

Taxation may not sound exciting, but it is central to the development of nations. 
Currently, taxation has become part and parcel of all economic activities although it 
fails to meet its intended objectives in numerous developing countries. Developing 
countries are in difficulty to collect taxes efficiently, because of many serious problems 
they face as to tax design and administration. They are also in trouble to provide basic 
social serv ices from taxation (Damme et a!. 2008). To reap the proceeds from taxation, 
developing countries should give great attention to the policy and administration of 
taxation. Good tax system, apart from generating revenue, minimizes distortion of 
resource allocation and simplifies its administration (World Trade Organization 2003). 

Tax administration is a complex and dynamic responsibility. On a regular basis, leaders 
are faced with new issues, conflicting priorities, taxpayer compliance and emerging 
commitments (Thomson 2008). As Berhan and Jenkins (2005) noted, governments of 
developing countries are eager to create modern tax systems although saddled with 
weak tax administrations, and sometimes have experimented with tax administration 
mechanisms that inflict higher compliance costs on the private sector. 

In order to make the multipart tax system relatively successful, it should be approached 
strategica ll y and realistically in order to maximize taxpayer participation, create an 
efficient filing and audit administration, and encourage private sector growth. Tax 
involves every aspects of income generating activities and consumption items, and 
requires not only' administrative capacity of revenue authority but also the involvement 
of private sectors through proper accounting and reporting (Tadros 2009). 

However, the task of creating a well educated and highly compliant taxpay ing citizen 
supported by an efficient and responsive set of tax administration requires considerable 
resources and time (Highfield and Baer 2000). Despite the fact that people need to pay 
taxes based on grounds of vertical and horizontal equities, it is not always the case that 
tax systems are graspable and transparent for taxpayers especially for less literate 
business operators. Since the business owners do not have simplified access to and 
elucidation on in format ion of the tax laws, they lack awareness on tax rules and 
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Chapter I-Introduction 

regulations. Later this lack of understanding shocks the practicabi lity of the tax 
regulations (ECC 2005). 

Furthermore, any tax in a tax system is vulnerable for evasion and fraud, which has 
become the concern of many countries. For instance, Carousel Fraud and credit and/o r 
refund abuse in European Union (EU) member countries (Keen and Smith 2007) and 
abuse of tax credit in Bulgaria (Pashev 2006) and the offence of non-issuance of value 
added tax (VAT) invoices in Ethiopia (Alemu and Deresse 2009) can be mentioned. 

Tax fraud is an intentional reduction of the tax liability stemming from rea l 
transactions. As Baurer (2005) noted, it is a deliberate misrepresenting or concealing 
the true state of their affairs to the tax authorities to reduce their tax liability. It typical ly 
includes underreporting profits and turnover, overstating deductions, underreporting 
employee wages, failure to register or file tax declarations, hiding of taxable receipts 
coming from the production and distribution of real products and services, overvaluing 
of VAT spent on in puts and abuse of tax return through fi ctitious transactions and 
trades. 

Thus, tax audit is needed to increase tax revenue and taxpayer compliance. Tax aud it is 
a detailed exploration into the activit ies of a taxpayer to determine whether helshe has 
been correctly declaring the tax liab ilities (OECD 2006a). The inspection of the 
taxpayers' activities indirectly drives voluntary tax compliance, and directly generates 
additiona l tax revenue collect ions. As a result, both (compliance by the taxpayers and 
the additional tax revenue collected) help tax agencies to reduce the tax gap between the 
amount due and collecied (Barreca and Ramachandran 2004). 

However, in many countries (especially develop ing and transitional countries), audit 
performance is reported as a weak aspect of tax administration, irrespecti ve of whether 
other aspects are working well (Ebrill et al. 200 I). Several deve loping countries do not 
yet have effective audit programs due to; insufficient numbers of the required highly 
skilled and appropriately paid audit practitioners, absence of a sound institutional audit 
practice, illega l cooperation between taxpayers and aud itors, lack of clear poli tica l 
support for the tax administration, and the deficiency of an appropriate legal ami 
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Chapter I-Introduction 

judicial environment. Additionally, these countries have a tendency to offset weak tax 
audit by adopt ing complex procedures, such as increased filing requirements and 
mass ive cross-checking. This, in turn, might result administrative difficulties and 
increase the compliance cost of taxpayers (Hellenrstein 2005). 

On the other hand, audit is not a very welcome procedure for both the taxpayers and the 
economy. Conducting audits involves costs to the tax department as well as to the 
taxpayer .Tax administration agencies should, therefore, use their scant resources very 
judiciously to ach ieve maximal taxpayer compliance, and minimal intrusion and costs. 
Among others, having effective tax audit program is a key success factor for cost 
minim ization and detection of tax evasion and fraud as well as proactively preventing 
tax fraud s (Gupta and Nagadevara undated). 

The objective of this thesis is, therefore, to review and exam ine the tax audit practice of 
Eth iopia, the case of the federal government, with respect to the type of audit performed 
and its aptness, case selection methods used, audit techniques applied, the frequency of 
audit performed, and education level and experience of auditors. 

The remai ning di scussion in this chapter is structured in eight sections. The first section 
deals with the background of the study. The statement of the problem that mot ivates the 
researcher to conduct this study is the second section. Thirdly, the general objecti ves oJ' 
the study stated followed by research questions in section four. Subsequently, the fifth 
section deals with methods adopted while the sixth section presents the signi ficance of 
the study. The seventh and eighth sections deal with the scope and limitations, and 
structure of the study. 

1.1. Background 

The government of Ethiopia has several options to finance its public expenditures and 
pursue its fiscal policy. These options include imposing of taxes on businesses and 
persons, and non-tax revenues such as service fees, money prints, loans (both domestic 
and foreign institutions), property and investment income, privatization of public 
enterprises, and domestic and foreign grants. 
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Chapter I-Introduction 

Among others, tax along with customs collections is an important source of revenue lor 

every government, and is a heart to a country's well being (Oamme et al. 2008). In 

Ethiopia, however, total tax revenue performance has been relatively poor that accounts 

an average of 10.9 percent of gross domestic product (OOP) during 1990-94 and 12.9 

percent ofOOP during 2000-06 (McKinley and Kyrili 2009). 

The proper amount of tax must be collected on a timely manner for successfu ll y 

improving and maintaining steady economic progress of a nation. To do thi s, the 

enforcement powers of the tax administration, including tax audit, must be applied 

judiciously and in an evenhanded fashion (Saurer 2005). 

A tax audit is an examination of whether a taxpayer has correctly reported its tax 

liability and fu llill cd other obligations. It is often more detailed and extensive than other 

types of examination such as general desk checks, compliance visits or docum ent 

matching programs (OECO 2006a). As Biber (20 I 0) noted, the role of an audit program 

in a modern tax administration must extend beyond merely verifying a taxpayers' 

reported ob ligations and detect ion of discrepancies between a taxpayers' declaration 

and supporting documentation. 

Tax audit may increase tax revenue 111 two ways: directly through assessment of 

additional taxes, and indirectly by improving taxpayer compliance with the tax laws and 

regulations (Barreca and Ramachandran 2004). 

1.2. Statcment of the problcms 

Obviously, a properly designed and administered taxation system is very vital in 

generating revenue as well as increasing the tax base to the government of deve loped, 

developing, and transitional economies. As Bird (2008) noted, it is unquestionable to 

ensure that the revenue collected from tax should be raised in eflicient and effective 

manner although it is difficult without fear or favor in countries that are politicn ll y 

fragile . 

However, the tax base of developing countries adversely affected by adm inistrati on 

problems including poorly conceived tax po licies and lack of certainty regarding future 
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policy changes. In addition, tax administrations can also create problems for the tax 
payers as they im pose onerous reporting and record keep ing requ irements, perform 
excessive inspections and audits, fa il to deal with their corrupt employees, and failure to 
provide transparency in the operations of tax administration (Baurer 2005). 

In reality, under · inadequate tax ;dministration including insufficicnt and ineffeci ive 
audit program, the potentia l amount of tax revenue in developing and transitional 
countries has not been collected in an efficient and equitable manner (Edmiston und 
Bird 2004). It is unmoving under a number of challenges regarding to its operation and 
adm inistration that are not yet resolved. Further, weak tax ad min istrat ion may make the 
tax system unfair in that honest taxpayers would bear heavier and disproportional 
burden. It, in turn, may have im pact on the effi ciency of tax operation, and also may 
encourage businesses to work in the illegal economy. 

In Ethiopia, taxation has been used for the purpose of rais ing as much revenue as 
possible to meet the ever-expanding public expenditure needs of the government. It is 
also a mechanism for reduction of inequali ties in income distribut ion, promotion of 
capital investment and trade, encouraging andlor discourag ing certain induSlric> 
depending on how suitable for co untry's econom ic development program. 

However, it is not often the case to collect the potential tax revenue in the country due 
to lack of awareness of taxpayers as well as paucity of tax agencies' cooperation with 
the business community. Tax systems are usually elaborated without proper discussion 
with the business community. In addition, the business owners do not have easy access 
to and clarification on information of the tax laws. The tax agencies do not also provide 
advising services. As a result, taxpayers misinterpret tax rules and regulations. 
Moreover, they lack awareness regarding the tax type to be imposed on their doings, 
purpose and operation of desk audit, goods and services exempted from tax, negative 
upshot of contraband trade, and reporting and fi ling requirements of the tax law. 

Furthermore, total tax revenue performance has been relat ively poor that accounts an 
average of 10.9 percent of GOP during 1990-94 and 12.9 percent of GOP during 2000-
06 (McKinley and Kyri li 2009). Eth iopia still mobilizes not more than 14 percent of 
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GOP in tax revenues. This may be as a result of evasion or fraud by the taxpayers which 
includes; underreporting profits and turnover, underreporting employee wages, fail ure 
to register or file tax declarations, dearth of willingness to operate in accordance with 
tax laws, non-issuance of VAT invoices for buyers, and barter arrangements hidden 
from tax authorities. For instance, .according to Alemu and Deresse (2009), more tha n 
forty businesses (shops) at Addis Ababa, mainly in Merkato and Piazza areas, have 
been shut down after the intell igence officers of Ethiopian Revenue and Customs 
Authority (ERCA) allegedly caught them red-handed violating the Ethiopian VAT law. 
The offence was non-issuance of VAT invoices for the buyer in a belief that inclusion 
of VAT in the price would push the buyers to go away. At this time, over one hundred 
individuals who were operating in those businesses were arrested. 

To mitigate such and so fraud problems, therefore, a successful aud it program should be 
implemented which is capable to investigate, detect and prevent loss of tax revenue. To 
the greatest possib le extent, tax systems should be supported by clear and 
straightforward laws and procedures that facilitate revenue collection, develop 
taxpayers' awareness, and minimize taxpayers' effort and compliance costs. The 
administration should be provided with appropriate enforcement tools, including 
conduct of effective audit. 

Hence, to create an effective and fair tax system, it is vital to address the administration 
problems tha!affect it. However, this study is limited to the issues regarding tax audit. 

1.3. Objective of the study 

The intent of this study is to investigate tax audit operation by the case of the federal 
government in Ethiopian tax system. Thus, the study accomplished the fo ll owing broad 
objectives in line with the problems stated in the preceding sect ion: 

» Invest igat ing the performance of tax audit program by ERCA III the fcd~ral 
government of Ethiopia, and 

» Identifying the main problems of the tax audit program performed that affects 
tax revenue collection and taxpayers' voluntary compliance in the federal 
government of Eth iopian tax system. 
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1.4. Research questions 

In line with these broad objective, the researcher developed one central question and six 
specific research questions. 

Central question: How is the tax audii practice in Ethiopia in respect of the type of 
audit performed and its ;uitability, appropriate case selection methods used, 
audit techniques applied, the frequency or rate of audit performed, and tlie 
experience and quality of audit staff resources? 

Based on this central question, the following six speci fic research quest ions (RQ) are 
stated: 

RQI. Does ERCA perform appropriate range of tax audit types targeting 
noncompliant taxpayers? 

RQ2. Does ERCA have adequate tax audit resources, tax audit staff in particular, in 
relation to international standards? 

RQ3. What is the degree of the frequency and/or rate of tax audit pelformed? 
RQ4. Does audit case selection methods and audit techniques used appropriate? 
RQ5. What looks like the experience and capability of auditors participated in audit 

practices as required by international standards? 

RQ6. What are the main weakness and strengths of the tax audit program performed 
as compared to international standards? 

1.5. Methods adopted 

The study adopted mixed research design in order to achieve the stated research 
objective and to answer research questions. Specifically, the study used quantitati ve 
survey and qualitative in-depth interview and documentary analysis. The survey was 
conducted with tax auditors and investigators while the in-depth interviews were 
conducted with tax officials in ERCA and taxpayers. In addition, documentary ana lys is 
was made using annual reports of ERCA, tax audit policies, and other documents that 
were relevant for the conduct of the study. 
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1.6. Significance of the Study 

The primary use of this research is to the ERCA. The authority might be able to see its 
level and performance of tax aud it activities, and learn some lessons and build some 
corrective measures for the weaknesses based on recommendations to be forwarded. 
Further, the study has paramount use for different stakeholders who are interested for 
such as government agencies and business assoc iations. 

Finally, the study might have inva luable importance for future researchers who need to 
conduct a study in this and related fields. 

1. 7. Scope and Limitations of the Study 

The study focused on the audit part of tax administration of Ethiopia in the case of th e 
fede ral government excluding regional governments due to time and resource 
constraints. The study has examined tax audit practice, and focused on the type of tax 
audit performed, the effectiveness of audit program in terms of im prov ing volun tary 
compl iance and tax revenue performance, audit coverage achi eved, audit case selection 
methods used, examination techniques applied, and availabi lity of audit resources, 
proficient and experienced tax auditors in particu lar. 

Th us, the study is not without limitat ions. The major limitation is absence of 
incorporating the aud it practice of regional governments. In add ition, the study has not 
incorporated some aspects of tax audit program. Specifically, the study has not 
examined the issues such as formal statements of taxpayers ' rights and obligations in 
the audit context, audit outcome measures, and use of indirect methods to verity income 
of taxpayers. 

1.8. Structure of the Study 

The fina l report of this study is presented in five chapters. The first chapte r dea ls with 
introduction including background of the study, statement of the problems, objecti ves 
of the study, research questi ons, methods adopted, significance of the study, and scope 
and limitation of the study. The related literature have been reviewed and presented in 
the second chapter. In the third chapter, the research design including the methodo logy 
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Chapter I-Introduction 

adopted and techniques used in data collection and analysis is offe red. Subsequently, 
the fo urth chapter discusses the results and analysis of the findings of the study. Finally, 
the fifth chapter presents the conclusions and recommendations based on findings. 
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Chapter 2 - Literature review 

In the previous chapter, the mai n problems and objectives to be add ressed in the study 
have been stated. This chapter presents the review of related literature. 

The chapter is orga nized in three sections. The first section rev iews theoretical studies 
on tax audit in a tax administration system while the second section presents the 
empirica l evidence on tax audits and related issues. The final secti on provi des 
concluding remarks on the rev iew of the literature and identifies the knowledge ga p that 
has been addressed in the study. 

2.1. Theoretical studies 

A tax audit is an examination of whether a taxpayer has correctly reported its tax 
liability and fulfill ed other obl igations. It is often more detailed and extensive than other 
types of examination such as general desk checks, compliance visits or document 
matching programs (OEeD 2006a). As Biber (20 I 0) noted, the role of an audit progra m 
in a modern tax administration must extend beyond merely verifying a taxpaye r's 
reported ob li gations and detection of discrepancies between a taxpayer's declaration 
and supporting documentation. 

Most taxpayers report their tax liabilities more accurately if they believe that the tax 
administration has the capacity to detect any unreported liabili ties and that heavy 
penalty may be app li ed when they are detected (Biber 20 I 0). Thus, tax audit results in 
increased tax revenue in two ways: (I) directly through assessment of add itional taxes; 
and (2) indirectly by di scouraging underreport ing of liabilities by all taxpaye rs. Further. 
Barreca and Ramachandran (2004) noted that the purpose of tax audit is to check the 
evasion of tax and ensure compliance in accordance with the laws and regulations. 

The subsequent subsections discuss thoroughly about tax audit in a tax ad ministration 
system that inc ludes characteristics of effective audit program, types of tax audit ( 0 be 
performed, audit case selection methods, examination techniques to be applied for tax 
audit, and characieristics and required capabilities of effective tax aud itors. 
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Chapter 2 - Literature review 

2.1.1. Types of tax audit 

Tax audits can vary in their scope and the level of intensity to which they are 
performed. The nature of audits conducted should reflect the ri sks to be add ressed and 
desired aud it coverage of the taxpayer population. Too many narrowly focused spot 
(issue) audit provides a high level of audit coverage but at the expense of audit quality, 
tax revenue, and missed opportun ities to properly detect taxpayers' noncompliance. On 
the other hand, aud it activities with an excessive number of in-depth examinations 
reduce the numbers of audits that might be conducted, possibly leading also to less 
overa ll deterrent effect (OECD 2006a). 

Therefore, it is inappropriate to carry out all audits on the basis of comprehensive 
examination of documentation across all tax obligations and all pcriods that cou ld be 
open for amendment. Such approach waste resources targeting compliant taxpayers and 
limit the number of audits that can be undertaken. Therefore, revenue bodies should aim 
to achieve a balanced program of audits that considers audit coverage, audit quality, and 
overall deterrent considerations (Biber 20 I 0). 

As Tait (1988) indicated, there are two main types of VAT audit: field audit and office 
aud it. A field audit, which is conducted at the taxpayer's place of business, involves 
third party contacts with suppliers or other government entities to obtain information to 
validate the accuracy of books and records. However, office audit is generally limited to 
the checking of returns for arithmetica l correctness and genera l conformity with legal 
requirements. It includes the verifications of exemptions, claims for cred it, and 
checking for self-consumption. 

As Ebrill et al. (200 I), Grandco las (2005), Harrison and Krelove (2005), OECD 
(2006a) and Biber (20 I 0) noted, tax audit program in a function based adm inistratioll 
includes desk aud it or verification, field audit, registration check, advisory audit, record 
keeping audit, refund audit, issue-oriented audit, comprehensive or full audit and fraud 
investigation. The following briefly reviews these tax audit types. 

Desk audit or verification: This type of audit usually carried out annually and 
primarily based on: (I) a review of income tax and VAT returns, or basic ratios 
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comparing with previous periods or other taxpayers in similar industries, and (2) the 
crosschecking of information included in the taxpayer files. It involves basic checks 
conducted at the tax office when the auditor is confident that all necessary informat ion 
can be ascertained through in-office examinat ion. Information technology (IT) systems 
should provide strong support for these verifications. 

Field Audit: It is a detailed examination of taxpayers' books and records to determi ne 
whether the correct amounts were reported on the tax returns. The aud itor may also 
obtain information from other sources such as banks, cred itors and suppliers, to confil'lll 
items on returns. A field audit usually includes one or more of the following taxes: 
income, franchise, sa les and use, withholding, and excise taxes. The aud it is conducted 
at taxpayers' place of business, home, or at the office of their accountant, attorney, or 
other person who may represent them. The auditor tries to select the place that is most 
appropriate under the circumstances and most convenient for them. 

Registration check: This takes the form of unannounced visits to taxpayer's pl'emisL's 
for new enterprises (mainly small and medium sized) to detect businesses operating 
outside the tax system. As Ebrill et al. (200 I) stated, during this visit, the tax officer 
ensures that the taxpayer: (1) has a basic understanding of their obligations; (2) keeps 
appropriate records (book keeping review should be mandatory in case of voluntary 
compliance when the turnover of the taxpayer is below the registration threshold); and 
(3) issues proper invoices when required by law. This type of visit is a quick check on 
businesses to establish that they are correctly registered. It should not take more than 
half a day. 

Advisory audits: It involves the auditor's visit to newly established businesses. They 
advise them regarding tax types, filing of returns, payment of amounts due, record 
keeping to be maintained, refund claims, risk of audit and sanctions of noncompliance. 
These visits are very appropriate when introducing new tax laws. 

Record keeping audit: It is unannounced visits to the taxpayers' business premises to 
check whether the appropriate records are kept and V AT invoices are issued. The visit 
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points out the obligations of the taxpayer regarding the keeping of records and followed 

up with penalties if the taxpayer continues to disregard record keeping requirements. 

Refund audit: A pre-refund audit should be undertaken to ve rify the taxpayer's 

entitlement to a refund prior to processing a first refund claim particularly for new 

regi strants. It is also carried out where the refund claim varies significantly from 

established patterns and trends. Audits of further claims should be carried Oll t 

selectively. Refund audit should focus only on the period covered by the claim. 

Issue-oriented audit: It should be directed at verifying items for which errors have 

been detected in the returns (atypical ratios, gross revenues, comparison of gross salcs 

to imports). It should focus on a single tax type and covers no more than one or two 

reporting periods. Single-issue audits are confined to one item of potential 

noncompliance that may be apparent from examination of a taxpayer's return. Given 

their narrow scope, single-issue audits typically take less time to conduct and can be 

used to review large numbers of taxpayers involved in similar schemes to conceal 

noncompliance. 

Comprehensive or full audit: All cases where serious underreporti ng or evasion has 

been detected under any of other audits shou ld be forwarded to a unit responsible for 

undertaking comprehensive audits of all tax liabilities. It typically entail> d 

comprehensive examination of all information relevant to the calculation of a 

taxpayer's tax liability for a given period. This audit may cover all tax obligations over 

a number of tax periods, or extended to several years up to the limit provided for in the 

law. The objective is to determine the correct tax liability for a tax return as a whole. As 

this audit is usually time consuming and costly to undertake, it should only be applied 

to those taxpayers if there is an indication of under reporting that may impact across 

taxes. It requires considerable resources and reduces the rate coverage of taxpayers that 

could otherwise be achieved by a more varied mix of audit types. 

Fraud investigation: It is criminal investigation that arises where the most serious 

cases of noncompliance that have criminal implication- fraud, evasion, and crim inal 

activity- are detected. Such investigation requires special ski ll including meeting 
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evidentiary requirements, seizure of evidences or records, testimony from key witnesses and preparing briefs for courts. Hence, it should be undertaken in accorda nce with criminal procedure laws. As OECD (2004a) stated, tax authorities should maintain a dedicated organizational unit respo.nsible for the handling of serious cases of tax fraud or evasion. 

2.1.2. The effective tax audit program 
Tax audit is one of the longest standing and accepted compliance strategies in tax adm inistration. The tax audit program provides visibility to the compliance and 
enforcement arm of the tax administration (Thomson 2008). The auditing and spot­
checking of records, coupled with a system of adequate penalties for detected cases of fraud , is the un iversal method for tax control and the prevention of tax evasion. Tax evasion can be brought to light only by a means of an effective audit program (Tait 1988). Tax audit also helps tax agencies to achieve revenue objectives that ensure the fisca l health of the country and individual states. It derives voluntary compliance and generates additional tax collections, both of which help tax agencies to reduce the tax gap between the taxes due and the amount collected (Barreca and Ramachandran 2004). 

Furtherm ore, a we ll structured tax audit program can provide valuable support in gathering information on the health of the tax system (including patterns of taxpayers' compliance behav ior), educating taxpayers (improving future compliance), and identifying areas of the tax law that require clarification or addressing deficiencies in the law (OECD 2006a). Accurate and timely self-assessment and compliance with tax 
by taxpayers is achieved only through highly visible and effective audit programs. including the consistent application of strong sanctions where noncompliance is encountered. Taxpayers must feel that there is a good chance that unreported liabilit ies and other forms of non-compliance have been detected during an audit (Biber 20 I 0). 

When an audit program is ineffective, it may result in the deterioration of tax compl iance and a loss of credib ility of the tax administration. Taxpayers may not be deterred from minimizing their tax liabilities if they believe that there is a little chance of being audited (Ebrill et aI: 2001). Ebri ll et al. (2001) noted that there are several 
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reasons for ineffective audit programs that are evident in varying degrees in several 
countries. First, aud it typically requires higher level of skill s than those needed for most 
other tax ad mini stration tasks, and such skills are sometimes in short supply. Second, 
the possibility or co ll usion between taxpayers and tax oflic ials is sign ificant during an 
audit. Moreover, auditor's errors may damage business activity that makes governments 
reluctant to support comprehensive audit programs. 

The development of an effective tax audit program typically addresses coverage 
(percentage of taxpayers to be audited), selection of audit cases, methods (types of 
audits to be performed, duration of audit, approaches taken by auditors), staffing and 
training (staff resources needed to implement the audit program and the trai ning 
provided for them), and monitoring activities (Ebrill et al. 200 I). 

A good audit program employs strategies to optimize both the direct and the detel'l'c nt 
effects of audits. The first can be achieved by audit ing a higher percentage of the large 
taxpayers (B iber 2010). Although the frequency of audit is a contentious issue, the 
judgment is always a delicate balance between the treat of audit to check the temptation 
to evade and the cost. Where the tax system is fairly well established, aud its of 15 
percent to 20 percent of registered traders a year are sufficient. However, it is not only 
the crude number of audits that is the most usefu l measure of need (Tait 1988) . In the 
case of VAT, Ebrill et al. (2001) stated that effective VAT audit program should cover 
a 25 to 30 percent of the taxpayers each year. In addition, V AT audit need to be close ly 
coordinated with other tax liabilities especially income tax. Since most countries have 
integrated VAT and income tax administrations, the development of an effective VAT 
audit program significantly improves income tax compliance. 

The deterrent effect is best achieved by extending the program to as many taxpayers as 
possible at a ll levels (Tait 1988). Through adequate audit strategy, tax administrations 
must foster, and not simply enforce, tax compliance. Tax compliance can be facilitated 
through improving services to taxpayers by prov id ing them with c lear instructions. 
understandable forms, and assistance and information as necessary. Monitoring 
compliance requires information systems as well as appropriate procedures to detect 
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non-compliance (EC 2006). Voluntary compliance is generally enhanced by increasing 
the number of taxpayers audited than by auditing fewer taxpayers with large tax 
potential. Perversely, revenue is increased by concentrating on those taxpayers whcre a 
large amount of revenue is at risk. But there should be a careful planning when there is 
a widespread belief that most tax returns are underreported, otherwise there may be an 
over selection of returns for audit, with the result that the inventory of work in process 
may increase to unmanageable proportions and make an orderly approach to an annual 
audit work plan impossible (Tait 1988). 

Thus, the actual number of aud its planned should depend on the audit resources 
available to the program. The international standards as to the total staff assigned to 
aud it should be close to 40 percent of the total staff of the tax adm inistrations (Biber 
2010). Further, audit capacities of field offices are determined by calculating the 
number of returns that can be audited. The calculation made using estimates of the 
number of returns each tax auditor can reasonably be expected to complete during a 
given audit period. There should be an over selection of 25 percent to 30 percent of 
audit capacity (Tail 1988). 

With proper audit planning, strong supervision, and effective use of the review staff as a 
training vehicle, it is not unreasonable to expect an office auditor to complete an 
average of 10 to 20 cases a month, and for a field auditor (exclusive of auditors dealing 
with contro lled cases) to complete an average of 4 to 6 cases a month. Allocation of 
about 200 cases a year should be reasonable for experienced junior auditors, who 
should be eligible for advancement to senior auditor after four years of satisfactory 
service in that grade (Tait 1988). 

Therefore, plann ing an adequate audit strategy is a key success factor in post-fraud 
detection (where audits are intended to detect tax evasion and fraudulent claims) as well 
as proactively preventing tax frauds and evasions (Gupta and Nagadevara undated ). 
Biber (20 I 0) noted that effective planning is required to ensure that the aud it program is 
adequately developed to: (I) focus on and address the most significant risks; (2) target 
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noncompliant taxpayers and not harass compliant taxpayers; (3) make optimal use of limited resources, and (4) influence compliance across the broader taxpayer communi ty. 

As Hellenrstein (2005) and, Harrison and Krelove (2005) noted, the most effective VAT aud it programs are those developed within an overall ri sk-management framework, and marked by the fo llowing design features and principles: 
~ A broad coverage of taxpayer groups (by size and sector) and compliance 

issues; 

~ Audit resources spread across all elements of the program. This ensures that a 
disproportionate share is not absorbed in verifying refund claims prior to 
payment; 

~ Pre-refund audits limited to only high-risk cases. Lower-ri sk claims are 
su bjected to se lective post-refund audits; 

~ V AT audits that are primarily short and lim ited to one or two tax periods; 
~ Aud its of accounting systems rather than ind ividual transaction checking, 

especially with large taxpayers; 
~ V AT audit program should have close coordi nation with audit programs of other 

taxes, particularly income tax; 
~ Consistent application of appropriate penalties for noncompliance; and 
~ Investigation of cases involving serious fraud with a view to prosecution under 

the criminal code. 

According to OECD (2006a), aud it plan provides a path to follow to ensure that the audit is performed effectively and effi ciently. However, it should not be treated as set in stone once created. Case planning must be a flexible tool and the original audit plan should be reviewed and updated regularly during the course of the audit. Thus, characterist ics of effective audit plans are: 
~ Flex ibility to allow for unusual audit issues, adequacy of internal contro ls and 

the adequacy of books and records; 
~ Alignment with any quality assurance framework; and 
~ A clear focus, with potent ial areas of concern noted during the preliminary 

review and aud it procedures selected that can address the concerns identified. 
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2.1.3. Audit case selection methods 
The primary goa l of revenue authorities is to manage and improve overall compliance with the tax laws, and in the process sustain confidence in the tax system and its admin istration. Tax audit is a sole treatment for compliance risk avai lable to administrations that all ows exercising effective sanctions (imprisonment and penalties and/or interest). It acts as a public sanction making the extent of the administration' s enforcement powers visible within the community and encouraging others to comply. Compliance risk is the failure to comply with the tax law by taxpayers whether due to their ignorance, carelessness, recklessness, deliberate evasion, or wcaknesses in tax administration itself, and have been addressed only by enforcement through an audit­

based approach (OECD 2004a). 

However, tax adm inistrations do not have sufficient resources to perform thorough on­site audits of the activities of all taxpayers or comprehensive crosschecking of all invoices or transactions. Tax administration, with limited resourccs and rclatively large numbers of taxpayers to adm inister (especially in the small and medium enterpri ses). must design the audit program to deploy audi t resources in a ri sk-based way with a view to achieve the most possible compliance and revenue objective (Thomson 2008 and OECD 2004a). 

Accordingly, the first key to successful audit is the case selection methodology. It is critical to select audit candidates consistent with program objectives. Whatever tlte audit objectives have, the ab ility to narrow the pasture of potential audit candidates is 
necessary to achieve program objectives and optimal use of audit resources. Regardless of how automated and efficient the audit process, audit effect iveness would not be realized under the se lection of inappropriate audit candidates (M ilack undated). He nce. managing an effective auditing program involves decisions as to the se lection of bc>t audit case strategy or combinat ion of strategies. The selection strategies may vary by tax type. It may be based on either reported tax amounts or the industry type (Barreca and Ramachandran 2004). 
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Case se lection through the use of risk management techniques is necessary to ensure 
that the audit program is fully in line with the administration 's compliance strategy, and 
to set up the necessary audit trails to show why cases have, and have not, been made the 
subject of an audit (OECD 2006a). Ebri ll et al. (200 I) noted that the most effective 
systems utilize taxpayer profiles and criteria to identify the highest ri sks for the 
revenue. These systems are frequently based on the crosschecking of internal 
information. 

In tax administration, a ri sk is anything that can negatively affect the administration's 
ability to achieve its compliance and revenue objectives. Risk management is a 
formalized and systematic approach, based on sound ana lys is, designed to set the best 
course of action under the uncertainty of risk. The technique in vo lves identifyi ng, 
assessing, understanding, and acting on risks that impinge on the organi zation 's ability 
to achieve its objectives (Thomson 2008). Risk management starts with risk 
identification, which includes a rough estimat ion of the risk related tax gap, the num ber 
of taxpayers involved and possible relations with other risk areas (EC 2006). 

The tax gap (the potent ial tax yield minus the actual tax revenues) renects the financial 
extent of the risk fie ld . Although the determination of the tax gap is not easy, a rough 
estimat ion is usually done. The calculated gap can be further broken down into arcas 
such as barely legitimate tax avoidance, fraud, serious noncompliance, error, and debt. 
This provides additional information on areas of ri sks that should be addressed. Strictly 
theoretical, the sum of the aforementioned individual ri sks ident ified must be equal to 
the entire tax gap (EC 2006 and EC 20 I 0) . 

According to EC (2010) and Thomson (2008), compliance risk reduces tax yield, and 
can be categorized as register risk, filing ri sk, payment ri sk, and declaration ri sk. This 
classificati on makes tax administration in a stronger position to determine the 
appropriate treatment technique. 

Register risk includes reduction of tax yield because ineligib le taxpayers for la.' 
registration become registered and/or rem ai n registered when eligibi lity ceases, fa il \0 

register by those that fulfill registration requirements, and registration with erroneous 
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information. Payment risk and filing risk are closely related but they should be analyzed separately since the treatments may vary. Paymcnt ri sk is non-payment of amounts due on tax returns and assessments whereas fi ling risk is failure of taxpayers to file their returns by the due date. In order to provide the correct preventive and corrective treatments there is a need to be able to target those taxpayers li kely to file their returns late, or not at all. Finally, declaration risk is a risk that the amounts shown on the lax 
return are incorrect by error or deliberate act, and many tax administrations traditionally concentrated on this risk area with the intention of determining which cases should be selected for conducting aud it activity (EC 2006 and EC 2010). 

In addition to compliance ri sk identification, in an efficient audit management structure, there are pre-audit case management factors that need to be recogn ized to assure Ihe taxpayers in that the burden of audits not fall disproportionately on any segment. These include inappropriate auditors' contact with taxpayers, audit cycle or enquiry window. materiality, and collectability. 

Inappropriate auditors: It is useful to have regulations to preclude individual audilors from repeatedly auditing the same taxpayer, and to require an auditor to exc lude il se lf from taking up an audit where they are acquainted with the taxpayer se lected for audil. Such rules protect both auditor and the customer from the danger of such inappropriate contacts. The policy of repetitive audit procedures (RAP) may be used which holds that if a taxpayer is audited for non-business issues on ly (similar to an audit aspect) for the cu rrent year and the audit results in no additional taxes owed, the taxpayer is granted 
relief from audit for the next two years if no substantial changes take place. The illlent is to eliminate non-productive and time-consuming audits for tax authorities, and to reduce the hardship associated with repetitive audits for fully compliant taxpayers (OECD 2006a). 

Audit cycle or cnquiry window: Regulations may be established to require that all audits must be started or completed within a predetermined timeframe. However. it gives certainty to taxpayers that after some period of time the danger of aud it may pass. 

20 



Chllpter 2 - Literature review 

Thus, it needs to be supported by powers of di scovery to overturn the enquiry window where substantial tax fraud is found (OEeD 2006a). 

Matcriality: Although a noncompliant high-risk item may be se lected for audit, the materiality of the projected tax consequence versus the auditor's labor cost of pursui ng 
the high-ri sk item may override the non-compliance aspect (OEeD 2006a). 

Collcctability: The collectability concept implies that a taxpayer' s inab ility to pay a future proposed tax assessment would be suffic ient basis for not conducting the audit. Those administrations that do not use this concept report that collectab ility is a secondary objective and should not diminish the primary objective of a correct assessment of tax liability. In addition, the limitation of co llectabi lity considerations to 
the cu rrent tax period may not provide a complete financial picture for the taxpayer as it excludes consideration of future payment potential (OECD 2006a). 

Apart from the above pre-audit case management factors, there are two key elements necessary in effective translation of strategic priori ties fo r ri sk treatments in to individual case selections for action; (1) accurate and timely data and information relevant to the compliance ri sks to be addressed, and (2) knowledge management and analysis techniques to analyze the base data and facilitate feedback in to the compliance risk management process . Here, the main requirement is access to the data contained within individual tax returns. The essential information to case selection comes from prev ious case hi stories of the taxpayer concemed, information from third parties which can confirm the details shown on the tax return, and more generic taxpayer (business sector profile) (OEeD 2004a). 

Once required data accessed, some form of case analysis methods should be used to 
analyze the base data for se lecting cases. Audit selection methods range from simple random select ion to more com plex rule-based selection, soph isticated statistical and data mining techniques. Selection strategies can vary by tax type, and even within a single type (Barreca and Ramachandran 2004). 
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The common case se lection methods include random se lection of cases, screening or case review by auditors, rule base and automated ri sk scoring systems. and data mining and statistical analysis. 

Random selection 

It has no bias in aud it case selection, and useful to fight corruption. This method is perceived as fair by taxpayers. However, it clearly not focused on highest risks, may have high opportunity cost if used as so le case selection method (Vellutini 20 I 0). As Gupta (undated) noted, simple random selection has a major drawback in that both honest and dishonest taxpayers are equally treated since probabi li ty se lecti on give equal chance of being se lected for both. However, the criteria or information based selection system too has a drawback in that it presupposes certain clue of noncompliance, which may actually be sign of other things such as change in economic condition in that particular trade. 

Screening or case review by auditors 
It is the trad itional method by which audit cases have been se lected, and dates from the time when there was little or no IT support, the data available was in any case limited. and the compliance risk management techniques at a strategic level less well developed. Such a methodology has a benefit that it makes full use of local knowledge, creates significantly less caseworkers resistance, can be used to attack specifica lly defined ri sks and can be operated substantially without IT support (OECD 2004a and OECD 2004b). Manual se lection of audit cases is based on the auditors own knowledge of the taxpayers' behav ior and environment. However, it cannot find out patterns of noncompliance hidden in the history of noncompliance in the same area, sector, or as determined by other taxpayer attributes. It also favors rent seeking and corruption in the tax admin istration since it is discretionary and subjective approach (Vellutini 20 I 0). 

According to OECD (2004a), the challenges inherent in relying on caseworker se lection are: it relies on a limited data set with no systematic cross reference to other data availab le wi thin the adm inistration' s system; caseworkers regardless of their experience can miss aspects of noncompliance with which they are non-familiar; those with the 
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knowledge to undertake such screening are usually those with the ski ll s to undertake the substanti ve intervention. Thus, there is an opportunity cost in ask ing them to undertake such screening. Modern standards of propriety indicate that there should be a gap between those selecting cases and those functioning cases. 

Rule base and automated risk scoring systems 
It allows for the bulk processing and risk assessment of returns data. The data is reviewed against a set of risk indicators and the results be ranked in terms of the risk of noncompliance identified. Such system is an essential tool in fllcilitatillg the exc lusion of bu lk of returns with no or very low identified risks and allowing the resources luI' risk identification to concentrate their efforts on ly on those cases with significant identified risks (OECD 2004a). 

However, this system has its own inherent challenges. First, many of the rules by which a case is scored are dependent on financial ratio analysis and other industry benchmarking that can be changed overtime. The rules also may be, in themselves. standard factors to be ach ieved when they become known within the population. Tl lll>. attention needs to be given to continually update the risk rules. 

Second, the ru les need to be responsive to the local knowledge of the front line staff who is working on the cases when selected. Final case select ions need to be able to reflect the local knowledge of the caseworkers themselves whilst retaining appropriate propriety within the case se lection system. Automated selections with no opportunity to be influenced such local knowledge can create resistance and lead to suboptimal working once the cases are underway. In addition, the risk rules need to be responsi ve 
to the knowledge gained by front line workers from working their cases. Such 
knowledge can be about new risks, changes in commercial behav iors, or new technical tax devices and the impact of that knowledge can be significantly leveraged if it can be captured within a flexible and developing set of risk rules. 

Third, the rules should bring together from dissimilar sources such as tax returns, third party information, and public domain informat ion from internet. This level of analysis requires considerable investment in IT resources. Finally, the rules need to have the 
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capability to be changed reasonably and quickly to take in to account new strategic 
appreciation of compliance risk. Once again, if the rules are themselves hardwired in to 
IT coding then this may be a resource intensive business (OEeD 2004a). 

Data mining and statistical analysis 
It is becom ing increasingly common to base case selection methodologies on the results 
from statistical ana lysis. As Barreca and Ramachandran (2004) stated, data mining is 
the exploration and analysis of large quantities of data in order to discover meaningru l 
patterns and rules. Organizations use this in formation to detect existing fraud and 
noncompliance, and to prevent future occurrences. The use of data mining techniques 
identifies patterns of noncompliance in the past and those characteristics in the current 
population. It enables organizations to leverage their data to understand, analyze, and 
predict noncompliant behavior. 

However, data mining requires significant investments in IT both hardware and 
software, and it may be difficult to acquire accurate data on which IT programs can 
operate. It is a difficult road to go down when electronic infrastructure do not support 
such investments or the ski lls are not available to the tax administration (OEeD 2004a). 

As OEeD (2004b) noted, statistical analysis is often used to exam ine taxpayer data and 
to find the correlation between the data and non-compliance. It typically involves using 
prior tax audits results, which are then analyzed in conjunction with taxpayer data. 

2.1.4. Examination techniques 

A tax auditor applies various techniques to exam ine the books and rccords behind a 
return. The techniques to be used depend on the taxpayer and the tax regime concerned. 
As Biber (2010) noted, an effective case plan can be cognizant of a range or 
investigative and analytical approaches that may vary depending upon the area of risk 
and the circumstances of the particu lar taxpayer. The decision regarding the type of 
tests to be undertaken as well as the records needed by the auditor to address specific 
issues is influenced by the nature of the taxpayer's operations, adequacy of books and 
records, and materiality of potential adjustments. 
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Accord ing to OECD (2006a), the techniques used for aud it examination purp()s~s 
include analytical review, investigat ive approach, field examination, record 
examination, and counterpart examination. 

Analytical review: An analytical 'review of financial statements and returns are often 
completed during the preliminary stages of the audit. Ratios, such as gross profit and 
inventory turnover, are used to test the accuracy of taxpayers' reported sales, cost (I I' 
sales, or ending inventory. The unusual variances (abnormal deviation of calcu lated 
ratios from the previous experience) are noted and addressed during the interview with 
the taxpayer and additional audit procedures developed where necessary. 

Investigative approach: Auditors are encouraged to use an investigative approach in 
their audits. Such an approach uses information obtained through observation. 
di scuss ion, documents or records obtained from either the taxpayer or other sources. It 
requires judgment, imagination and using information outside the accounting records to 
perform the aud it. 

Field examination: This is utilized when information gathered on significant events 
such as underhand trade, disguised transaction and other data concerning transacti ons. 
The examination also include on sight survey of the current conditions of the taxpayer's 
business through physical checks of original transact ion records and vouchers, assets 
and liabilities and other aspects of the business. 

Record exa mination : The main approaches to detect false account ing include the 
examination of books and documents conducted at the taxpayer's business office or 
branches, counterpart examinations and examination of sav ings and deposit accounts . 

Counterpart examination: It is an examination performed based on third party 
information where warranted. As OECD (2006a) stated, information can be obtained 
during the course of an audit from third parties to verify the taxpayer's income, for 
example: 

» Financial institutions and public companies informat ion on interest and 
dividends matched with what taxpayers report in their tax return; 
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~ Inform at ion from Government regarding soc ial benefit payments, and employe r 
in format ion concerning salary and wages paid and tax deducted, both for 
income and non-monetary benefits; and 

~ Matching foreign source income. 

2.1.5. Aud it \Vorl,force capabilities 
As OECD (2006a) stated, revenue bodies must manage and develop thei r audi t workforce to del iver their planned outcomes through increas ingly designing and implementing capability or competency models. Capability or competency model refers to a formal specification of the skill s, knowledge and attributes of staff that are required to perform a specific job in an effi cient and effective manner. The model generall y contains job descriptions, functional descriptions, and competency profiles using ta sk· related competencies. It is typically supported by training, exams, and educational requirements to ensure and build capability. The model is used as a basis for managing performance, trai ning, staff development, and recruitment across the audit function. 

Different capabilities are required for work performed in different market segments, or on clients exhibiting different behav iors towards tax compliance. Typical points of difference are capabilities required for noncompliant aggressive cli ents, audit work with large businesses (deeper and more specialized knowledge about specific regulations is required for this segment), performing system and electronic data base audits, and conducting criminal and fraud cases (OECD 2006b). 

Required capability 

According to OECD (2006a) stated, the requ ired capabilities of auditors are generally identified by anal yzing the act ivities required to perform particular audit tasks, and through practice and experience. In addition to their primary ro le of detecting and deterring noncompliance, tax auditors are onen required to interpret complex tax la ws and conduct intensive examinations of taxpayers' books and records. Hence, revenue bod ies pay close attention to the overall management of the tax audit fu nction, and particul arly to the strategies and methods used for recruiting, developing and managing individual audit staff. 
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Thus, tax auditors should have a capability to: conduct investigations, determine compliance, tax accounting and financial analysis, conduct research and analys is, make effective decisions under the law, effective communication, app ly work processes and procedures, and manage own work and relationships (OECD 200Gb). 

In addition to the required core capabilities, greater attention and emphasis is needed on soft ski ll s and other attributes. These include behavioral and motivational competencies, personal attributes such as work and integrity, feeling for the detect ion of fraud and irregularities, observe and detect relevant indicators in surroundings, identifies patterns and describes thei r significance to the situation, and effective observational skills. Familiarity with basic accounting, bookkeeping, and business and industry practices is 
also generally expected for all staff(OECD 2006b). 

Moreover, the required capabilities of audit managers and directors are typically identified based on the notion of coaching, communication, and leadership skills. The required capabilities for audit managers and directors often focused on leadership and management ski ll s, technical expertise, advanced audit skills, ac hievement orientatioll, ability to develop and coach others, high level communication skills, and ability to make strategic decis ions (OECD 200Gb). 

Competencyasscssmcnt 
It is important for tax administrations to assess and evaluate the competencies of their staff. The direct manager commonly performs competency assessments during recruitment and promotional processes on an annual or semiannual basis for those sta rf maintaining current positions (OECD 2006a). Assessments performed as part of recruitment processes are often performed by external specia li sts, human resource departments and/or panels of internal subject matter experts. Other events triggering capability assessments include prior to performing a new type of work, prior to starti ng a new role, and ongoing informal assessments and learning and development act i viti~s (OECD 2006b). 

Assessment methods used include knowledge-based assessments administered online, formal tests and exams to attain a recognized qualification, peer reviews, a tutor to 
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support and assess newly hired staff, and technical evaluations. The measurement and tracking process of the audit workforce provides management with tangible information of the resource and capabili ty mix or trends across the whole aud it workforce, provid ing valuable data for workforce and succession planning. Many revenue bodies indirectl y attain a measure of the competency level of their audit workforce by considering: key performance indicators and results, quality assurance results, client or professionalism survey results, quantity of audits performed, training course and other assessment results (OECD 2006a). 

Further, tax administrations may record the skills (including qualifications) and area, ur expertise of individual staff. Using and sharing this in format ion across the organization, tax administrations may better id locate work and identify speciali st resources or skills 
(OECD 2006b). 

Improving competency and addressing capability gaps 
Responsibility and accountabi lity for improving aud itors, audit managers and audit directors commonly lies with the staff member in question and their direct manager and/or local management team. Competency improvement should be integrated (not be seen as extra task) into'normal business activities. Together with tax auditing or training departments, human resource departments (where app licable) often have joint responsibility and be significant contributors to the improvement process (OEe D 2006a). 

Revenue bodies may develop staff and address capability gaps through recru itment processes and the use of programs such as training and development programs, mentoring and coaching programs, accreditation models, job rotation and/or placement programs, career paths, knowledge sharing initiatives and knowledge tests. Capabil ity gaps are typically gathered from various sources including quality management system results, performance system interviews and appraisals, client professionalism, satisfaction and other similar surveys, and training program evaluations (OECD 2006b). 

Tax administrations must recruit audit staff spec ifically to carry out tax audits. To attract the right staff in increasingly competitive and skilled labor markets, effective 
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recruitment po licies are essential. Audit staff are genera lly recruited either fully trained 
so they can be effective in post very quickly, or se lected because they have strong 
potential to become auditors through in-house training and education. A minimum 
standard of specific academic qualifications, such as a diploma or degree or being a 
chartered accountant, is often required for some grades of aud it staff. There is also an 
assessment of applicants against competencies relevant to their audit work in the areas 
of problem solving, analytical ski lls, interpersonal skills, self-management, decision 
making and oral and written communications. Further, all auditors required to have 
computer ski lls with other more specialized ski lls, such as legal experience or specific 
types of tax knowledge being needed for posts that are more technical (OEeD 2006a). 

In order to maintain standards of auditing it is essential that auditors are given both 
initial training (c lassroom and on-the-job instruction) to bring aud itors up to the 
required leve l, and continued training so that their ski ll s are kept up to date and 
relevant. The extent and nature of this training and the balance between the two varies 
according to need, and relates to the recruitment and development policies adopted. 
Initial training varies depending on the level of qualifications and experience expected 
of new recruits. For instance, recruit staff without professional qualifications need much 
more extensive initial training in tax law and auditing, in-house testing is generally used 
to confirm that trainees reach the required standard (OEeD 2006a). 

To deliver ongoing training and development, a number of methods are used including 
training courses, computer based training packages, memos, guidance notes, self-study 
packs, facilitated workshops and discussion forums, on-the-job training, coaching and 
mentoring, and virtual university and learning tools. As a rule, continuing professional 
training is not normally examinable and the amount of training undertaken var ies 
between countries and over time (OEeD 2006a). 
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2.2. Empirical studies 

A number of empirical studies examined tax administration in both developed and 
developing countries. tax audit program in particular. For instance. Bright et al. (1988). 
Collins and Plumlee (199 1). Smith and Stalans (1994). Rhoades (1999), Chan and Mo 
(2000). Sen and Bala (2002). Tuerck et al. (2007). Arachi and Santoro (2007). Yesegat 
(2008). Gebeyehu (2008), and Appelgren (2008). have been taken. 

All the aforementioned studies with the exception of Tuerck et al. (2007) examined tax 
audit. A brief review of each of these studies is presented in the following di scussions. 

Bright et al. (I988) stud ied statistical sampling for tax audits in United States of 
America (USA). The study tried to review whether the use of stati sti ca l sampling l'or 
audit is a sufficient basis for determining the taxpayers' unpaid liability rather than 
reviewing all transactions to determine the exact amount of tax owed. The study used 
case studies. and relied on the cases and data from consumption taxes. primarily sales 
and use taxes. The universe-documented transactions available for audit (those records 
available for examination) are used as a sample frame. The study is conducted on three 
agencies including Internal Revenue Service (IRS). the revenue departments in New 
York and Pennsylvania. 

The finding of the study by Bright et al. (1988) indicated that audit assessment based on 
appropriate ly drawn and analyzed statistical sample do not suffer from the defects th at 
the courts have correctly concluded mar assessments based on non-statistical samples. 
Without sampling. it may be literally impossible for a tax examiner with a limi ted sta rr 
to audit an entire period especially when dealing with a taxpayer who conducts a large 
volume of transactions. The study further indicated that sampling techniques allow 
improved economies in the use of government resources in that tax administration can 
be more efficient. fairer. and less intrusive if the technologies used for identifying and 
measuring tax deficiencies are expanded to include controlled use of statistical 
sampling. The common interest of minim izing the duration of tax audit for both the tax 
administration and taxpayers can also be achieved with sampling techniques. However. 
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statistical sampling cannot provide an exact determination of tax owed, and Ih~ 
uncertainty adjustment may sacrifice too much revenue. 

Collins and Plumlee (1991) studied the effect of tax audit schemes on the taxpayer's labor and reporting decision. The srudy also examined the impact of alternative tax rales and penalty levels on earned and underreported income. Experimental design was adopted, and laboratory labor setting was used to test the effects of audit schemes. lax rates, and penalty levels on underreported income and work effort. The three independent variables that were manipulated include; tax rate, audit scheme (Ihe decision rule the taxing authority followed in determining reports to be audit), and penalty for underreporting. The audit scheme took on three levels that differ principally in the information used by the taxing authority to determine se lf-reports to be aud iled: random (no information), cut-off (reported income information), and conditional (both 
reported income and an estimate of true income). 

The experimental results of the study by Collins and Plumlee (1991) indicated that audit schemes that incorporate some preliminary information signal sent by the taxpayer might be more successful in curbing underreporting than purely random audit model, . Nonrandom schemes are most effective when tax rates are low and penalty levels are rather high. Further, reported income and actual income do vary at the same time in Ihat electing to underreport also earn more actual income. 

In USA, Smith and Stalans (1994) also stud ied the negotiating strategies preferred by taxpayers and aud itors for dealing with tax audit disputes. The study adopted a pre-audil open-ended interview conducted with a randomly selected sample of taxpayers and state tax auditors that drawn from four field offices of the Oregon Department of Revenue (DOR). For analysis purpose, the study used four general strategies based on 
the three choices. These strategies were go along, cooperate, actively assert, and hold finn. 

The results of this study revealed that the strategic preferences of both taxpayers and 
auditors is influenced by the nature of the dispute, general taxpayer's attitudes toward taxpaying and tax administration, the difference in formal power, and the perceived role 
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ob li gations of auditors. As the study results showed, tax auditors are more likely to include holding fi nn as one of their strategic choices. Whereas taxpayers who has an 
objective to minimize the time and effort they devote to the audit are more likely to prefer the cooperative strategies, but those taxpayers who bel ieve that they ean influence the dec ision making of the auditor are more likely to prefer the asseni ve strategies. The study further indicated that taxpayers who support tak ing advantage of loopholes and ambiguities in the tax law tend to prefer the asserti ve strategies, and those who want to minimize their involvement are more like ly to prefer cooperative strategies. 

There was another study conducted in USA by Rhoades (1999). Rhoades (1999) studied the impact of multiple component reporting on tax compl iance and aud it strategies. The 
study modeled taxpayer compliance behavior and tax authority aud it strategies within the context of a multidimensional report of taxable income, and analyzed the impact of component reporti ng requirements on taxpayer incentives to misstate the tax liability. 
The study deve loped a model on a strategic tax reporting and detection in which taxpayers privately observe and report on twu components of taxable income, denoted A and B. The sum of the two components represents the taxpayer's true taxable income. 

The results of the study revealed that the impact of multi-component reponing requirements on spec ific taxpayers depends crit ically on their evasion opportunity set. The study stated that taxpayers with multiple evasion opportunities made misstatement across income components to minimize both the direct and indirect effects of detection whereas those with li mited evas ion opportunities pursued them less aggress ively in the mUlti-component model. Further, in auditing reports with multiple potential misstatements, the tax authority benefits from joint cost efficiencies, pos itive correlation of true values, and sequential audit strategies as a means to update its evasion expectations. The study tried to genera lize that multi-component reponing 
requirements appear to deter evasion and increase revenue collections to tax authority. 

In China, Chan and Mo (2000) studied the effect of tax-holi days (exemption and reduction) on foreign investors' tax noncompliance behavior in the China's developing 
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economy. The study adopted case studies, and used tax audit data (585 cases of 1996 
tax returns of foreign investment enterprises audited in 1997) collected from the tax 
bureaus of selected coastal areas of China that enjoy large foreign investment. The 
cases were selected at random. In this study, noncompliance was measured in terms of 
tax audit adjustment that is overstatement of cost of sales in the pre-holiday period and 
over-provision for staff welfare in the post-holiday period. 

The empirical results of the study by Chan and Mo (2000) indicated that a company's 
tax-holiday position affects noncompliance. Companies are least compliant during the 
pre-holiday period whereas most compliant during the tax exemption period. The slllliy 
further indicated that domestic market oriented companies, service companies, and join t 
ventures are less compliant than export oriented companies, manufacturing companies, 
and wholly foreign-owned enterprises, respectively. 

Sen and Bala (2002) studied income tax aud it operation in Bangladesh. The intent of 
the study was to conceptualize the term tax audit conducted by professional chartered 
accountants, and to give an overview of the prevailing tax scenario and the operations 
of income tax audit. The methods adopted were experience survey and personal 
interview with tax officials in National Board of Revenue (NBR), and documentary 
analysis using documents such as Government statistical yearbooks andlor annual 
reports, and publications of the World Bank (WB) and the United Nations Development 
program (UN DP). 

The results of the study confirmed that Bangladesh is unable to raise enough resources 
through taxes. The ratio of tax revenue to GOP is usually low, only little more than 9 
percent of GOP. The study also revealed that income tax audit is conducted both in 
mandatory and discretionary manner although the extent of income tax audit practice is 
awfully inadequate. The major reasons identified in the study were unawareness and 
undesirability of most assesses, and the hesitation of chartered accountant (CA) firm s to 
take up the task of tax audit. The hesitation ofCA firms is because the sensitivity of the 
tax audit task spreads not only in the relevant year, but also in the future years until the 
finalization of the audit. Moreover, some estab lished CA finns are often reluctant to 
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perform the audit of tax basis accounting due to inadequacy of information, lack of efficient personnel, absence of audit continuity over the years, and want of logi stic supports to mainta in track record of information for future reference in tax cases. 

Arachi and Santoro (2007) studied the use of tax audit strategy as enforcement for smal l and medium enterprises (SMEs) in Italy. The study focused on a major innovation in the field of tax auditing of self-employed workers and small firms. The methods adopted was documentary analysis using documents such as the Italian Tax Agency reports and previous studies made in Italy. 

The main finding of the study by Arachi and Santoro (2007) was that tax enforcement for SMEs is always challenging since they usually operate on the border between the formal and the shadow economy. The study further showed that the distribution of firm size affects the optimal tax enforcement policy in two ways. First, there can be a relationship between firm size and the propensity to evade or to avo id taxes. Smull traders may underreport the tax base, exploit loopholes in the tax system, choose an organizational form with preferential tax treatment, or operate outside the formal economy. Second, the costs and returns of tax auditing may depend on firm size. The study also argued that business sector analysis might be a valuable policy tool for developing countries, which have a large shadow economy and a high share or microenterprises. 

In Ethiopia, there are two stud ies reviewed regarding tax audit. Ycsegat (2008) studied VAT administration problems at large, VAT audit in particular, and Gebeyehu (2008) studied tax audit and its role in increasing government revenue in Ethiopia. 

The study by Yesegat (2008) adopted an in-depth interview conducted with tax officials and surveys of taxpayers and tax practitioners conducted using semi-structured questionnaires. The main findings of the study regarding VAT audit is that the VAT audit rate is low that may be due to resource constraints, and the cases subject to audit are selected by audit selection committee based on a criteria including credit declaration, non-Ii ling and unusual filing patterns, nil V AT declaration, and informat ion from third parties. The study further revealed that the quality auditors (V AT 
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administrators at large) are poor to achieve efficient and effective audit program. Based on the survey results, the study stated that tax administrators are not capable of handling audit cases quickly, lack confidence to make decisions and not have willingness to h~lp taxpayers. In addition, the tax authorities have no sufficient number of Y AT administrative personnel, which comprise only 10.4 per cent as to the proportion of the total employees at the Ethiopia Federal Inland Revenue Authority (ErIRA). 

The study by Gebeyehu (2008) was an attempt to trace out the basic concepts of ta .x audit, and analyze the significance and role of tax audit in increasing tax revenue and in strengthening tax administration capacity. The methods adopted include questionnaires (both open and close-ended), personal interviews, and document analysis by using documents such as published materials, annual reports, magazines and internet. 

The results of the study indicated that, in history, the highest ratio of tax to GOP in Ethiopia is 13 percent, which is registered in 2003/04. Most of the country's revenue is 
from non-tax sources such as grants. Revenue derived from taxes is dominated by indirect taxes. In general, the study mainly focused on the issues of personal income tax and business profit tax. The study stated that personal income tax does not need critical assessment other than checking whether the amount withhold by the employer is forwarded to the respective tax authority. Whereas, business profit tax needs much effort to levy and collect due to the high-risk of understatement and evasion since most taxpayers use all mechanisms that could understate their tax liability. However, there is no sufficient and available statistics about the extent of assessment under the prevailing tax audit net. The type of tax audit performed by tax auditors is only desk audit. So far. there is no field audit although the problem of tax evasion bothers revenue agencies at different levels. 

Appelgren (2008) studied the effect of information regarding different audit strategies on taxpayers' compliance behavior in Sweden. The study was conducted with the intent of examining whether the taxpayers in reality behave as expected by theory of tax audit. Experimental design was used to test the effect of information regarding different audit 
strategies on taxpayers' compliance behavior. The experiment was measured as the 
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change in declared income between years, and was conducted in 2003-04 on approximately 900 sole proprietors which are divided in to three groups (rational group, random group and control group) each with around 300 firms. The rational group members were informed that audit. would focus on taxpayers declaring lowest income. The random group was told that audit would be at random whereas the control group members received no information. Further, the sample was limited to men below the age of 55 in order to concentrate on a high-risk group (younger men are more fraudulent than women and older men). 

The principal finding of this study was that declared income increased significant ly more in rational audit strategy group than in the control group. The results of the stud y indicate strongly that information concerning the use of rational audit strategies is superior to information concerning random audits, and that audit information, in 
genera l, is superior to no information. The information concern ing the rational audit strategy reduces tax fraud compared to no information. According to this study, tax audits have an indirect deterred effect by which rational taxpayers adapt their behav io r to the expected degree of auditing if they are made aware that they may be audited. 

2.3. Conclusions to the literature review and knowledge gap 
Tax audit practice is a current issue for both developing and developed countries. There is no sufficient theory regarding tax audit activ ities. In the theoretical review, to the knowledge of the researcher, there is no standard as to the percentage of audit methodologies to be conducted in a given tax authority. In addition, there is no adequate literature regarding the appropriate audit examination techniques to be used ror checking the accu racy of tax returns in line with the level of economy and technological advancement, developing countries in particular. 

The empirical studies that have been reviewed in the preceding section focused on the different aud it strategies that affect tax compliance behavior, income tax in particular, 
and the use of sampl ing tax audit strategy for improving the tax audit coverage. In addition, most prior studi es regarding tax audit issues tried to examine the possible audit strategies including the use of audit information for the purpose of compliance 
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improvement and fraud detection, and the impact of component reporting requiremcnls on taxpayer incentives to misstate the tax liability. 

However, to the knowledge of the researcher, it is possible to conclude that although there have been a number of studies on tax audit related issues both in developed and 
develop ing countries, Eth iopia in particu lar, there are no studies that exhaustivcly examine the tax audit practice. In Ethiopia, the two exceptions regarding tax audi t issues are the study by Yesegat (2008) and Gebeyehu (2008) which have been reviewed in the preceding section. Even these studies did not assess exhaustively all tax audit activities in Eth iopia. The study by Yesegat (2008) was spec ific to VAT, and maillly focused on adm inistrative capabili ty issues. The study by Gebeyehu (2008) was specific to income tax in Addis Ababa City adm inistration, and mainly focused on the way of increasing government revenue. Both of these two studies did not comprehensively examine issues regarding tax audit and its effect on tax revenue growth and compliance improvement by considering issues such as tax fraud investigations, types of aud it performed and its suitability, appropriate case selection approaches, frequency of audit for other tax types, educational level and experience of tax auditors in Ethiopia. 

Based on these gaps in the literature together with the problems stated in section 1.2, the following grand research question is established. 

"/-low i. Ihe lax alldil praclice in Elhiopia in re.peci oj Ihe Iype oj audil 
perJorllled and iI. sllilabilily, appropriale case seieclion melhods used, audil 
lechniques applied, Ihe frequency or rale oj audil pCI/orllled, and Ihe 
experience and qualily oj audil Sial! resources?" 

With this end, the next chapter discusses the research design and specific research methods that are appli ed for the study along with proper justification for the selection of appropriate research methods. 
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The previous chapter reviewed both theoretica l and empirica l studies, and it tried to give a brief conclusion and excavate the gap in the existing knowledge. This chapter presents research design used in this study. 

The remaining di scussion in this cnapter is organized in four secti ons. In section 3. 1. the research object ive and questions are presented as a means to connect the research questions to the particular research methodology adopted. In sect ion 3.2, the different research approachcs avail able to a researcher in general are di scussed, and in section 3.3, the specific research methods adopted with proper justi fication for adopting a certain method are explained. Fina lly, in section 3.4, concluding remarks are presented. 

3,1. Research objective and questions 
The main objective of the study is to investigate the tax audit practice, and to identify the mai n problems of the tax audit program performed that affects tax revenue 
collection and taxpayers' voluntary compliance in the Ethiopian tax system (the case of the federal government). 

In line with these broad objective, the researcher developed one central question and six specific research quest ions. 

Central queslion: "How is Ihe tax audit practice in Ethiopia in respecl of Ihe type vI 
audil performed and its suilability, appropriate case seleclion melhods IIsed, 
alldit techniques applied, the frequency or rate of audit performed, and {II(' experience and quality of audil staff resources? " 

Based on thi s central question, the following six specific research questions are stated : RQI. Does ERCA perform appropriate range of lax audit types targeting 
noncomplianl taxpayers? 

RQ2. Does ERCA have adeqllale tax audil resources, tax audit staff in parlicular, in 
relation to internalional slandards? 

RQ3. Whal is the degree oflhefrequency andlor role of lax audil pe/formed? 
RQ4. Does audit case seleclion methods and audil lechniques IIsed appropriate? 
RQ5. What looks like the experience and capability of auditors participated in audit 
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practices as required by international standards? 
RQ6. What are the main weakness and slrengths 0/ the tax audit program performed 

as compared to international standards? 

In order to address such research questions, the appropriate research methodology and 
specific research methods are adopted as discussed in the subsequent sections of the 
chapter. 

3.2. Research approaches 
There are three alternative strategies of inquiry: qualitative, quantitative and mi xed approaches. These approaches are different in terms of their philosophical assumptions as well as techniques used in data collection, analysis and interpretation, and are 
discussed in the subsequent paragraphs. 

Qualitative research approach explores attitudes, behaviors and experiences through methods such as ' in-depth interview and/or focus group discussion (Dawson 2002). It 
uses narrative, phenomenological, ethnographies, grounded theory and case studies. The researchcr collects open-ended emerging data with the primary intent of developing 
themes from the data (Creswell 2007). Qualitative approach attempts to get an in-depth 
opinion from participants. Apart from this, it facilitates responses, and provides data in­
depth with leading respondents (Dawson 2002). It is capable to generate a theory by addressing issues which cannot be quantified. It also explores issues which are not studied in the past properly (Creswell 2007). However, this approach has been given 
less than a fair sense of appreciation. It has been criticized for lack of scientific ri gor. small samples, subjective and nonreplicable efforts. The researcher's interference in the research process is very high that results bias due to small sample size and uniqueness 
of the research setting. It is also very difficult to make generalization to the whole population. 

The second approach, quantitative research, generates statistical data through the use of large scale su rvey research, using methods such as close-ended questionna ires and/or structured interviews (Dawson 2002). Creswell (2009) noted that quantitative approach 
employs strategies of inquiry such as experiments and surveys, and collect data on 
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predeterm ined instruments that yield numeric data that can be ana lysed using statistical procedures. It is a means for testing objective theories through exam ining the relationsh ip among variables. It is advantageous as it, procedurally, fo llow scientilic approach, tests reliability and validity of the instrument. It minimizes bias from the researcher's innuence and employs large sample size. Hence, the results can be believed on and the results can be generali zed to larger population. However. it is not capable to address issues which cannot be quantified. So that, it may has limited scope. 

Finally, mixed methods approach is the blend of both qualitative and quantitative approaches. It employs strategies of inquiry that in volves co llecti ng data either simultaneously or sequentially to best understand the research problem. The data collection involves gathering both numeric information and text information (Creswell 2009). Mixed approach includes the use of theory deductively in theory testing and verification, or inductively in an emerging theory or pattern (Mertens 2003 cited in Creswell 2007). Therefore, the combination provides an expanded understanding of the research problems. It utilizes the strengths and overcomes the weaknesses of the two continuum approaches. However, incorporating both designs requires a great level of effort from the researcher such as need for extensive data collection. Mixed approach characterized by its time-intensive nature of analyzing both numeric and text data. 

To sum up, in order to achieve the research questions stated in the previous section. the researcher used both qualitative and quantitative approach (mixed approach) in collecting and analyzing data as discussed in the following section. The sclection of onc over the other approach for the conduct of the study is based on the research problem (issue or concern that needs to be addressed), the researcher's own personal experience and the will and support of the audiences (Creswell 2009). 

3.3. Research methods used 
Research methods are ,the tech niques used to collect data. In this study, the researcher adopted mixed methods approach, as discussed in the previous section, wh ich is employed concurrently in collecting and analyzing data. There are different tools ava ilable to the researcher to collect the required data including questionnaires. 
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observation, interview, and document analysis. For this study, the researcher applied quantitative (survey) and qualitative (in-depth interview and document analysis). and are discussed in the following sub-sections. 

3.3.1. Quantitative aspect: survey 
Survey design is a research method that provides a quantitative or numeric description of trends, attitudes, or opinions of participants with the intent of generalizing from a sample to a population (Creswell 2009). Typically, survey gather data at a particular point in time with the intention of describing the nature of existing conditions, or identifYing standards against which existing conditions can be compared, or determining the relationships existed between specific events (Cohen ct al. 2000). As Weisberg et al. (1996) cited in Cohen et al. (2000) stated, surveys are useful to gather factual information, and data on attitudes, preferences, beliefs, predictions, behavior ami experiences. 

Survey research has its own strengths and weaknesses. The strengths of survey research include; highly flexible, possibly cover a wide range of research questions, describe an existing si tuation, easy to guarantee respondents' anonymity (for instance. questionnaires may lead to more candid answers), easier to generalize findings, and efficient in gathering large amounts of data at reasonably low cost and effort. Thc limitations include that it is difficult to come to deeper understanding of processes and contextual differences· through questionnaires, which are standardized and by their nature lim ited in length and depth of responses (Muijs 2004). 

This thesis has an objective of describing the aptness of audit case selection methods and techniques used, the degree of the frequency of tax audit performed, experience and capabi lity of tax aud itors, and examining the performance of tax audit program in line with international standards. Thus, survey method of quantitative approach is appropriate and employed for this study. 

The remaining discussion in this section is thoroughly about sample design, survey instruments design, and data analysis techniques. 
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Sample design 
A sample design is a definite plan for obtaining a sample from the sampling framc. It refers to the technique or the procedure the researcher would adopt in se lecting some sampling units rrom which inreren~es about the population is drawn. 

Sampl ing is the process of choosing smaller and more manageable number of study units from a defined study population. Since the goal of quantitative research is to generalize the results of the work to the whole of the research population, the sample should be selected carefully using the correct procedure. The sampling strategy adopted can affect the quality of a piece of research (Dawson 2002 and Cohen et al. 2000). Thus, attention should be paid to rigorous sampling; otherwise, the basis of the survey's applicability to wider contexts is seriously undermined. 

Therefore, this study also goes through all the necessary steps of sampling design. First. the sample frame is determined. Then, from the sample frame, proper size of the sample, which can represent the population, is determined. Once the sample size is determined, then the researcher also clearly stated the procedures of selecting participants of the study. 

Sampling frame is a complete list of the study population. For this study, the sampling frame was all tax auditors of ERCA in the federal government of Ethiopia. All tax auditors employed by ERCA until the conduct of the survey are included in the sample frame. The total number of tax and investigation auditors were 224 until the conduct of the survey. 

Determination of econom ical sample size is a major challenge for a researcher in conducting a survey (Bordens and Abbott 2005). There is no a standard rule for the determination of sample size. Both large and small sample sizes have their own limitations. Too large a sample might become unwieldy and too small a sample might be unrepresentative. What matters in the determination of sample sizc is representativeness of the sample to a population. Therefore, the correct sample sizc depends on the purpose of the study and the nature of the population under scrutiny. (Cohen et al. 2000). By convenience, most researchers take 10 percent of a population 
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to determine their sample size. Therefore, the researcher also believed that taking about 30 percent (65 tax and investigation aud itors) of the sample frame is representative. 

There are two main types of sampling procedures: probability sampling and purposive sampling. Choosing the type of sainp ling technique depends upon the area of resea rch. research methodology, and preference of the researcher (Dawson 2002). Probabi I it)' sampling involves selecting elements randomly in that the se lection of anyone element is independent of the selection of the other elements while purpos ive sampling is used to make description rather than genera lization (Dawson 2002). As stated above, the resu lts of the study would be generalized. In addition to this, the researcher believed that all units of the salnple frame provide similar information for the study. Therel(l re. probability sampling is employed. 

There are different methods of probabil ity sampling. Among this, simple random sampling is the most basic selection method in which each element of thc population has equal or nonzero chance of being se lected. It the best way of ensuring that sample is unbiased (Thietart et al. 2001). Hence, simple random probability sampling is appropriate, and the researcher used lottery method to se lect the survey respondents. 

Survey instrulllcnts 

Survey instruments include self-administered questionnaire, structured interview and structured observations (Creswell 2009). This study used questionnaire, which is a widely used and · useful instrument for collecting survey information. As Wilson and McLean (1994) stated, questionnaire cou ld provide structured information, being administered without the presence of the researcher, and often comparatively straightforward to analyze. 

Questionnaire as a tool for data co llection has its own advantages and limitations. The advantages fo und from the literature includes that the data co llected through the use of questionnaire are efficient, reliable because of anonymous, honest, economical (in terms of time and money), quick (even possibly mailed), consistent (li tt le scope for bias), offers the possibility of standardizing and comparing scales, and enables the anonymity of the data sources to be preserved. Nevertheless, the major limitations are nonflexible 
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(no longer poss ible to backtrack once the administration phase is under way), lack of qualitative depth, low response rate, inability to offset a lack of sufficient data or an error in the scale used (Thietart et al. 200 I and Cohen et al. 2000). 

The researcher can select several types of questionnaire, from highly structu red (closed ended) to unstructured (open ended). Structured questionnaire is appropriate to gather straightforward and uncomplicated information. It is easy to classify and quantify, require less time and effort, and ingenuity to answer. Nevertheless, it is ted ious and time consum ing to prepare questions. The researcher a lso may not have a full range of responses to prepare closed ended questionnaire. In addition, the respondents have 110 chances to express their own views, and to qualify, deve lop or clarify their own answers. On the other hand, unstructured questionnaire gives a greater insight and understanding of the topic being studied. However, it may be difficu lt to c lassify and quantify and must be carefully interpreted. 

Thus, the use of either mere structured or unstructured quest ionllai re has its own flail'S. To mitigate the limitations of both types of questionnaire, semi-structured questionnaire is a powerful tool (Cohen et al. 2000). Dawson (2002) also stated that researchers tend to use a combination of both open and closed questions. Such questionnaires begin with a series of closed questions, with boxes to tick or sca les to rank, and then fini sh with a section of open questions for more detailed response. As a result, the researcher employed semi-structured questionnaire for survey data collection. 

Data analysis 

Surveys can be e ither descriptive or analytic. Descripti ve surveys simply describe data on variables of interest, while analytic surveys operate with hypothesized predictor or explanatory variables that are tested for their influence on dependent variables (Cohen et 'al. 2000). For this study, the researcher applied descriptive analys is using tab les and percentages. 
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3.3.2. Qualitativc aspcct : in-dcpth intcrvicw and documentary analysis 
Qualitative research is used to describe or explain what is happe ning within a stu dy area. Qualitative method mainly includes three kinds of data co llcction: in-depth interview, direct observation, and ,;"ritten documents (Patton 2003). For thi s study, data is collected through in-depth interview and documentary analysis. The fo llowi ng discussions present the in-depth interview and document study. 

In-depth interview 

An interview is a purposeful di scussion and/or conversation with two or more people. and helps the researcher to gather valid and reliable data that are relevant to achieve research questions and objectives. Interviews might be structured (using standard ized questions), semi-structured, and unstructured (in-depth) conversations (Saunders et al. 2003). Structured interview uses pre-estab lished questions, asked in a predetermincd order, using a standard mode of deli very. On the other hand, unstructured interview attempts to draw out information, attitudes, op inions, and be liefs around particu lar themes, ideas, and issues without the aid of predetermined questions (Leary 2004). 

This study applied in-depth interview to explore the data that is unclear for the researcher and the information that have not been collected through survey and document analysis by allowing the interview to remain flexible. 

To determine the sam ple size no formula exists in qualitative research. There is a tradeoff between depth and breadth, given li mitation of time and money (Patton 2003). Thus, in-depth interview is conducted with three higher tax offic ials ofERCA as well as taxpayers, with the intent of gathering information that needs clarification and not be 
achieved through other techniques. In order to help to hold experienced or concerned respondents, purpos ive sampling is used. In such type of sampl ing, it is not possible to specify the poss ibil ity of one person be ing included in the sample. 

Documcntaryanalysis 
Document analysis is the co llcction review, interrogat ion, and analys is of various forms of text as a primary source of research data. It refers to both a data col lection method and a mode of analysis (Leary 2004). Document analysis is a tool conducted using 

45 



Chapter 3-Rcsearch design 

documents such as written materials, organizational or program records, official publications and reports, news papers, a minutes of meeting, and personal documents (diaries, artistic works, letters, photographs and journals) (Patton 2003). 

As Creswell (2009) noted, use of documentary analysis has its own strengths and limitations. The strengths are enables the researcher to obtain the language and words of participants, can be accessed to the researcher at a time conveniently, represents data which are thoughtful (participants given attention when compiling them), and economical (it saves the time and expense of transcribing). Whereas, the limitations include incompleteness, lack of accuracy (the documents may not be authenticated), 
requires transcribing or optically scanning for computer entry, not all people are equally articulate and perceptive, and may be protected from private access. 

[n addition to the data obtained through other methods, this study employed a descriptive analysis of documents such as periodical tax audit reports, proclamations, tax audit policy, and others documents that are relevant for the study. The document analysis is applied for examining the number of taxpayers audited in a given fiscal yea r, the amount of additional tax revenue through audit, the background information of the study area, and as a supportive for other tax audit activities in Ethiopian tax system. 

3.4. Conclusions 

[n this chapter, research methodology options available to a researcher including quantitative, qualitative, and mixed method approach each using different knowledge claims, strategies of inquiry, and methods of data collection and analysis are discussed. The link of research questions and research methods adopted in this particular stud y is also presented with proper justification in method se lection in line with the strength and weakness of each research method. 

Mixed research design is opted for the study that helps the researcher to achieve the research objectives, and the required data is collected through survey questionnaire, in­depth interview, and documentary ana lysis. 

With this end, the next chapter presents the results and analysis of the study. 
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In the previous chapter, the research methodology has been discussed, and the methods 
adopted for the study to attain the objective have been stated. This chapter presents the 
results and ana lys is of the data collected using different methods. The chapter is 
organized in four sections. The. first section presents the research objective and 
questions to connect them with the results of the study. The second section presents the 
results of the study that have been collected through different methods adopted whereas 
the third section deals with the analysis of the results followed by the presentation of 
conclusions on the chapter in the fourth section. 

4.1. Research objective and questions 

This secti on presents research objective and questions in order to connect them with the 
results of the study that has been presented section 4.2. As presented in section 3.1, the 
main objective of this study was to investigate the tax audit practice, and to ide nti fy the 
main problems of the tax audit program performed that affects tax revenue coll ection 
and taxpayers' voluntary compliance in the federal government of Ethiopian tax system. 

In connect ion with this, the overarching research question as presented in secti on 3. 1 
was: 

"How is the tax audit practice in Ethiopia in respect of the type of audit performed lind 
its suitability, appropriate case selection methods used, audit techniques 
applied, the frequency or rate of audit performed, and the experience and 
quality of audit stajJresollrces?" 

Based on this central question, the following six specific research questions (RQ) are 
stated: 

RQI. Does ERCA perform appropriate range of tax audit types targeting 
noncompliant taxpayers? 

RQ2. Does ERCA have adequate tax audit resources, audit stajJ in particular, in 
relation to international standards? 

RQ3. What is the degree of the frequency and/or rOle of tax audit peljorllled? 
RQ4. Does audit case selection methods and audit techniques used appropriate? 
RQ5. What looks like the experience and capability of auditors participated in tax 
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audit practices as required by internationa/standard,? 
RQ6. What are the main weakness and strengths of the tax audit program perforllled 

as cOlllpared to international standards? 

In order to address such research objective and questions, the appropriate research methodology and specific research methods were adopted as di scussed in chapter 3, and the data collected through selected methods is presented in the results section of thi s chapter. 

4.2. Results 

Current ly, the government of Eth iopia like other governments seeks to raise revenue mainly through taxation in order to pay its expend itures, on infrastructure development in particular. According to the proclamation No. 587/2008, the responsibility to colkel such revenue for the federal government rests with ERCA in Ethiopia. ERCA came into existence in 2008, by the merger of the Ministry of Revenue (MoR), Ethiopian Customs Authority CECA) and Federal Inland Revenue Authority (FIRA) (that forme rly raise revenue for the federal government and prevent contraband) with a vision to be a leading fair and modern tax and customs administration in Africa. The reason for the merger was to diminish serious problems due to inefficient organizational structure and unnecessary complicated procedures that permitted insuffic ient service delivery. corruption within the administrations, and smugg ling and tax evasion. 

According to ERCA (20 I 0), the authority is established with a mission to promote voluntary compliance of taxpayers, ensure integrity and develop ski lls of the employees, support modernization, facilitate trade and investment, harmonize taxes and 
customs administrating system, broadening tax base and decreasing tax rate, and contribute to the economic development and social welfare through effective tax revenue collection. Accordingly, ERCA has made a wide range of organizational and institutional reforms with the aim of strengthening revenue mobili zation, enhancing operational efficiency, and improving voluntary compl iance. For instance, process improvement, integrating and modernizing revenue administration, tax audit in particular, with new technology is ongoing. 
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Tax audit in the context of ERCA is defined as an activity or a set of acti vities performed by tax auditors to determine the taxpayer' s correct tax liabilities for a particular accounting or tax period. Tax auditors examine taxpayers' organizationa l procedures and financial records in order to assess compliance with tax laws and vcriry the true, fa ir, reli able, and accuracy of tax returns and financial statements (ERe i\ 
20 10). 

The subsequent di scuss ion presents the results of survey, in-depth interview, and 
documentary analysis. Specifically, section 4.2.1 presents the survey outcomes. Section 
4.2.2 presents the results of in-depth interviews with tax officia ls and taxpayers concurrently followed by the presentation of documentary analysis results in section 
4.2.3. 

4.2.1. Survey results 

The sample size for the survey was 65 tax auditors and investigators so that 65 questionnaires were di stributed. Nevertheless, the survey response was coll ected from only 55 survey respondents due to their workload as well as negligence. As Yescgut (2008) stated, the response rate of 71.8 per cent was reasonably good in considerat ion of the difficulty to co llect data in poor developing countries, Ethiopia in parti cular. For 
this study, the response rate was 84.6 percent, and it is rationally fine. The remaining discussion in thi s section presents the survey outcomes regarding respondents' background information, types of tax audits performed, characteri stics of aucii t 
program, audit case selection methods applied, examination techniques used, and audit 
resources, the capability and experience of tax auditors in particular. 

4.2.1.1. Dackground information of respondents 
The majority of respondents (72.7 per cent) were under the age category of less than 30 years. Out of the total respondents, 89.1 per cent were males and 10.9 per cent were females. Regarding educational leve l, 96.4 per cent of respondents were BA degree 
holder, and 1.8 per cent attended diploma. The respondents studied Accounting (80 pe r cent), Finance (5.5 per cent), Management (3.6 per cent), and Economics (7.3 per cent). 
The rest 3.6 per cent of respondents studied other fi elds. Regarding occupation, 70.9 per 
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cent of respondents were tax auditors. 10.9 per cent tax investigators. 10.9 per cent tax audit coordinators. and the rest 7.3 per cent occupied other positions (Table 4.1). 

Table 4.1: Background information of respondents 
Variables N = SS Count Percent Gender Male 49 89. 1 

Female 6 10.9 Age less than 30 years 40 72.7 
30-40 years 13 23 .6 
40-50 years 2 3.6 Highest level of education Diploma I 1.8 
BSc/BA 53 96.4 
Others I 1.8 Field of study Accounting 44 80 
Finance 3 5.5 
Economics 4 7.3 
Management 2 3.6 
Others 2 3.6 Current job occupation Tax auditor 39 70 .9 

.. -Tax investigator 6 10.9 
Tax audit coordinator 6 10.9 
Others 4 7.3 Source: Survey outcomes and own computnhons 

4.2.1.2. Types of tax audit performed 
The survey results showed that ERCA exhaustively conducts comprehens ive audit (98.2 per cent of respondents) followed by desk audit (58.2 per cent of respondents) . ERCA also conducts fraud investigation (38.2 per cent). refund audit (3 1 per cent). field audit 
(23.6 per cent). and spot (issue) audit (5.5 per cent) (Table 4.2). The survey respondents further stated that comprehensive audit is conducted using fi ve-year taxpayer information to check whether taxpayers filed and paid the appropriate tax returns in line 
with the tax law and accounting principles. In ERCA. comprehensive audit is conducted to ensure comp li ance 0 11 the taxpayers se lected by risk criteria and third party information. and on taxpayers those need to dispose over 50 per cent of their business 
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fixed assets or close the business. ERCA performed desk audit for data cleaning purpose to confi rm whether the data submitted by the taxpayers is genuine. 

Table 4.2: Types of tax audit performed in ERCA' 
Types of tax audit performed 
Desk (office) audit 
Field audit 

Comprehensive audit 
Issue (spot) audit 
Refund audit 

Fraud investigation 
Source: Survey outcomes and own computatIOns ·Multiplc answers were possible 
"Figures do not add up 

F"equency Percent 

32 58.2 

13 23.6 

54 98.2 

3 5.5 

17 31 

21 38 .2 

Regarding fraud investigation, 89.1 per cent of survey respondents replied that there is a responsible unit, tax crime investigators team, for the investigation of serious tax frallu or evasion (Table 4.3). The survey respondents further stated that tax crime investigator and intelligence team handles serious fraud case through third party information and physical participation as a customer (neutral person) in unexpected way. 

Table 4.3: The presence of responsible unit for tax fraud or evasion in ERCA 
There is a responsible unit for the investigation of Frequency Pcrcent serious fraud or evasio n 
Yes 

49 89.1 No 
6 10.9 Total 

55 100.0 Source. Survey outcomes and own computations 

4.2.1.3. The effective tax audit program 

As 85 per cent of survey respondents showed, tax audit is performed to ensure compliance in accordance with tax law. The tax audit is also conducted to assess and collect additional tax revenue, check tax evasion or fraud, and educate taxpayers as responded by 71 per cent, 62 per cent, and 60 per cent of respondents respectively (Table 4.4). 
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Table 4.4: The purpose of tax audit program in ERCA' 
The purpose of tax audit 
To check tax evasion or fraud 
To ensure compliance with tax law 
To assess and collect additional tax 'revenue 
To educate taxpayers 
Others 

Source; Survey outcomes tllld own computations *Multiplc answers were possible 
"Figures do not add up 

Frequency Percent 

34 62 

47 85 

39 71-

33 60 

2 4 

The survey result also showed that the main activities of tax auditors and investigators in ERCA is detecting noncompliance behavior of individual taxpayers (69 per cent of respondents), gathering information on the health of the tax system (56.4 per cent of 
respondents), and educaling taxpayers (58.2 per cent of respondents) (Table 4.5). 

Table 4.5: Main activities of auditors and investigators during tax audit' 
Main activities of tax auditors and investigators 
Detecting noncompliance of individual taxpayer 
Gather information on health of the tax system 
Educating taxpayers 
Interpreting complex tax rules and regulations 
Indentifying areas of weakness in the tax law 
Search for unregistered taxpayers 

Source: Survey outcomes and own computallons ·Multiplc answers were possible 
"Figures do not add up 

Frequency 

38 

31 

32 

18 

16 

6 

Percent 

69 

56.4 

58.2 

32.7 

29 

II 

Regarding taxpayers' tax awareness, 49.1 per cent of survey respondents showed that 
taxpayers lack awareness, and do not easily understand tax rules, forms, and 
instructions or information provided by ERCA with a mean of 3.16 ± 1.085. However, 30.9 per cent of respondents replied that taxpayers have awareness regarding tax rules. 
forms, and instructions (Table 4.6). The majority of respondents (51.9 per cent) also stated that taxpayers do not comply with the tax system in Ethiopia with a mean of 3.24± 0.970 (Table 4.6). As 72.7 per cent of survey respondents replied with a mean of 
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2.29± .956, ERCA is capable to gather information through tax audit program regarding taxpayers' compliance behavior and areas of weaknesses in the tax law lor 
clarification and amendment (Table 4.6). Further, out of the total respondents, 69.1 per cent of respondents with a mean of 1.80 ± 0.890 stated that tax audit program performed by ERCA makes its power visible to the commun ity, and encourages noncompliant taxpayers to comply (Table 4.6). Taxpayers believe that there is a good chance of being seized in their underreporting and other noncompliance acti vi ti es during an audit as responded by 90.9 per cent of respondents with a mean of 2.29 ± 1.165 (Table 4.6) . 

Regarding the conduct of audit on a range of tax types, 94.6 per cent of respondents showed that VAT aud it is close ly coordinated with other tax types, income tax in 
particular in ERCA with a mean of 1.56± 0.856 (Table 4.6). ERCA has no enough aud it 
staff resources with a mean of 3.67± .862 as responded by 74.6 per cent of respondents (Table 4.6). 
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Table 4.6: Summary of responses regarding effective audit program to encourage compliance and increase tax revenue 

Percent 
Strongly Strongly Do not Std. Statement agree Agree Neutral Disagree disagree know Total Mean Deviation Taxpayers comply with the tax system in Ethiopia 5.6 18.5 24.1 50 1.9 0 100 3.24 0.970 Tax registered traders can easily understand and be 7.3 23.6 20.0 43 .6 5.5 0 100 3.16 1.085 aware of the rules, forms and instructions or 

information of ERCA 

The ERCA can gather infonnation regarding 12.7 60 .0 18.2 5.5 1.8 1.8 IQO 2.29 0.956 I taxpayers' compl iance behavior and areas of 
weaknesses in the tax law through tax audit program 
Taxpayers believe that there is a good chance of 38.2 52.7 3.6 1.8 3.6 0 100 2.29 1.l65 being seized in their underreporting and other 
noncompliance activities during an audit 
Tax audit program performed by the ERCA makes 25.5 43.6 12.7 14.5 1.8 1.8 100 1.80 0.890 its power visible to the community and encourages 
noncompl iant taxpayers to comply 
VAT audit is closely coordinated and performed 56.4 38.2 1.8 0 3.6 0 100 1.56 0.856 

, with other tax types, income tax in particular. 
ERCA has enough audit staff resources to perform 0 16.4 9.1 65.5 9.1 0 100 3.67 0.862 
onsite audits or comprehensive crosschecki ng of 
invoices and transactions 

-Source: Survey outcomes and own computations 
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Regarding the size of taxpayers selected for audit, most of the respondents (74.5 pcr cent) replied that ERCA selected category "A" taxpayers for aud it purpose; whercas 36.4 per cent and 27.3 per cent of respondents rep lied that ERCA auditcd category "B" and category "C" taxpayers respectively (Table 4.7). 

Table 4.7: Category of taxpayers selected for audit' 
Category of taxpayers selected for audit 
Category A 
Category B' 
Category C' 

Source: Survey outcomes and own computations *Multiplc answers were possible ··Figurcs do not add up 

Frequency Percent 
4 1 74.5 
20 36.4 
15 27.3 

Further, the response of 87.3 per cent, 78.2 per cent, and 76.4 per cent of respondents showed that ERCA has selected merchandising enterprises, manufacturing sector, and construction and real-estate sectors respectively fo r tax audit purpose. The rest two sectors se lected for audit are serv ice sectors and financial institutions as repli ed by 49. 1 per cent and 14.5 per cent of respondents, respectively (Table 4.8). 

Table 4.8: Business sectors mostly selected for audit' 
Business sectors mostly selected for aud it 
Manufacturing enterprises 
Service sectors (such as hotels, professional hospitality, etc) 
Merchandising enterprises 
Construction and real-estate sectors 
Financial service sectors 
Others 

Source. Survey outcomes and own computatIons *Multiplc answers were possible ""Figures do not add up 

Frequency Percent 

43 78.2 
services, 27 49 .1 

48 87.3 
42 76.4 

8 14.5 

3 5.5 

I Any company incorporated under the laws of Ethiopia or in a foreign country, and any other business 
having an annual turnover of Ethiopian Birr (ETB) 500,000 and more. 2 Business having an annual turnover of above ETlJ 100,000 unless already clussiried in calegory "A ". 

) Those businesses whose annual turnover is estimated up to ETB 100, 000. 
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The main reasons for the selection of the above category and sector of taxpayers are their higher compliance risk and large revenue potential as responded by 78.2 per ce nt and 51 per cent of survey respondents respectively (Table 4.9). 

Table 4.9: Reasons for selection of calegory and sectors of taxpayers' 
Reasons for selection of sectors and 
taxpaycl'S 
Taxpayers have higher compliance risk 
Taxpayers have large tax potential 
Taxpayers have no effective recordkeeping 
It is difficult to tax taxpayers 
Others 

Source: Survey oUlcomes and own computallons *Multiplc answers were possible 
"Figures do not add up 

4.2.1.4. Audit case selection methods 

category of Frequency 

43 

28 

8 

4 

3 

Percent 

78.2 

51 

14.5 

7.3 

5.S 

As 87.1 per cenl of the respondenls replied, with a mean of 1.89 ± 0.718, taxpayers have been selected based on their associated compliance risk (compliance risk indicators) ror audit purpose (Table 4.10). The sole mechanism to treat taxpayers' compliance risk 
might be tax audit with a mean of 2.75 ± 1.125 as responded by 51.9 per cent of respondents though 34 per cent of respondents opposed this assertion (Table 4.10). As 65.5 per cent of survey respondents replied, auditors and investigators have good access 
to information kept by the taxpayers and other parties with a mean of 2.40± 1.0 II (Table 4.10). Taxpayers also cooperate to give essential information necessary for audit 
when necessary with a mean of 2.60 ± 1.065 as replied by 52.7 per cent of respondents (Table 4.10). 
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Table 4.10: Summary of responses regarding audit case selection 

Percent 
Strongly Strongly Do not Std. Statement 

agree Agree Neutral Disagree disagree know Total Mean Deviation Taxpayers (auditee) are selected based on 27.8 59.3 9.3 3.7 0 0 100 1.89 0.718 their associated compliance risk 
Tax audit is a sole treatment for 11.3 39.6 15 .1 30.2 3.8 0 100 2.75 1.125 compliance risk available to ERCA 
Tax auditors and investigators have good 16.4 49.1 12.7 21.8 0 0 100 2.40 1.0 II access to information held by taxpayers 
and others parties 

Taxpayers cooperate to give essential 14.5 38.2 21.8 23.6 1.8 0 100 2.60 1.065 information necessary for performing an 
aud it 

-Source: survey outcomes and own computations 
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Further, the taxpayers' compliance risk is characterized by underreporting income (89.3 per cent), nonpayment of tax returns when due (67.8 per cent), fa ilure to register as 
required by tax law (64.3 per cent), and non-fili ng tax returns (64.3 per cent) (Table 
4.11 ). 

Table 4. 11 : Characteristics of taxpayers' noncompliance behavior' 
Taxpayers' noncompliance behavior 
Non filing tax returns 
Fail to register when required 
Underreporting income 
Register ing of ineligible taxpayers 
Nonpayment of tax returns on time 

Source: Survey outcomes and own computations *Mulliplc answers were possible 
"Figures do not add up 

Freq uency 
18 

18 

25 

4 

19 

Percent 

64.3 

64.3 

89.3 

14.3 

67.8 

As 81.8 per cent of respondents showed, the above compliance risks arise mainly due 10 taxpayers' lack of awareness. It may also arise due to weakness in tax administration, 
taxpayers' carelessness, and taxpayers' deliberate action as responded by 71 per cent, 60 per cent, and 60 per cent of respondents, respectively (Table 4. 12). 

Table 4.12: Reasons ror the noncompl iance behavior to arise' 
Reasons for the noncompliance 
Taxpayers' deliberate action 

Taxpayers' carelessness 
Taxpayers' lack of awareness 
Weakness in tax administrat ion 

Source. Survey outcomes and own computations *Multiplc answers were possible 
"Figures do not add up 

Frequency Percent 

33 60 

33 60 
45 8 1.8 

39 71 
--

In addition to compliance risk identification and prioritization, there are pre-audit case management factors including audit timeframe (period), inappropriate auditors' contact with taxpayers, the amount of potential tax revenue and the possibi lity of Ihe col\ectability of such revenue. 
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Regarding the audit timeframe, 87.3 per cent of respondents showed that ERCA h"s " rule that requires aud it activities to be started and completed within a predetermined timeframe (Table 4.13). The survey respondents further stated that the audit timeframe is 22 days regardless of the complexity of audit cases and the size of the taxpayers to be 
audited. 

Table 4.13: The rule to start and complete the audit within a specified tilllcframc 
The rule to 5t:t!"t nnd complete the audit within a specified Frequency Percent timerrame 
Ves 

48 87.3 Neutral 
7 12.7 No 
0 0 Total 

55 100.0 Source. Survey outcomes and own computatIOns 

Further, 47.3 per cent of respondents stated that taxpayers are sometimes se lected for audit in the current period although those taxpayers were audited in the previous period and no audit liability owed found with them (Table 4.14). 

Table 4.14: ERCA repetitively audit the same taxpayer in consecutive periods 
-

ERCA repetitively nudit the same taxpayer ill consecutive Frequency Percent audit periods 
Ves 

8 14.5 Usually 
4 7.3 Neutral 
7 12.7 Sometimes 

26 47.3 No 
10 18.2 Total 
55 100.0 Source. Survey outcomes and own computatIons 

As stated by 56.7 per cent of respondents, repetitive audit is performed when serious tax fraud is found wilh taxpayers; and 30 per cent of respondents stated that such audit is performed when taxpayers report less tax return than the previous period (Table 4.15). 
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Table 4.15: When ERCA audit taxpayers repetitively in consecutive periods' 
When ERCA perrorm nudit on taxpayers repetitively 

Taxpayers report tax return less than previous period 
Serious tax fraud is found with taxpayers 
Taxpayers have large tax potential 
Others 

Source: Survey outcomes and own computations 
*Multiple answers were possible 
··Figurcs do not add up 

Frequency 

9 

17 

5 

2 

Percent 

30 

56.7 

16.7 

6.7 

Regarding the auditors contact with taxpayers, 16.4 per cent of respondents proved that 
the same auditor or investigator could audit the same taxpayers repetitively in different 
audit periods. Similarly, 40 per cent of respondents rep lied pos itive answers for thi s 
assertion (Table 4. 16). 

Table 4.16: An auditor repetitively audit the same business 
An auditor repetitively audit the same business Frequency Percent 
Yes 9 16.4 
Usually 2 3.6 
Neutral 8 14.5 
Sometimes 20 36.4 
No 16 29.1 
Total 55 100.0 

Source: Survey outcomes and own computatIons 

As 94.5 per cent of respondents showed, the potential amount of tax revenue that III ight 
be found with the target taxpayer and the capability of that particular taxpayer to pay 
tax owed have been cons idered to perform an audit work (Table 4.17). 

Table 4.17: The consideration of tax return amount and collectability 
Amount or tax return and its collectability is considered Frequency Percent 
Yes 44 80.0 
Usually 8 14.5 
Neutral 2 3.6 
No I 1.8 
Total 55 100.0 

Source: Survey outcomes and own computations 
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Moreover, the case selection decis ion is based on accurate and timely tax payer data. As the survey resu lt revealed, the information used for tax audit might be from case histories of taxpayers (73.1 per cent), third parties (76.9 per cent), and business sector profile (53.8 per cent) (Table 4.18). 

Table 4.18: Sources of required information for audit" 
Sources of audit information 
Reviewing the case histories of taxpayers 
Information from third parties 
Business sector profile 

Source: Survey resu lts and own COmpUl<ltlOlls *Mulliplc answers were possible 
"Figures do not add up 

Frequency Percent 

19 73.1 

20 76.9 

14 53.8 

Regarding case se lecti on melhods, taxpayers to be audited have been usually selected using rule base and automated risk-scoring system (52.9 per cent), data mining (49.1 per cent), and stati stical techniques using prior tax audit resuits (51 per cent). The survey results also showed that audit case has been rarely se lected through tax alldi t team 's oFfice case review (18.2 pcr cent) and random select ion (9 .1 per cent) (Table 4.19) . 

Table 4.19: Audit case selection methods used in ERCA" 
Audit case selection methods used 
Taxpayers are selected randomly 
Auditors select aud it cases manually based 
knowledge 

Data mining 

Statistical techniques using prior tax audit results 
Rule base and all tomated risk scoring system 
Others 

Source. Survey outcomes and own computatIons *Multiplc answers \vcre possible 
··Figurcs do not add up 

61 

on 

Frequency Percent 

5 9.1 
their 10 18.2 

27 49.1 

28 51 

29 52.7 
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4.2.1.5. Examination techniques 
The accuracy of tax returns have been tested through review of financial statements and 
returns (84.3 per cent); examination of information from third parties (78.4 per cent); 
examination of taxpayers' records 'p4.5 per cent); observing, di scussing and reviewing 
documents of taxpayers (60.7 per cent); and physical checks of businesses' current operation including transactions, assets and other aspects (74.5 per cent). The su rvey 
result further showed that field examination (physical checks of taxpayers' assets and other aspects) is mainly used when a particular taxpayer needs to se ll its business fixed assets or close the business (Table 4.20). 

Table 4.20: Examination techniques used to check the accuracy of tax returns' 
Examination techniques used 

Review of financial statements and returns 
Observing, discussing and reviewing taxpayers' documents 
Physical checks of transactions, assets and others aspects 
Examination of taxpayers' records 
Examination of information from third parties 

Source: Survey outcomes and own computahons *Multiple answers were possible 
""Figures do not add up 

4.2.1.6. Capability and experience of tax audit staff 

Frequency 

43 

3 1 

38 

38 

40 

Percent 

84.3 

60.7 

74.5 

74 .5 

78.4 

Tax auditors and investigators have been hired and held their current position based on 
their field of study (67.3 per cent), training and exam attended (63.6 pcr cent), leve l of education (54.5 per cent), and past work experience (25.4 per cent) (Table 4.21). 

Table 4.2 1: Criteria to recruit and give a position an audit staff in ERCA' 
Criteria to recruit and give a position an audit staff 
Based on past work experience 
Based on field of study 
Based on educat ion level 
Based on training and exam attended 
Others 

Source. Survey outcomes and own computallons *Multipie answers were possible 
""Figures do not add up 
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Frequency 

14 

37 

30 

35 

2 

Percent 
--, 

25.4 

67.3 

54.5 

63.6 
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Regarding auditors' experience, the su rvey result showed that 80 per cent or 
respondents have no any audit experience before they have been employed in ERCA. In 
addition, 80 per cent of survey respondents have an experience of less than fo ur years in 
their current position (Table 4.22). The survey result further showed that most auditors 
and investigators resign themselves from their position after two to four years of 
experience due to workload without additional benefits, absence of freedom and good 
atmosphere in work environment, absence of satisfactory allowance for fieldwork and 
uneven compensation payment for similar field activities, and absence of performance 
based promotion. 

Table 4.22: Work experience of tax audit staff 

Frequency Percent 
Audit experience before joined Yes II 20.0 
ERCA No 44 80.0 

Total 55 100.0 
Work experience in current Less than 2 years 26 47.3 
occupation 2-4 years 18 32.7 

4-6 years 7 12.7 
6-10 years 2 3.6 
Above 10 years 2 3.6 
Total 55 100.0 

Source. Survey outcomes and own computatIOns 

Furthermore, regard ing auditors' operational capability, 90.2 per cent of survey 
respondents showed that an ind iv idual desk auditor completes less than 10 cases on 
average per month. The survey result also showed that an individual field auditor 
performs less than 4 cases on average per month as responded by 88.9 per cent of 
respondents. An experienced junior tax auditor performs less than 100 cases on average 
per year as 93.6 per cent of respondents replied (Table 4.23). The survey respondents 
further stated that most tax auditors usually conduct their audit work without preparing 
pre-audit plan. 
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Table 4.23: Audit cases performed by a particular auditor 
Audit cascs pcrformed by individual audito,'s Frequency Percent Desk auditor in 11 month Less than 10 cases 46 90,2 

10-20 cases 3 5.9 
21-30 cases I 2.0 
Above 30 cases I 2.0 
Total 51 100 Field auditor in a month Less than 4 cases 48 8R.9 
4-6 cases 4 7.4 
7- 10 cases 2 3.7 
Total 54 100 An experienced junior tax Less than 100 cases 44 93.6 auditor in a yenr 10 1-1 50 cases I 2.1 
151- 180 cases I 2. 1 
Above 220 cases I 2.1 
Total 47 100 

- , 

Source. Survey outcomes and own com putations 

Regarding competency assessment and capability improvement, 63.6 per cent of survey respondents showed that ERCA provides training and exam regarding tax law and tax audit issues at the time of recruitment before engaged in tax aud it act ivities. In add ition. 
54.5 per cent of respondents showed that ERCA sometimes provides trai ning ancr recruitment and once the auditors held their required position (Table 4.24). 

Table 4.24: Training and exam to auditors and investigators 

Frequency Percent Training and exam regarding tax law and Yes 35 63 .6 audit issues at recruitment Usually 3 5.5 Neutral 3 5.5 Sometimes 12 21.8 No 2 3.6 Total 55 100.0 A continuous c:lp:lbitily assessment and Yes 10 18.2 knowledge upgrading Usually 3 5.5 Neutral 3 ,,' Sometimes 30 5'm No 9 16.4 Total 55 100.0 Source. Survey outcomes and own computations 
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4.2.2. In-depth interview results 
The in-depth interview with tax officials showed that ERCA performs exhaustively comprehensive audit. However, along with the start of the implementation of the risk­based taxpayer selection system in July 2009, audit methodologies especially desk audit, and others such as field audit and spot (issue) audit come to existence in branch 
offices. The interview results also revealed that ERCA critically conducts investigat ion 
audit only at headquarter level based on the information that comes from various sources with evidence regarding the deliberate evasion or serious fraud. 

The in-depth interview with tax officials also showed that tax needs to be based on voluntary registration, and should encourage taxpayers to voluntarily discharge their tax obligations in Ethiopia. As a result, the purpose of tax audit is primarily to educ;lIe taxpayers and improve their voluntary compliance. The interview respondents further statcd that the duty of taxpayers' awareness crcation is unquestionable to increase voluntary compl iance and to mitigate compliance risks. Consequently, ERCA tried to 
create tax awareness through electronic media, printed materials, websites (uploading information and accessed to the public), and some face-to-face di scuss ion forum with taxpayers in collaboration with Addis Ababa Chamber of Commerce and Sectora l Associations (AACCSA). 

Regarding taxpayers' awareness, the in-depth interview with taxpayers testified that taxpayers lack awareness regarding tax type to which their business is liable, goods and 
services exempted from tax, negative upshot of contraband trade, and reporting and filing requirements of the tax law. The respondents further stated that taxpayers need compliance education to understand the benefits of being compliant and the consequence of not being compliant. [n addition, there is a communication gap between ERCA and taxpaye rs, which leads taxpayers to mistrust. The taxpayers do not have easy access to new rules introduced and amendments in the existing tax law, and do nol get any clarification on the complex tax rules and regulations. 

Further, the in-depth interview with tax officials showed that ERCA used tax audit as a compliance enforcement tool to collect unpaid taxes from taxpayers and to ensure the 
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deterrent eFFect (improving Future compliance). The interview respondents Further staled that ERCA has sufficient powers to enter business premise, seize documents, gather information From third parties such as banks, and genera lly enForce payment of tax. The noncompliant taxpayers that have been considered as a big fi sh arc penalized and enforced to pay the evaded tax with penalty and interest so as to maximize their futu re compliance as we ll as to educate others to comply by publicizing such enforcement. 

Regarding segments of taxpayers selected For audit, the interview with tax officia ls showed that ERCA currently used segmentation approach in place of tax type based approach (the previous tax admi nistration model) to conduct tax audit in order 10 provide a highly integrated and one spot customer service for taxpayers. Taxpayers have been segmented into Large Taxpayers Office' (L TO), Mediums, Small , and Micro Size taxpayers6. The segmentation approach results in customer satisFaction and minimizes both taxpayer compliance costs and tax admin istrative costs. The audit program focused on large taxpayers those account not more than 10 per cent of total taxpayers but contribute 75-80 per cent of total tax revenue. 

The in-depth interview with tax officials further stated that, in addition to their large lax potential, large taxpayers segment has huge impact on investment and other economic participation. Thus, the Ethiopian tax system prioritizes and provides quality and on 
time services for such taxpayers for the benefit of both taxpayers and the tax adm inistration system. It is unquestionable to ERCA to deploy its scarce resources primarily in large taxpayers regardless of the significance of risks that need attention to 
be aud ited in other taxpayer segments though it is necessary to allocate tax audit resources for the conduct of audit in other taxpayers segment. Oecause large taxpayers can contribute a huge amount of tax revenue as well as have complex structure, multiple operat ing ent ities with international business dealings. 

• LTO include taxpayers with annual turnover of above ETB. 15,000,000 or US $874,635.6. (US$I= ETB 17.15.sofMay 18,2011-05-18). 
'Taxpayers with annual turnover of above ETB . 500,000 (US $29,154.5) up to ETI3. 15,000,000 (US $874,635.6). 
6 Regarding Smull ano Micro Size taxpayers, there is no a clearly staled turnover in order to distinguish such segments of taxpayers. 
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Besides, the in-depth interview with tax officials showed that construct ion industry is 
highly developing and increasing at present time in Ethiopia though the sec tor 
contributes relatively scant tax revenue and has high ri sk due to their complex 
transactions that might be difficult to identify for audit purpose. The se rvice delivery 
sectors excluding financial service sectors are also risky taxpayers that have becn 
usually selected for audit purpose. However, financial service sectors are automated 
users and prepare complete periodic reports as per the request of their shareholders. A 
well-structured regulatory body, National Oank of Ethiopia (NOE), also governs thesc 
sectors. 

The segments and sectors of taxpayers have been selected based on their associated 
compliance risk (risk indicators) fo r audit as testified by the in-depth interview with tax 
offic ials. The interview respondents fu rther stated risk criteria that include: the trend of 
delay in tax payment, non-filing tax returns, nil tax declaration, showing abnormal and 
repetitive loss report, profit significantly deviated from previous periods 
(underreporting income), report of too deviated margin from the sector, over claimed 
deductions, unusual credit and refund claim, and past casc hi stories of taxpayers. In 
add ition, the in-depth interview with the tax officials confirmed that the potential 
amount of tax revenue that might be found with the target taxpayer and the capability of 
that particular taxpayer to pay tax owed have been considered to perform an aud it work . 

Regarding sources of required audit information, the interview wi th tax officia ls 
showed that tax aud it is conducted usi ng information from SIGTAS7 (Standard 
Integrated Government Tax Administration System), intelligence team, and third parties 
such as banks. However, the use of SIGTAS does not provide reliable decision to assure 
appropriate ri sk selection due to absence of well-organized and clean data. 

For the purpose of audit case selection, the interview with tax offic ials showed that 
ERCA has part ia lly im plemented automated tax return fi ling systems since SIGTAS has 
not been fully utilized for risk assessment. As a result, ERCA currently uses both the 

1 SIGTAS is an inlegrated package with modu les necessary to manage ni l taxes and licenses includi ng a 
risk selectivi ty module (ERCA 2010). 
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previous case select ion system (random selection) and risk-based approach concurrently. 

Regarding aud it staff recruitment and deve lopment, the in-depth interview wi th tax officials revealed that tax auditors and investigators are employed in ERCA based on their level of education and cumulative grade point average (CGPA). Currently, ERCA hired a mass of youngest employees from newly graduated students, accounting and finance graduates as a tax auditor in particular. The interview respondents also stated that previous audit related work experience is preferable, and every rec ruited auditors 
and investigators should have good ethical behavior. In add ition, at the time of recruitment, all candidate employees are expected to attend training regarding government policies and strategies, overall objectives and structure of [RCA, tax rules and regul ations, and one week basic audit train ing (for candidate tax auditors). After the completion ofthc training, all the trainees are expected to take the exam (in-house tests) based on the training they attended for assessment purpose. Nevertheless, the interview with tax officials revealed that there is no a we ll-established model to make a continuous competency assessment. 

The in-depth interv iew with tax officials further showed that tax auditors are categorized in to audit teams having their own team coordinators. Under each audit team, there are three levels of auditors: junior auditor, auditor, and senior auditor. The tax audit team coordinators ass ign audit cases to their own team members based on the auditors' experience and capability as well as the complex ity of cases. The simple and medium cases are expected to be performed by junior auditors and auditors, whereas very complex cases are assigned to senior auditors. 

Regarding auditors' capability, the in-depth interview with taxpayers showed that tax 
auditors have not standardized knowledge regarding clarification of unclear tax rul es and regulations, and are incoherent in giv ing information regarding identica l tax issues. In addition, tax auditors lack willingness to give advising services to taxpayers rathe r they simply intimidate them by raising the consequence of not being compliant. The ta.x officia ls, auditors in particu lar, also fail to keep properl y taxpayers' data that have been 
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already submitted by taxpayers, and they unnecessarily request taxpayers to submit the report yet again. 

4.2.3. Documentary analysis results 
As stated in ERCA annual repolt (200911 0), ERCA has no emphasis and do not ass igned enough number of audi tors for the conduct of investigation audit in its new organizational structure. 

The annual report of ERCA for 2009/ I 0 fiscal year also stated that there is no spec i li eu time range within which taxpayers are expected to present their data and to enforce non­vo lunteer taxpayers to submit the data on time. 

Regarding audit coverage, the total number of taxpayers8 administered by ERCA was 
20,930 in 2008/09 fiscal year. Unti l July 7, 20 I 0, the total number of taxpayers registered was 25,353, of which 18,985 (74.9 per cent) were registered at Addis Ababa branch offices (L TO, Addis Ababa East and Add is Ababa West). The rest 6,368 (25.1 per cent) were registered out of Add is Ababa branch offices. During 2008/09 fisca l year, ERCA has aud ited 1, 106 taxpayers (5.28 per cent\ and found additional tax revenue of US $1 12.17 mill ion. In 2009/10 fisca l year, the authority covered 3,075 taxpayers through audit (12.1 per cent), and found additional tax reven ue of US $273.13 million (ERCA an nual report 2009/10) (Table 4.25). 

Table 4.25: The total number of taxpayers and audi t coverage in ERCA 
Ilcrn 

Fisca l Year 

2008/09 2009/t 0 Total number of taxpayers administered by ERCA 20,930 25,353 Total number of taxpayers audited in ERCA 1,106 3,075 Additional tax revenue found through tax aud it (in 11 2. 17 273.13 millions of US dollars lO
) 

Tax audit coverage (in 'per cent) 5.28 12.1 -Source: Annuat rcpurls 01 ERCA mlhe 2008/09 and 2009110 IlScal years 

8 The data is obtained from management information system (M IS) and annual reports ofERCA orth~ fi scal year 200911 O. 
9 The percenlage of lax payers audiled is delcrmincd by laking the proportion of laxpayers audiled 10 lOla I number of registered taxpayers in each liscal year. 
10 US$ I= ETfJ t 7. t5 <as of May t 8, 20t \-05-\8). 
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Besides, ERCA had tota l employees of 3,583 and 4,934 during 2009/10 and 20 I 0111 fi sca l years, respectively. Whereas, the number of tax audit staff was 179 and 224 for the fiscal years 2009/ 10 and 20 I 0/ 11 , respecti vely. The total number of audit staff in ERCA accounted 4.99 per cent and 4.54 per cent for 200911 0 and 20 I 0111 fi scal years, respectively" (Table 4.26). 

Table 4.26 : Staff resources in ERCA 
Item 

Fiscal year 

2009/10 2010/ 11 Total number of staff in ERCA 
3,583 4,934 Total tax audi t staff in ERCA 

179 224 Percentage of audit staff to total staff in ERCA 4.99 4.54 . -Source. Annual reports at ERCA 10 the 2008/09 and 2009/10 fi scal years Note: The number of the sta ff resources for 201011 1 fiscal year is as of April 30,2011, and according '0 
the human resource management, all stall could stay in their job position and there is no pian to 
hire new stalT until the end of 20 10111 fiscal ycar (July 7, 20 II ). 

There is also a higher employee turnover, audit staff in particular, in ERCA. For instance, in the fisca l year 20 10/ 11 '2, there are 1,520 employees hired in ERCA mainly through CGPA. Nevertheless, 168 employees dismissed from their positions, out of which 110 employees resigned themselves, and the rest 58 employees are forced to leave their job due to the ir eth ical problems and other reasons. 
In addition, there is shortage of computers, network cables, and sockets. There is also absence of separate workroom to keep the information that might be used for conducting investigation audit. Even the existing computers are detected by viruses and do not accept flash and CD to enter the softcopy information that comes from different sources. Moreover, the tax auditors have no access for the SIGTAS, and are not even familiar with the system due to absence of adequate training CERCA annual report 2009/10). 

11 The percentage of audit staff resources is determined by considering the percentage Of t3X audit stair to 
total staff in ERCA. 

12 The data is obta ined from the nine· month report of ERCA for the 201011 1 fi scal year (from July 7, 
2010 to April 30, 201 1). 
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4.3. Analysis 

This section presents the analysis and interpretation of the results having the necessary data collected and presented in section 4.2 to come up with meaningful patterns. 

In Ethiopia. the key source of revenue for the government of Ethiopia is tax followed by external loan grants and assistances. However, the potential tax revenue is not collected due to absence of taxpayers' compliance with the tax law both deliberately and unknowingly. Thus, ERCA used tax audit to determine the taxpayer's correct tax liabilities for a particular accounting or tax period with examination of taxpayers' organizational procedures and financial records in order to assess compliance with tax laws and verify the true, fair, reliable, and accuracy of tax returns and financiul statements. 

The analysis addresses the tax audit practice in Ethiopia with respect to the type of audit performed, effectiveness of audit program in terms of educating taxpayers and improving voluntary compliance and revenue performance, the appropriateness of case selection methods, examination techniques, and experience and capability of tax auditors. 

The first aspect of tax audi t practice is the type of audit performed in ERCA and ils suitability in respect of improving voluntary compliance and increasing lax revenue for the federal government of Ethiopia. An effective audit program should be with vigorous range of audit types directed to a wide range of taxpayers and tax types. Biber (20 I 0) stated that the appropriate selection of tax audit types depends on the compliance ri sk needs to be addressed, the desired audit rate (coverage), audit quality, and the overall deterrent effect that needs to be accomplished. As OECD (2006a) stated, the scope of tax audit may be narrow or broad depending on the specific risk relating to a taxpayer, and the limited audit resources should also be allocated towards the noncompliant to detect compliance risk, and to support those taxpayers who want to be complaint. 

However, the results of the study revealed that tax audit program remains undeveloped in ERCA with an emphasis on comprehensive and desk audit with the exclusion of other aud it methodologies (Table 4.2). As I3ibcr (20 I 0) stated, excessive examination 
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might be appropriate to properly detect taxpayers' noncompliance when it has been applied to those taxpayers where there is an indication of underreporting that could impact across taxes. Nevertheless, ERCA exhaustively conducts comprehensive audit with intensive examination of five-year taxpayer data across all tax ob ligations. As a result, ERCA might consume audit resources improperly with exert ion of much work force, tax audit staff in particular, on mass of transactions and intensive records even on reliable tax returns due to its concentration merely on comprehensive examination of five-year period documentation. As OECD (2006a) stated, sueh type of audit operation might result low audit coverage (rate) that affects the overall deterrent effect]) and future tax revenue. In addition, as Tait (1988) stated, such excess ive examination of taxpayer data may create collision between taxpayers and tax official, and auditors' error in such examination may also damage business activity that result in negative impact on the economy, tax system in particular. 

On the other hand, the practice of spot (issue) audit is almost nil (Table 4.2). ERCA does not consider its audit activities to be on specific errors or compliance risks (transactions and vouchers or records) that concerns the tax system with respect to potential loss of tax revenue due to evasion or fraud and other noncompliance activities. As a result, as Biber (20 I 0) stated, the tax authority might suffer low audit coverage that minimizes tax revenue and overall voluntary compliance. 

Rega rding fraud investigation, ERCA has a responsible unit that handle serious cases of tax fraud or evasion in all its individual branches (Table 4.3). However, the in-depth interview with tax officials showed that investigation audit is conducted with Icss emphasis only at the headquarter level although it might be appropriate to conduct such audit in all branches. The number of auditors assigned for such audit practices is also inadequate to perform audit activities in all cases that come from all branch offices. 
Further, there is no a special workroom for investigation audit to keep the informat ion secret and conduct the audit in safe work environment. ERCA might also incur 

13 Deterrent elTect means future improvement in taxpayers' voluntary compliance by encouragi ng compliant taxpayers and detecting noncompliant taxpayers through covering a wide range of taxpayers. 72 
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additional costs and may not keep the information secret due to time lag during the transfer ofinfonnation from individual branch ofli ces to head oflice for aud it purpose. 

Further, Ethiopia currentl y performs a wide range of organizat ional, institutional and various tax reforms and amendments to create fair, flexible, and modern tax system that resu lts utmost tax revenue at minimum cost for both taxpayers and tax administration system. In add ition, the level of taxpayers' awareness is relatively poor, and taxpayers are incapable to understand the stated tax rules and regulations as we ll as the forms and instructions provided by ERCA (Table 4.6). In such condit ion, as per the literature, it is appropriate to implement we ll-organized educational type audits and ad vising services to encourage taxpayers those needs to comply, and detect compliance risk of noncompliant taxpayers. However, the in-depth interviews with tax oflicials showed 
that education type audits such as advisory aud it (especially to newly established businesses), registration check, and record keeping audit have not yet in place in ERCA. As a result, taxpayers might not be well-informed regarding the newly introd uced tax 
rules and amendments made on the existing tax regul at ion to keep-up taxpayers with updated tax knowledge and to encourage complaint taxpayers as we ll as to detect noncompliant taxpayers those operate in illegal economy. 

Moreover, in Ethiopia, there is a need to have taxpayers that might be registerecl voluntarily and discharge their tax ob ligations. Nevertheless, the in-depth interv iew with taxpayers testified that taxpayers lack awareness regarding the tax type to whi ch their business is liable, goods and services exempted from tax, negative upshot of contraband trade, and reporting and filing requirements of the tax law. Thus, taxpayers need compliance education to understand the benefits of being compliant and the consequence of not being compliant. Due to absence of access to new amendmen ts in tax law and clarifi cation on complex tax rules and regulations, communication gap is created between ERCA and taxpayers that might resu lt mistrust. As a result, tax audit is 
conducted, in ERCA, primarily to ensure compliance in accordance wi th the tax law, to assess and collect add itional tax revenue, check tax fraud or evasion, and educate taxpayers (Table 4.4). The main activ ities of auditors and investigators during their 
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audit work include detecting noncompliance of individual taxpayer, educating taxpayers, and gather information on health of the tax system (Table 4.5). 

Among others, creating taxpayers ' awareness might be necessary to increase voluntary compliance and to mitigate future' compliance risks in Ethiopia. Bccause compliance risks might arise mainly due to taxpayers' lack of awareness as wel l as wcakness in the tax admin istration, taxpayers' carelessness, and taxpayers' deliberate act ion (Table 4. J 2). Consequently, as the in-depth interview with tax officials stated, ERCA has tri ~d to create tax awareness through electronic media, printed materials, website (upload ing information and accessed to the public through webpage), and some face-to-face discussion forum with taxpayers in collaboration with AACCSA. However, taxpayer awareness creation through such mechanisms might depend on the literacy level of the target taxpayers and the accessibility of such materials to the public within a given tax jurisdiction. 

In Ethiopia, the literacy rate is low (42.7 per cent during the year 2005 - 2009 14
) as compared to other countries, OECD countries in particular. Low levels of literacy, education in genera l, niay impede the economic development of a country, performance of tax system in particular, in the current rapidly changing and technology-driven globe. Beyond being illiterate and unfamiliar with the technology, there is no easy access and appropriate network for even familiar and educated taxpayers to use the webpage in Ethiopia. Thus, taxpayers, in such cases, may not be aware about the Eth iopian tax system, and vo luntary compl iance might not be achieved in ERCA due to the absence of advising and law elucidation services th rough reasonable phys ical contacts with taxpayers. 

Regarding compliance enforcement, the audit program performed in ERCA can detect noncompliance behavior of individual taxpayers and gathering information on the health of the tax system regarding the taxpayers' compliance behavior and areas of weaknesses in the tax law for clarification and amendment (addressing the deficiencies 

14 The data is obtained from Ccntrall nteliigcnce Agency (CIA). the world fact book (20 10). Thc li tera", rate for OECD countries such as USA, United Kingdom, and New Zealand is 99 percent during the same periods. 
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in the tax law) (Table 4.6). This finding coincides with the statements of OECD (2006a). The fi nd ing also coincides with the statement of Biber (20 10) that, as 
presented in the results section (Table 4.6), taxpayers might also fee l that there is a good chance of being seized in their underreporting and other form s of noncompliance activities that might be due to application of strong sanctions where noncompliance is encountered. 

Thus, tax audit is used as a compliance enforcement tool to co ll ect unpaid or evaded tax return and to ensure the deterrent effect. The tax administrators, aud itors and investigators in particular, have sufficient powers to enter a business premise, seize documents, gather information from third parties such as financ ial institutions, and generally enforce payment of tax when due. Through audit, ERCA utilizes sti ch enforcement powers in addressing the revenue arrears and evasion challenges it faces. and makes its power visible to the community and encourages noncompliant taxpayers to comply (Table 4.6). The in-depth interv iew with tax offic ials showed that noncompliant taxpayers that have been cons idered as a big fish are subject to penally, and have been enforced to pay the evaded tax with such penalty and interest so as to maximize their future compliance as well as to educate others to comply by publ icizing such enforcement. 

However, ERCA may not achieve the expected future vo lun tary compliance in the absence of serv ices along with the taxpayers' lack of tax awareness. Without educating taxpayers and creating tax awareness, making power visible to the community might detect the deliberate evas ions and frauds but not be a solution to create a compliant taxpayer those does not comply unknowingly. As EC (2006) stated, tax admin istrators should not simply enforce but must foster tax compliance through improving services to taxpayers by provid ing them with clear instructions, understandable form s, and assistance and information as necessary. Hence, im plementation of severe penalty and enforcement to pay evaded tax may not be long-lasting so lution to create ](tir anu smooth tax system with high compliant taxpayers to ERCA. 
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Apart from the use of tax aud it as a means of educating taxpayers and a compliance tool, an equa lly important factor in an effective audit program is the identi fication or specific segments and sectors of taxpayers to be selected for audit. As Biber (2010) stated, grouping taxpayers by their common character is appropriate since taxpayers have varied characteristics and risks to tax revenue that might require different audit treatment including staff allocation based on case complexity. 

Consequently, as the in-depth interv iew with tax officials showed, ERCA has tailored its audit work to specific sectors and taxpayer segments, and currently used a segmentation approach to conduct tax audit in order to provide a highly integrated and one spot customer service for taxpayers. Taxpayers have been segmented into Large Taxpayers Office (LTO), Medium, Small, and Micro Size taxpayers. Such segmentation of taxpayers might help ERCA to recognize the complexity levels of audit cases in audit activities, and to di stinguish the competency requirements, classification, and 
remuneration of tax auditors to plan staffing accordingly. Such appropriate all ocation and compensation of tax audit staff might encourage tax auditors to conduct properly their audit activities, which might result in higher audit performance in terms of coverage and quali ty. In add ition, segmentation of taxpayers might provide one spot customer service that might result customer sat isfaction, and minimizes both taxpayer compliance costs and tax admin istrative costs. 

Further, ERCA has conducted its audit activities mainly on category 'A' along with less emphasis for category '8' and category 'C' taxpayers (Table 4.7). The main reason for the selection of such category of taxpayers for audit purpose is their higher compliance risk and large revenue potential (Table 4.9) . Th is finding is confirmed by the in-depth interview with tax officials, and the interview result showed that tax audit program in ERCA focused chiefly on large taxpayers those account not more than 10 per cent of total taxpayers but can contribute 75-80 per cent of tax revenue and are highly influential in investment and other economical activities . In addition, ERCA needs to provide quality and on time service for large taxpayers for the benefit of both 
such taxpayers and the tax administration. Hence, ERCA deployed undeniably its 
scarce resources primarily to taxpayers with large tax potential regardless of the 
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significance of ri sks that need attention to be audited in other taxpayer segments. As a result, ERCA may increase its tax revenue through audit of taxpayers those with large 
tax potential. 

However, as Tait (1988) stated, the deterrent effect of tax audit (improving voluntary compliance) is best achieved by extending the audit program to as many taxpayers as possible at all levels of taxpayers. Voluntary compliance is generally enhanced by increasing the number of taxpayers audited than auditing taxpayers with large tax potential. Thus, ERCA may not improve future taxpayers' voluntary compliance that may affect future tax revenue, and may not be capable to sustain confidence in the tax system and its administrations in the absence of improving overall volunl<lry compliance. Further, ERCA may increase short-term tax revenue by auditing taxpayers with large tax potential at the expense of decreasing future tax revenue and compliance at other segments of taxpayers. When ERCA gives emphasis only for a particular segments or categories, Category "A" in particular, the unaudited category or segment of taxpayers would feel that their underreporting and other noncompliance activiti es have little chance of being detected due to less probability of being audited. 

Regarding sectors selected for audit, ERCA conducts audit usually on merchandising, manufacturing, and construction and real-estate sectors due to their large tax revenue at risk (Table 4.8). Besides, as the in-depth interview with tax officials showed, construction industry is highly developing and increasing at present time in Ethiopia. However, construction sectors contribute relatively scant tax revenue to ERCA, and have high risk due to their complex transactions that might be difficult to identify for audit purpose. The service delivery sectors excluding financial service sectors are al so risky taxpayers that have been usually selected for audit purpose. However, financial service sectors are automated users and prepare complete periodic reports as per the request of their shareholders. A well-structured regulatory body, National Bank of Ethiopia (NBE), al so governs financial service sectors. Thus, as OECD (2006a) and Tait (1988) stated, tax revenue can be increased by concentrating on taxpayers where large amount of revenue is at risk. 
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The other characteristic of effective tax audit program is a broad coverage of taxpayer groups (by size and sector) and compliance issues (Harrison and Krelove 2005). As indicated in the literature review in chapter two, in a fairly well established tax system, audit rate of 15 to 20 percent of registered traders a year is sufficient (Tait 1988). However, ERCA audited only I, I 06 taxpayers out of 20,930 registrants (5.28 per cent), and have detected and found evaded tax revenue of US $112.17 million in the 2008/09 fiscal year. Similarly, in the 2009/10 fiscal year, the authority audited 3,075 taxpayers out of 25, 353 regi strants (12.1 per cent), and found additional tax revenue of US $273.13 million (Table 4.25). It indicates that ERCA might detect compliance risk and get more additional tax revenue as the audit coverage is increased. Thus, there is low and insufficient audit rate in ERCA. The low audit rate (coverage) might be due to conducting extensive comprehensive audit mainly on taxpayers those with large tax revenue and complex transactions, along with insufficient audit resources including qualified tax auditors, and equipments such as computers. 

Regarding staff resources, the total staff assigned to audit should be close to 40 per CCllt of the total staff of the tax administrations (Biber 2010). However, the audit stalf resource is insuffic ient in ERCA (Table 4.6). In the 20091 I 0 fiscal ycar, the proportion 
of tax audit staff to the total number of employees in the ERCA was about 4.99 per cent. Similarly, in the 2010/11 fiscal year, the proportion of tax audit staff to the tota l number of employees is about 4.54 per cent (Table 4.26). Having insufficient tax auditors results ineffective audit program. The required level of audit quality and audit coverage might not be achieved. There might be a possibility of missing opportunities and imperfect detection of compliance risks due to workload on staff resources. 

In addition, documentary analysis showed that there is shortage of other audit resources such as scarcity of computers, network cables and sockets, and absence of separnte workroom to keep the information that might be used for conducting investigation audit. Even the existing computers are detected by viruses and do not accept flash and CD to enter the sollcopy information that comes from different sources. It might be due to the absence sufficient support from IT experts in order to prevent and detect such problems by installing antivirus software on time and when necessary. Moreover, tax 
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auditors have no access for the use ofSIGTAS as a source of audit information, and are not even familiar with the system due to absence of adequate training. Tax audi tors those getting access for the SIGTAS could not also connect their computers to the information network due to scarcity of cables and sockets. In such case, even the existing tax auditors cou ld not perform their audit activities as expected that results low audit coverage and audit quality due to lack of adequate audit information and paucity 
of sufficient and fully operating computers to process the audit data . 

Another aspect of tax audit practice is use of appropriate audit case selection methods to 
select taxpayers for audi t. As noted in the literature, the se lect ion of appropriate audit candidates in line with program objectives is a key to the effectivcness of tax audit program (Barreca and Ramachandran 2004). In ERCA, audit of all taxpayers is unattainable hav ing inadequate aud it resources and large noncompliant taxpaye rs (especially small and medium enterprises) both unknowingly and intentionally. Taxpayers might undcrreport their income, not pay tax returns when due, fail to registe r when req uired by the tax law, and fai l to file their tax returns (Table 4.11). As a result. taxpayers have been selected based on their assoc iatcd compliance risk (risk indicators) for audit purpose (Table 4.10). The in-depth interview with tax officials showed that the risk selection criteria include the trend of delay in tax payment, non-filing tax returns, nil tax declaration, showing abnormal and repetitive loss report, showing pro!1 t significantly deviated from previous periods (underreporting income), reporting exaggeratedly deviated margin from the sector, potentially over claimed deductions, unusual credit and refund claim, and past case histories of the target taxpayer. 

In addition to compliance risk identification and prioritization, there are pre-aUdit case management factors including the audit timeframe (period), inappropriate auditors' contact with taxpayers, the consideration of the amount of potential tax revenue and the possibility of the collectability of such revenue. 

Regarding tax audit timeframe, ERCA has a ru le that requires an individual audit case to be started and completed within 22 days period regardless of the complexity of the cases and the size of the taxpayers to be audited (Table 4. 13). As a result, as pe r the 
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researcher' s knowledge concerned, the allocation of equal period for both complex and simple cases might result operational inefficiency including decrease in audit quality and coverage although there is no standard time frame for both complex and sim ple cases. Tax auditors those expected. to perform complex cases might not properly detect noncompliance due to time scarcity and the required audit quality might not be achieved; whereas auditors those expected to complete simple cases might complete 
even before the elapse of stated period and might consume working time improperly so that feasible audit coverage might be reduced. 

Further, as OECD (2006a) stated, a taxpayer that is audited for the current year, and the audit results in no additional taxes owed should be granted relief from audit for the next two years except if substantial changes take place such as serious tax fraud. Similarly. in ERCA, taxpayers have been sometimes selected for audit in a given period although those taxpayers were audited in the preceding period and have no evaded tax liability 
owed in that period (Table 4.14). The audit is conducted when serious tax fraud is found and taxpayers report tax return less than previous audit period (Table 4.15). Thus, it might be appropriate to conduct audit on the same taxpayers repetitively when serious tax fraud is found regard less of the taxpayers' compliant history. However, the taxpayers' tax returns might vary and be reduced due to economical and/or operational factors. The taxpayers' report of less tax return is not necessarily being an indication of being noncompliant. Thus, ERCA might unreasonably consume its audit resources that make the tax audit program nonproductive and time-consuming as well as increase the hardship associated with repetitive audits for fully compliant taxpayers. 

The other per-audit case management factor is auditors' inappropriate contact with the taxpayers. As OECD (2006a) stated, individual tax auditors and investigators should be prohibited from repeatedly auditing the same taxpayer, and should exclude themselves from taking up an audit where they are familiar with the taxpayer selected for audit. Nevertheless, in ERCA, the same auditor or investigator might sometimes perform audit activities on the same taxpayers repetitively in different audit periods (Table 4.16). Such repetitive contact between tax auditors and taxpaye rs would be due to 
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resource constraint (insufficient audit staff). However, such condition mi ght encourage the risk of corruption. 

Before conducting tax audit, the potential amount of tax revenue that might be found with the target taxpayer and the c'apability of that particular taxpayer to pay tax owed have been also considered in ERCA (Table 4.17). However, the primary objectives of revenue authorities is proper assessment of tax liability, im provement of overall 
compliance with tax laws, and in process sustain confidence in the tax system (OECD 2004a). Thus, the collection process of evaded tax revenue is the secondary objective 
that comes after founding and detecting the evaded tax on a certain taxpayer. In add ition, the co llectability consideration only to the current tax period exc ludes taxpayers' future payment potential that might not prov ide a complete financial pictu re for taxpayers. It might not also help ERCA to bring noncompliant taxpayers to the tax system. 

Moreover, the case se lection decision is based on accurate and timely taxpayer data and data analysis techniques. The required in fo rmation for tax audit might be from SIGTAS, past case hi stories of taxpayers, third parties such as banks and informan ts (whist le-b lowers), and intell igence team. In addition, auditors and investigators have 
good access to information kept by taxpayers and other parties (Table 4.10). Taxpayers also cooperate to give essential information compulsory for audit (Table 4.1 0). However, the in-depth interview with tax offic ials showed that the use of SIGTAS does 
not provide reliable decision to assure appropriate risk selection due to absence of we ll­organized and clean data. This cond ition resu lts the audit work to be mainly depend on external sources, and the unorganized and insufficient audit information from internal sources might hinder the audit operation from being performed on time and as scheduled. Further, documentary analysis showed that there is no spec ified time range within which the taxpayers are expected to present their data. The absence of such rule might hinder audit performance since noncompliant (non-volunteer) taxpayers might not present the data on time as required. 
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Based on taxpayer data, audit case is selected in ERCA using the stati stical techniques using prior tax audit results and rule base and automated ri sk scoring system (Table 4.19). Currently, as the in-depth interview with tax ort'icials showed, ERCA has partially implemented automated tax return filing systems, and currently uses both the previous case se lection system (random selection) and automated risk-scoring system concurrently. However, a compliance approach, in the form of a risk-based audit program, is not yet in place, and the audit functionality of SIGTAS is not being fully 
utilized for risk assessment. With random case selection system, ERCA might fight corruption at the expense of not focusing on highest risks, and treat both compliant and noncompliant taxpayers equally regardless of their associated risk. In addition, the criteria or information based selection system presupposes certain clue of noncompl iance, which might be a sign of other things such as change in economic conditions in such particular sector or taxpayer type. 

Regarding examination techniques, various types of information might be reviewed namely tax returns, financial statements, accounting records, customs declaration and other source documents in ERCA. The techniques used to test the accuracy of tax returns include: examination of information from third parties banks and informants; analytical review of financial statements and returns; examination of taxpayers' records; investigation through observing, discussing and reviewing docllments of taxpayers; and on sight survey of the taxpayers' current business condition through physical checks of current transactions, assets and other aspects (Table 4.20). Field examination (on sight survey of busi ness condition) is applied when a particular taxpayer needs to sell ilS business fixed assets or close the business. 

As OECD (2006a), effective auditing requires more than verifying that a taxpayer has correctly included a particular transaction in his books of account along with the adoption of investigative approach. However, the application of investigation approach is not as such in ERCA. The accuracy of taxpayers' tax liability is determined ma inly through analytical review of financial statements and returns. Thus, ERCA may not be able to determine what wealth the taxpayers have accumulated but not documented or recorded in their books of accounts and financial reports without the conduct of 
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appropriate investigation. It may not be also possible to ERCA to establish the completeness, accuracy, credibility, and validity of a taxpayer's declarations. disclosures and other financial arrangement. 

Moreover, effective and efficient· tax audit practice depends on having capable and experienced audit staff resources. Tax auditors have been employed and held thei r 
current position in ERCA based on their field of study, level of educati on, and training and exam attended (Table 4.21). The in-depth interview with tax officials supports this assertion, and the interview result showed that ERCA currently h ired a mass of youngest employees, auditors in particular, based on their educational level and cumulative grade point average (CGPA), which is imperative to acquire successfu l tax auditors. However, having employees hired with high CGPA is not a guarantee for ERCA to have a qualified audit staff that might increase audit performance in terms of audit quality and rate. As a result. ERCA provides training and exam regarding tax law and tax audit issues at the time of recruitment before engaged in tax audit activities (Table 4.24). The in-depth interview with tax officials also testified that at the time or recruitment, all candidate employees are cxpected to attend training regarding the government policies and strategies, overall objectives and structure of ERCA, tax rules and regulations, and basic audit training (for candidate tax auditors) . After the completion of the training, all the trainees are expected to take the exam (in-house tests) based on the training they attended for assessment purpose. Such assessment might help ERCA to confirm whether the trained auditors reach the required level of competency. 

Further, training is not enough only during recruitment. Rather, it is essential before. during, and after recruitment based on appropriate need assessment and gap identification. As noted in the literature, competency improvements should be integrated in to normal business activities, and auditors should have been given cont inuous training so that their ski lls are kept up-to-date and relevant (OECD 2006a). However, ERCA provides inadequate training after recruitment and once the auditors held their required position (Table 4.24). The in-depth interview with tax officials also confirmed that there is no competency assessment model, and less emphasis is given for 
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continuous upgrading the capability and knowledge of staff resources once the employees have given and held a particular position. 

As a result. [RCA does not have experienced and proficient tax auditors. As the results of the survey revealed, about 80 per cent of tax auditors have no any audit experience before employed in ERCA. In addition, about 80 per cent of the current tax auditors and investigators have an experience of less than four years (Table 4.22). This might be due to higher staff turnover in the tax authority, tax audit team in particular. The authority fails to retain proficient and well-trained auditors. As employees become mUl'c experienced, it is expected that they might become effective and need safe working environments. I-Icnce, most tax auditors resign themselves from their position after two to four years of experience that might be due to workload without additional benefits, unsafe atmosphere in work environment, absence of satisfactory allowance for fieldwork and uneven compensation payment for similar field activities, and absence of performance based promotion. 

Regarding the capability, having proper audit planning, it is reasonab le to expect all office auditor to complete an average of 10 to 20 cases a month, and for field auditor to complete an average of 4 to 6 cases a month. An experienced junior tax aud itor is also expected to complete about 200 cases a year (Tait 1988). However, in ERCA. an individual office (desk) auditor has performed an average of less than 10 cases a mOl1th, and an individual field auditor has performed an average less than 4 cases a month. An experienced junior tax auditor has also performed an average of less than 100 cases a year (Table 4.23). This shows that tax auditors are not at the required level of operational capability to conduct tax audit. The operational incapability of tax auditor might be due to absence of using effective pre-audit plan and inadequate audit training. 

Besides, as OECD (2006a) stated, tax auditors are often required to make effective decisions under the law, effectively communicate and interpret complex tax laws, and conduct intensive examination of taxpayers' books and records in addition to their primary role of detecting and deterring noncompliance. However, in ERCA, the in­depth interview with taxpayers testified that tax auditors have no standardized 
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knowledge regarding clarification of unclear tax rules and regulations, and are incoherent in giv ing information regarding identical tax issues. In addition, tax auditors lack willingness to give advising services to taxpayers rather they simply intimidate them by raising the consequence of not being compli ant. Through declaring the consequence of being noncompliant, ERCA might bring deliberate evaders (taxpayers' those not comply intentionally) to the tax system. However, compliant taxpayers could not comply with whatever sanction declared unless their tax awareness improved and be acquainted with their tax obligations through appropriate services including interpretation of complex tax rules and providing essential information for tax malleI'S. The tax officials, auditors in particular, also fail to keep properly taxpayers' data that have been already submitted by taxpayers, and they unnecessarily request taxpayers to submit the report yet again. Such unreasonable request might create negative image about ERCA on the eyes of compliant taxpayers that affects the smooth operation of the tax system as well as increase taxpayers' burden and compliance costs so that they might hesitate to comply with the tax system in their future tax periods. 

Therefore, mere classi fication of auditors as junior auditor, auditor, and senior auditor might not be effective in the absence of hav ing experienced and capable tax auditors though the classi fication is momentous to deal with a range of complexity of audi t cases. The assignment of audit cases based on experience and capability of auditors and complexity of cases might increase audit quality. However, in ERCA, such classification might not be achieve due to lack of capable and experienced aud it staff resources especially for the conduct of complex audit cases. 

4.4. Conclusions 

The chapter has presented the resu lts and ana lysis of the study along with the presentation of research objective and questions in four sections. In the first section, research objective and questions were presented to connect them wi th the resu lts of the study. The second section has presented the outcomes of both qualitative and quantitative research methods adopted in the study separately. Specifically, the results of surveys with tax auditors and investigators, is-depth interviews with tax officials and taxpayers, and documentary analysis were presented. The results obtained through these 
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three instruments were employed to investigate the tax audit practice in Ethiopia wi th respect to the suitability of tax audit type performed, the effectiveness of audit program including purpose of audit and audit rate/coverage, the aptness of audit case selection methods and examinati on techniq~es, and sufficiency of audit resources, tax auditors in particular. The findings of all data collection methods we re consistent with the except ion of slight difference between survey and in-depth interview results regarding aud it case se lect ion methods used. In the third section, the results of all meth ods were combined by pool ing them together and analyzed concurrently in order to address the 
research objectives and questions. The analys is were made in line with the literature presented in chapter two and socio-economic realities of Ethiop ia. 
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The previous chapter presented the results and analysis of the study. This chapter provides the conclusions and recommendations in line with the findings of the study. The chapter is structured in two sections. The first section deals with conclusions whereas the second section presel~ts some recommendations suggested as a solution to problems that have been identified in the study. 

5.1. Conclusions 

Taxation is key source of revenue for the government of Ethiopia followed by external loan grants and assistances. In addition, taxation is used to allocate economic resources for government's priority by directing economic agents to the deve lopment guals 
foreseen by the government through the incentive schemes embedded within the prevailing tax laws. Nevertheless, the performance of tax revenue is relatively poor that accounts an average of 10.76 percent of GOP during the 2004/05 - 2008/09 fiscal years, which is caused by lack of voluntary compliance mainly due to paucity of taxpayers' awareness and the weakness in the tax administration itself, ineffective audit program in particular. 

A well-structured tax aud it program is vital to achieve revenue objectives that ensure the fiscal health of the country, and sustain the health of the tax system by reducing tax gap through voluntary compliance improvement and additional tax collections. Further, it might provide valuable support in identifying areas of the tax law that require clarification or addressing deficiencies in the law, and to influence compliance across 
the broader taxpayer community at all levels. 

Thus, the study examined the problems in tax audit practice in Ethiopia (the case of the federal government). The study was conducted to investigate the tax audit practice, and 
to identify the mai n problems of the tax audit program performed that affects tax revenue collection and taxpayers' voluntary compl iance in the Ethiopian tax system . The study adopted both quantitative and qualitative approaches. Specifically, the techniques used in the study include survey with tax auditors and investigators, in-depth interviews with tax officials and taxpayers, and documentary analysis. 
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Specifically, the findings from the discussions are concl uded II' the subsequent paragraphs. 

Tax audit program remains undeveloped with an emphasis on comprchensive and desk audit with the exclusion of other 'audit methodologies. There is a slight range of tax audit activities performed targeting aptly specific risks, which might resu lt in less proportionate and measured responses in terms of additional revenue collection and voluntary compliance improvement. 

Further, the audit program performed in ERCA could detect noncompliance behavior of individual taxpayers, and used as a compliance enforcement tool to collect unpaid or evaded tax return and to ensure the deterrent effect. Through audit, ERCA utilizes its enforcement powers in addressing tax revenue in arrears and evasion challenges, and makes its power visibte to the community to encourage noncompliant taxpayers to comply. However, tax audit practice in ERCA is a toddler tool in improving volulllury compliance through helping taxpayers to understand their tax and customs obligat ions that could generate the right tax revenue at the right time. 

Currently, segmentation approach is adopted and would provide one spot customer service that might result customer satisfaction, and minimizes both taxpayer compliance costs and tax administrative costs. However, tax audit program is mainly directed to specific segments and sectors those have large tax potential with less emphasis to medium and small category of taxpayers' community. In addition, the audit coverage is unsati sfactory that might be due to inappropriate audit type adopted and resource constraint. 

Further, taxpayers are selected for audit based on risk criteria, and selected audit cascs are expected to be performed within 22 days period regardless of the complexity of audit cases and the size of the taxpayers. Taxpayers might be repetitively audited if there is an indication of serious tax fraud and when they report less tax return than previous periods. As a result, there is unreasonably consumption of audit resources as well as increase the hardship associated with repetitive audits for fully compliant taxpayers. Corruption might also arise due to repetitive contact between the same 88 
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auditors and taxpayers. The potential amount of tax revenue that might be found with the target taxpayer and the possibility of collecting evaded tax retu rn, is the secondary objective of tax ad ministration, have been also considered for conducting audit. 

Moreover, the case selection decision is based the informat ion from SIGTAS, past case histories of taxpayers, third parties such as banks and informants, and intelligence team . However, the use of SIGTAS does not provide reliable decision to assu re appropri ate risk selection due to absence of well-organized and clean data. Further, there is no spec ified time range within wh ich the taxpayers are expected to present thei r data. Once the data is collected, audit cases have been selected using both the previous case 
selection system (random selection) and automated risk-scoring system concurrent ly. Automated tax return filing system is partially implemented. However, a compliance approach, in the form of a risk-based audit program, is not yet in place, and the audit functionality ofSIGTAS is not being fully utilized for risk assessment. 

To check the accuracy of tax returns, various types of information might be reviewed namely tax returns, financial statements, accounting records, customs declaration and other source documents. The accuracy of taxpayers' tax liability is determined mainly through analytica l review of financial statements and returns. However, the application of investigation approach is not as such in practice, and it might be difficult to determine what wealth the taxpayers have accumulated but not documcntcd or recorded in their books of accounts and financial reports. 

Regarding audit staff, there is no competency assessment model, and less emphasis is given for continuous upgrad ing the capability and knowledge of staff resources once they have given and held a particular position. There is also higher staff turnover in the 
tax authority, tax audit team in particular. The authority fails to retain proficient and well-trained auditors. As a resu lt, ERCA does not have experienced and proficient tax auditors. Tax auditors are not at the required level of operational capability to conduct tax aud it and professional capability to give appropriate services to taxpayers. The incapability of tax auditor might be due to absence of using effective pre-audit plan and inadequate audit training as well as their lack of willingness. 
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5.2. Recommendations 
This section provides some recommendations that are suggested as a solution to mitigate the operational problems of tax aud it program so that to improve voluntary compliance and to meet the reve~ue needs of the government of Ethiopia. Therefore, the researcher has tried to provide brieny the following recommendations: 

~ To increase the audit coverage and voluntary compliance having inadequate 
staff resources, the ERCA should adopt a wide range of audit methodologies 
rather than use of full comprehensive audit. The spot (issue) audit should be 
widely applied to increase the audit coverage, and education type audits that are 
not yet in place should be implemented to improve taxpayers' awareness and 
voluntary compliance. In addition, ERCA should give emphasis and ass ign 
adequate audit staff to investigation audit, and it is better to conduct such audi t 
type in all branch offices. 

~ Tax administrators, auditors in particular, should not simply enforce and 
intimidate taxpayers by raising the consequence of not being compliant. 
However, they must foster tax compliance through improving services to 
taxpayers to create fair and smooth tax system with high compliant taxpayers. 

~ ERCA should give emphasis for all levels of taxpayer segments to improve 
future overall taxpayers' voluntary compliance that may affect future tax 
revenue, and to be capable to sustain confidence in the tax system and its 
administrations. All levels of taxpayer community should feel that their 
underreporting and other noncompliance activities have a good chance of being 
detected due to high probability of being audited. 

~ ERCA should revise the stated 22 days audit period with the consideration of 
the complexity of the cases and the size of the taxpayers to be audited. The 
authority should dispense more time for complex cases and audit of large 
taxpayers to properly detect noncompliance and achieve the required aud it 
quality. 
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}> To avoid unnecessary resource consumption and minimize compl iant taxpayers' burden, ERCA should consider the inherent factors in a specific sector and economic condit ions before conducting audit in consecutive aud it periods on the 
same taxpayers that have, been audited and no tax liabili ty owed fou nd with 
them in the previous peri od but show Icss tax return in the current period, In 
addition, the authority should give attention and preclude tax auditors from 
auditing the same taxpayers in different audit periods to alleviate the risk of 
corruption, The authority should also give priority to the detection of 
compliance ri sk rather than considering the collectability of the evaded tax 
retu rn, wh ich should be a secondary objective, 

}> The authority should make SIGTAS accessible to tax auditors, and should full y 
utilize it for ri sk assessment purpose, There must be also a specified time range 
within wh ich the taxpayers are expected to present their report or in format ion, to 
enforce especially non-volunteer taxpayers, and to get the necessary information as required for aud it activities, 

}> The ERCA should use full risk-based audit selection strategy that rewards 
taxpayer compl iance with a light touch approach and openly demonstrates that 
valuable taxpayer resource is being deployed against the non-compliant. The tax 
audit program that properly identify ri sks and focus on customers who are not 
complying shou ld be implemented, Taxpayers who are complying should 
benefit by not being subjected to harassment and unnecessary audit activity that 
in turn minimizes costs of administration and reduces taxpayer compliance 
costs, 

}> ERCA should sufficiently use an investigati ve approach to check the accuracy 
of tax returns to estab lish what have not been recorded in the accounting system, 
It shou ld use an investigatory approach to establi sh the completeness, accuracy, 
timeliness, credibility and validity of a taxpayer's declarations, disclosures, and 
other financial arrangements, 
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~ Finally, ERCA should increase the number and improve the capability of total audit staff resources to achieve required audit rate and audit quality that might improve overall compliance and future tax revenue performance. There should be appropriate need assessment and employees should have been given training based on the gap identified. Auditors shou ld have been given continuous training so that their skills are kept up-to-date and relevant. Further, the authority should supply sufficient computers and other necessary audit resources for auditors. The authority should also found a mechanism to retain the qualified tax auditors. Besides, the reason why staff resources of ERCA, tax audit team in particular resign themselves from their pos ition after some years of experience might need a detail in vestigation and can be a researchable topic in the future. 

92 



References 

Alemu, Hilina and Addisu Deresse 2009, 'Forty shops shut down for VAT violations', Addis For/line, Ethiopia, availab le at, <http://allafrica.com/storicsl200904130945. htm I>, accessed on April 13, 2009. 

Appelgren, L 2008, 'The Effect o( Audit Strategy Information on Tax Compliance- An Empirical study, eJournal of Tax research. Vol. 6. No.1 . pp. 67-81. Faculityof Law, the University of New South Wales. 

Arachi, G. and Santoro A. 2007, 'Tax Enforcement for SMEs: Lessons from the Italian Experience?' , eJournal of Tax Research. vol. 5, no. 2 (Michigan l~s lle), pp. 225-243, Atax, the University of New South Wales. 

Barreca, D and S. Ramachandran 2004, 'Improving tax administration with data mining', Execll/ive Report, TCWP-0504, Elite Analytics, LLC, available at <ftp:llhqftpl. spss.com/pub/web/wp/TCWPIr.pdf.>, accessed on February 2011 . 
Baurer, Lewis 1. 2005, 'Tax Administrations and Small and Medium Enterprises in Developing Countries', Small and Medium Enterprise Department, World Bank. 
Berhan, B A and G P. Jenkins 2005, 'The high costs of controlling GST and VAT evasion' , Vol. 53, no 3, available at http://mail.ctf.ca/PDF/05ctj/05ctj3-berhan.pdf, accessed on June 2010. 

Biber, E 20 10, 'Revenue Adm inistration: Taxpayer Audit Development of Effective Plans', Technical Notes and Manuals, IMF, Fiscal Affairs Department, available at, <http://www.imf.org/external/pubs/ftftnm/2010/tnm I 003.pd f.>, accessed on March 2011. 

Bird, Richard M.2008, 'Tax Challenges Facing Developing Countries' , Working Pal,,'r Series. liB Paper No . 12, Institute for International ilusincss, Rotman School or Management, University of Toronto. 

Bordens, KS and Abbott BB 2005, Research Design and Method,': A Process Approach, McGraw- Hili, New York. 

93 

\ 
I 

i 
\ 



Bright, Joseph C., Joseph B. Kadane, Daniel S. Nagin 1988, 'Statistical Sampling in Tax Audits', Law and Social Inquiry, Vol. 13, No.2, PI'. 305-333, Blackwell Publishing on behalf of the American Bar Foundation. available at < http:// www.jstor.orglstable/828448>, accessed on March 20 II. 
Chan, K. Hung and Phyllis Lai L~n Mo 2000, 'Tax Holidays and Tax Noncompliance : An Empirical Study of Corporate Tax Audits in China's Developing Economy', The Accollnling Review, Vol. 75, No.4, pp. 469-484, American Accounting Association, available at <http://www.jstor.org/stable/248625>, accessed on March 2011. 

CIA (central intelligence agency), the world fact book, 20 I 0, available at <http://www.indexmundi.com/glg.aspx?c=et&v=39>. accessed on May 15,2011. 
Cohen, Louis, Lawrence Manion and Keith Morrison 2000, Research Melhods in Edllcalion, Routledge Falmer II New Fetter Lane, London EC4P 4EE, UK. 
Collins, Julie H. and R. David Plumlee 1991, 'The Taxpayer's Labor and Reporting Decision: The Effect of Audit Schemes', The Accollnling Review, Vol. 66, No.3, pp. 559-576, American Accounting Association, available at <http://www.jstor. orglstable/247809>, accessed on March 2011. 

Creswell, John W 2007, Research design: QlIalilalive, Quanlilalive, and Mixed Melhods Approaches, 2"d edn, Sage Publications, London, UK. 
Creswell, John W 2009, Research design: Qualilalive, Qllanlilalive, and Mixed Melhods Approaches, 3'd edn, Sage Publications, California, USA. 
Damme, L, T. Misrahi and S. Orel 2008, 'Taxation Policy in Developing Countries: What is the IMF's Involvement?', DV406 Consullancy Projecl, available at, <http://v isar.csustan.edulaabaiLaurenDamme2008.pdt>, accessed on June 20 I O. 
Dawson, C 2002, Praclical Research Melhods: A user-friendly guide 10 maslering research lechniqlles and projecls, How To Books Ltd, Oxford OX4 I RE, UK. 

94 

I 
I 
I 

\ 
1 



Ebri ll, L, M Keen, J Bodin and V Summers 200 I, The Modern VAT, IMF, Washington DC. 

EC 2006, 'Compliance Ri sk Management Gide for tax Administrations', Fisca li s Risk Management Platform Group, the European Commission's Taxation and Customs Union Directorate General, yersion 1.02, February 2006, European Union. 
EC 20 I 0, 'Compliance Risk Management Guide For Tax Admi nistrations', Fiscalis Risk Management Platform Group, European Union, available at < http://ec.eu ropa .eu/taxat ion _ customs/resou rces/ doc u men ts/common/pu b I i cat ions/i nfo_ docs/taxation/risk _managt_guide _ en.pdf.>, accessed on April 20 II. 

ECC 2005, 'Taxation in Ethiopia: Direct and Indirect Taxes - Categories of Taxpayers Declaration of Income and Assessment of Taxes Tax Incentives', Addis Ababa, Ethiopia. 

Edmiston, K 0 and R M. Bird 2004, 'Taxing Consumption in Jamaica: The GST and SCT', IPT Paper ' No.0414, International Tax Program, Rotman School of Management, University of Toronto. 

ERCA 2010, 'Tax and post clearance audit policy and strategy', tax audit directorate , available at <http://www.erca.gov.et/Approved%20Policy.pdf.>. accessed on May 5,20 11. 

FORE 2008, 'Ethiopian Revenue and Customs Authority Establishment Proclamation No 587/2008', Federal Negarit Gazeta, 14'10 year No 44, Addis Ababa 14th July 2008, Ethiopia, available at <http://chilot.fiIes.wordpress.com/20 11l0Ilproc-587-ethiopia-revenues-and-customs.pdf.>, accessed on April 2011. 
Gebeyehu, Mesfin 2008, Tax Audit Practice and Its Significance in Increasing Revenue in Ethiopia: The Case of Addis Ababa City Administration', For the Partial Fulfillment of Msc. in Accounting and Finance, Faculty of Business and Economics, Addis Ababa University, Ethiopia. 

95 



Grandcolas, C 2005, ' Management of the VAT: Improving the Level of Compliance using Performance Indicators, Lessons for the Pacific Islands Countries', 15'/' Tax Conference, 17-20 October 2005, Tokyo, Japan, available at, <http://www. ad b.orgiDocu m ents/E vents/200 5/ 15th -Tax -Con ference/ paper -grandco las. pd t>, accessed on February 20 II. 

Gupta, M and V. Nagadevara undated, 'Audit Selection Strategy for Improving Tax Compliance: Application of Data Mining Techniques', available at, < htt p:// www.csi-sigegov.orgll /39_3S4.pdt>, accessed on June 20 I O. 

Harrison, G and R. Krelove 2005, 'VAT refunds: A review of country experience', IMF Working Paper No. OS/2 18, IMF, Washington DC, available at <http: //www. imf.orglexternal/pubs/ft/wp/200S/wpOS2IS.pdf>, accessed on June 2010. 
Hellenrstein 2005, 'The Value Added Tax Experiences and Issues', A Paper jar the International Tax Dialogue Conftrence on the VAT, March 15-16,2005, Rome, available at, <http://www.itdweb.orgiVATConference/DocumentsNAT%20-%20EXPERIENCE%20AND%20ISSUES.pdt>, accessed on March 2011. 

Highfield, R andK. Baer 2000, 'Tax Administration for Russia', Conference on Post­Election Strategy, 5-7 April 2000, IMF, Moscow, available at <http: //www.imf. orglexternal/pubs/ft/seminar/2000/ invest/pdf/highfield.pdt>, accessed on March 2011. 

Keen, M and S. Smith 2007, 'VAT Fraud and Evasion: What Do We Know, and What Can be Done?', IMFworkingpaper No. WPl07/J/, IMF, UK, available at, <http:// www.imf.orgiexternal/pubsift/wp/2007/wp0731 .pdt>, accessed on June 2010. 
Leary, Zina 2004, The Essential Guide /0 DOing Research, Sage Publications, London, UK. 

McKinley, Terry and Katerina Kyrili 2009, 'Is Stagnation of Domestic Revenue in Low-Income Countries Inevitable?', Discllssion Paper 27/09, CDPR, School or Oriental and African Studies, University of London, London, UK. 

96 

\ 
\ 



Milack, J undated, 'Audit Program Planning and Management', avai lable at, 
<hltp:llwww.accenture.comfNRlrdonlyres/52 I 49C62-F449-47DB -9F4A-A II CA 
70D209D/0/taxl_wp_milack2.pdf>, accessed on March 20 11. 

Muij s, Daniel 2004, Doing Quanlilalive Research in Educalion, Sage Publications, 
London, Uk. 

OECD 2004a, 'Compliance Risk Management: Audit Case Selecti on Method' , 
In/ormalion NOles, Oclober 2004, Tax Administration Compl iance Sub-group, 
available at, <http://www.oecd.orgldataoecd/44/36/338 18568 .pdf>, accessed on 
March 201 1. 

OECD 2004b, 'Compliance Risk Management: Managing and Improving Tax 
Compliance', Guidance NOle, Oclober 2004, Tax Administration Compliance Sub-group, avai lable at < http://www.oecd.orgldataoecd/2 1/55/372126 10.pdf>, 
accessed on March 20 II. 

OECD 2006a, 'Strengtheni ng Tax Audit Capabi lities: General Principles and 
Approaches', In/orll1alion nole, Oclober 2006, Tax Adm inistration Compliallce 
Sub-group, avail ab le at < http://www.oecd.orgldataoecd/46118/37589900.pdf>, 
accessed on March 20 I I. 

OECD 2006b, ' Strengthening Tax Aud it Capabilities: Auditor Workforce Management­
Survey Findings and Observations', In/orll1alion nOle, Seplelllber 2006, Forum on Tax Administration' s Compliance Sub-gro up, Center for Tax Policy alld 
Administration. 

OECD 2009, ' Managing and Improv ing Compliance: Recent Developments in 
Compliance Risk Treatments, Information Note, Forum on Tax Administration 
and Compliance Sub-Group, ava ilable at < http://www.oecd.orgldataoecd/36/34/ 42490764 .pdf>, accessed on March 20 II. 

Pashev, K 2006, ' Fighting VAT Fraud: The Bulgarian Experience', MPRA Paper No. 
998, WP 060612 En, posted 07 November 2007, available at, <http://mpra.ub.uni­muenchen.de/998/1/MPRA_paper_998.pdf>, accessed on June 20 I O. 

97 



Patton, M Quinn 2003, Qualitative Evaluation Checklist, Evaluation checklist project, available at <www.wminch.edu.evalctr/checklists>, accessed on March 20 11 . 
Rhoades, Shelley C. 1999, 'The Impact of Multiple Component Reporting on Tax Compliance and Audit Strategies', The Accounting Review, Vol. 74, No.1 , pp. 63-85, American Account ing Association, availab le at <http://www.jstor.orglsta blc/ 248605>, accessed on March 20 I I. 

Saunders M, Lewis P and Thornhi II A 2003, Research Methods Jor Business Student.\', 3rd ed, Harlow, Prentice Hall, England. 

Sen, D K. and l3ala S K. 2002, 'Tax Audit: Bangladesh panorama' , Managerial Auditing Journal, 17/8 (2002) 464-477, available at <www.emeraldinsight.com/ 0268-6902.htm>, accessed on March 20 I I . 

Smith, Kent W. and Loretta J. Stalans 1994, 'Negotiating Strategies for Tax Disputes: Preferences of Taxpayers and Auditors', Law and Sociallnquity, Vol. 19, No. 2. pp. 337-368, Blackwell Publishing on behalf of the American Bar Foundation. available at <http://www.jstor.orglstable/828626>, accessed on March 201 1. 
Tadros, F 2009, ' Introducing the Value-Added Tax: Considerations for implementation', In practice Business Taxation Notes, No.4, available at, <http://www.fias.netli fcextlfias. nsfl Attachm entsB yTit I el l n P rac t icenote4/$ F I L ElY ATnote4 .pdf>, accessed on march 20 II. 

Tait, A.A. 1988, Vallie Added Tax: Illternational Practice and Problems, 1M F, Washington DC. 

Thietart et aI., Raymond-Alain 200 1, Doing Management Research: A Comprehensive Guide, Translated by Samantha Wauchope, Sage publications, London, UK. 
Thomson, R 2008, 'Strengthening Risk Manage ment and Audit Strategies to Improve Compliance', Paper presented at Caribbean Organization oJ Tax Administration (COT A) General Assembly, July 2008, CARTAC, Belize, avai lable at, <www.cartac.orglCOT A %20Paper%20Strengthen ing%20Risk%20Management% 20Final. pdf>, accessed on March 20 II . 

98 

\ 

I 
\ 



Tuerck, David G, Bachman P, Penalver AS. 2007, 'Tax Admini stration and Collection 
Costs: The Fair Tax vs. the Existing Federal Tax Systcm', 8 Asilbllrton Place. 
Boston. MA 02108, the Beacon Hill Institute at Suffolk University, available at < http ://www.fai rtax .org/s ite/DocServerlTaxAdministrationandCollcctionCosts.p.II.· 
doclD=62 I>, accessed on March 2011. 

Vellutini, Charles 2010, 'Risk Based Tax Aud it Case Selection Methods', ECOI'II, 
Washington, USA, available at <http://www.ecopa.com/atlachments/260_Risk% 
20based%20audit%20selection%20methods.pdt>, accessed on March 20 II. 

World Trade Organization 2003, 'Market Access for Non-Agricultural Products, 
Revenue Implications of Trade Liberalization, Communication from the United 
States. TN/MA/WII8/Add.2, available at, <http://www.jl11cti .org/2000round/ 
ChinalTRM/2003/g_c_ w_ 473 .pdt>, accessed on June 20 I O. 

Wil son, N. and McLean S. 1994, Questionnaire Design: A Practical Introduction. Co. 
Antrim: University of Ulster Press, Newtown Abbey. 

Yesegat, W A. 2008, 'Value added Tax Administration in Ethiopia: A Reflection of 
problems', e Journal of Tax Research(2008), Vol.6, No.2. pp. 1-15-168, available 
at, <h tip :llwww.atax.unsw.edu.au/ej tr/conten tfissues/prev i ou s/paper4 _ v6n2. pd t>, accessed on June 20 I O. 

99 



Appendix 1 - Tax auditors and investigators survey instrulllcnt 

Addis Ababa University 

School of Business and Public Administration 

Department of Accounting and Finance 

Tax auditors and investigators survey instrument 

Dear Participant 

This project is entitled "Tax audit practicc in Ethiopia: TIle case ojthe Federal Government". 
The investigator is Getaneh Mihret who is currently an MSc (in Accounting and Finance) student 
at the Addis Ababa University. 

The aim of the project is to investigate tax audit operation by the case of federal government in 
Ethiopian tax system. To supplement the data obtained from selected documents study and in­
depth interview with audited firms and tax officials, the investigator seeks to gather relevant 
information from randomly selected tax auditors, investigators and audit directors using self­
administered questionnaire. 

Participation in this project is completely voluntary. Survey results will be recorded anonymously, 
and strict confidentiality will be maintained. Individual responses will not be identified in the 
investigator's MSc thesis. 

For further information, please contact Getaneh Mihret by the following address: 
Tel.: +251912850467 

E-mail: getanehmihret@yahoo.com 
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Part I: Bacl<ground information 
I. Gender: Male 0 1 

2. Age: 

Less than 30 years 01 
30-40 years 0 2 

40-50 years 0 3 

3. Highest level of education achieved: 

Certificate D I . 

Diploma D 2 

Female 0 2 

50-60 years 0 4 

Above 60 years 0 5 

BSc/BA D 3 

MSc/MA and above D 4 
Others 0 5, Please specify _________________ _ 

4. Field of study (multiple answers are possible): 
Accounting 0 
Finance 0 2 

Economics 0 3 
Management 0 4 

Others D 5, Please specify _________________ _ 
5. Current job occupation: 

Tax auditor D 1 

Tax investigator D 2 

Tax assessors 0 3 

Tax audit coordinator 0 4 
Tax audit director 0 5 

Others 0 6, please specify __ _ 6. Did you have any audit experience before you joined the ERCA? 
Yes D 1 No D 2 

7. If your answer in question #6 is yes, how long did you work as an auditor? 
Less than 2 years 0 1 

2-4 years D 2 

4-6 years 0 3 

6-10 years 0 4 

Above 10 years D 5 

8. How long did you work with your current job occupation in the ERCA? 
Less than 2 years 0 I 

2-4 years 0 2 

4-6 years D 3 

6-10 years 0 4 

Above 10 years 0 5 

9. Would you please describe your current job area, function and main responsibilities? 
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10. How and by what criteria the position that currently you hold is provided to you (multiple answers are possible)? 

Based on your past work experience related to your position 0 1 
Based on your field of study completed 0 2 
Based on education level achieved 0 3 
Based on exam and training attemled 0 4 
Others 0 5, please specify ________ ________ _ 

11. Does ERCA provide training, tutor and/or exam regarding tax law and tax audit issues soon you employed before you engage in tax audit activities? 
Yes 01 Usually 0 2 Neutral 0 3 Sometimes 0 4 No 0 5 12. Does ERCA perform a continuous assessment to improve the capability or competency of staff resources, auditors and investigators in particular, after you occupied the current positioll and engaged in the tax audit and related activities? 

Yes 0 1 Usually 0 2 Neutral 0 3 Sometimes 0 4 No 0 5 

Part II: Questiolls regarding the effective tax audit program: 
13. What is the primary purpose of tax audit performed in the ERCA (multiple allswers are possible)? 

To check the evas ion of tax D 1 

To ensure compliance in accordance with tax law D 2 
For assessment and collection of additional tax revenue D 3 
To educate taxpayers D 4 Others D 5, please specify __ _ 14. What are the main activities that tax auditors, investigators and assessors expected to perform during an audit period (multiple answers are possible)? 
Detecting noncompliance behavior of individual taxpayer D 1 
Gather information on the health of the tax system including compliance behavior 0 2 Educating taxpayers D 3 

Interpreting complex tax rules and regulations for taxpayers D 4 
Identify areas of tax law that require clarification and amendment D 5 
Search for unregistered taxpayers D 6 
Others D 7, please specify ____ ________ ______ _ 
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I 2 3 4 5 IS. The ERCA can gather information regarding the 
taxpayers' compliance behavior' and areas of 
weaknesses III the tax law through tax aud it 
program performed. 

16. V A T audit is closely coordinated and performed 
with other tax types, income tax in particular, in the 
ERCA. 

17. Tax registered traders can easily understand and be 
aware of the rules, forms and instructions or 
information provided by the ERCA. 

18. Taxpayers believe that there is a good chance of 
being se ized III their underreporting and other 
noncompliance activities during an audit. 

19. Tax audit program performed by the ERCA makes 
its power visible to the community and encourages 
noncompliant taxpayers to comply. 

20. Which category of taxpayers are most usually audited (multiple answers are possible)? 
Category A D 
Category B D 2 

Category C D 3 

All of them D 4 

~ 

g ~ 
o 0 

Cl..Q 
6 

21. Which business sectors are most usually selected for tax audit (multiple answers are possible)? Manufacturing enterprises 0 I 
Service enterprises (professional services, hotel and hospitali ty etc) 0 2 
Merchandising enterprises 0 3 
Construction and real estate sectors D 4 
Financial sectors D 5 
Others 0 6, please specify __________________ _ 
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22. What is the reason behind for the selection of the taxpayers that you ha ve selected in Q #20 and 21? 

Taxpayers have higher compliance risk 0 I 
Taxpayers have large tax potential at risk 0 2 
Taxpayers have no effective record or bookkeeping 0 3 
It is di fficult to tax taxpayers 0 4· 
Others 0 5, please specify __________________ _ 

Part III: Questions about the types and needs of tax audits 
23 . What types of audits are usually performed by the ERCA (multiple answers are possible)? 

Desk (office) audit 0 I Advisory audi t 0 5 
Field audit D 2 Registration check 0 6 
Comprehensive audit 0 3 Refund audit 0 7 
Issue audit 0 4 Fraud investigation 0 8 Others 0 9, please specify _________________ _ 

24. When and in what condition the audit type that you have selected in Q #23 above would be conducted? 

25. Is there a responsible unit at the ERCA for the investigation of serious fraud or evasion? 
Yes 0 I No 0 2 

26. How those responsible units in question #25 decide about the need to investigate a c~ rtain taxpayer? 

27. If your answer is yes to question #25, when and how an investigation on a selected taxpayers is conducted? _________________________ _ 

Part IV: Questions regarding tax audit resources 
28. The ERCA has enough audit staff resources to perform onsite audits on all taxpayers or comprehensive crosschecking of invoices or transac tions. 

Strongly agree 0 1 
Stro ngly disagree 0 5 

Agree 0 2 

Do not know 0 6 
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29. How many audit cases on average an individual (one) desk audi tor has expected to complete in a month at the ERCA? 
Less than 10 cases 0 
10 to 20 cases 0 2 

20 to 30 cases 0 3 
Above 30 cases 0 4 

30. How many audit cases on average an individual field auditor has expected to complete in a month at the ERCA? 

Less than 4 cases 0 
4 to 6 cases 0 2 

7 to 10 cases 0 3 
Above 10 cases 0 4 

31. How many audit cases on average an individual experienced junior tax auditor has completed during the year 200911 0 at the ERCA? 
Less than 100 cases 0 I 181 to 220 cases 0 4 101 to 150 cases 0 2 
lSI to 180 cases 0 3 

Above 200 cases 0 5 

Part V: Questions regarding audit case selection methods 

No. Statements 
>. 
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" OJ) « z Q en '" 
I 2 3 4 32. Tax auditors and investigators have good access to 

information held by the taxpayers and others. 
33 . Taxpayers cooperate to give essential information 

necessary for performing an audit. 
34. Taxpayers comply with the tax system in Ethiopia. 
35. Taxpayers (auditee) are selected based on their 

associated compliance risk. 
36. Tax audit is a sole treatment for compliance risk 

avai lable to ERCA. 
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37. If you do not agree to statements #32 and #33 , how tax auditors and investigators can get the required information? 

By reviewing the prev ious case histories of taxpayers concerned 0 I 
Using information from third parties such as financial institutions 0 2 
Using business sector profile 0 3 
Others 0 4, please specify __ ~ _____________ _ 

38. If you do not agree to statement #34, how the noncompliance behavior of taxpayers IS characterized (multiple answers are possible)? 
Non-filing tax returns 0 1 Registering of ineligible taxpayers 0 4 
Fail to registered when required 0 2 
Underreporting of income 0 3 

Non-payment of tax return on time 0 5 
Others 0 6, please specify __ _ 

39. What are the main reasons for the noncompliance behavior of the taxpayers to arise (multiple answers are possible)? 

Taxpayers' deliberate action 0 
Taxpayers' carelessness 0 2 

Taxpayers' lack of awareness 0 3 
Weakness in tax administration itse lf 0 4 Others 0 5, please specify _________________ _ 

40. Do taxpayers that were audited in the previous audit period and found no tax liability owed during an audit be selected for audit in the current audit period? 
Yes 0 I Usually 02 Neutral 03 Sometimes 0 4 No 05 

41. If your answer is yes to question #40, when and in what condition those taxpayers may be audited? 

When taxpayers reported tax returns less than previous period return 0 
When serious tax fraud case is found 0 2 
When taxpayers have large tax potential 0 3 
Other 0 4, please specify ___________________ _ 

42. Would you please mention the criteria and procedures used to identify the highest risk taxpayers? 
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43 . Does an individual tax auditor or investigator perform the audit work repetitively the same business in different audit periods? 
Yes 0 I Usually 0 2 Neutral 0 3 Sometimes 0 4 No 0 5 

44. What are the possible techniques used by the ERCA in selecting taxpayers to be audited (multiple answers are possible)? 
Taxpayers are simply selected randomly 0 I 
Auditors select audit cases manually based on their own knowledge of taxpayers' behavior and environment 0 2 

Data mining that identifies patterns of noncompliance in the past and current 0 3 
Statistical techniques using prior tax audit results in conjunction with taxpayer data 0 4 Rule base and automated risk scoring system that identifies risk of noncompliance 0 5 Others 0 6, please specify _________________ _ 

45. Is there any rule in the ERCA that requires the audit work to be startcd and completed within a predetermined timeframe? 

Yes 0 I Neutral 0 2 No 0 3 
46. If your answer is yes to question #45, are taxpayers aware for this rule? How substantial audit frauds that found out of the audit period could be treated? 

47. Does ERCA consider the amount to be collected by audit and the collectability of tax return assessed for the purpose of conducting tax audit? 
Yes 0 I Usually 02 Neutral 0 3 Sometimes 0 4 No 05 

48. Which type of tests are conducted at ERCA to check the accuracy of tax returns (multiple answers are possible)? 

Review of financial statements and returns 0 I 
Observing, discussing and reviewing documents of taxpayers 0 2 
Physical checks of current transactions, vouchers, assets and other aspects 0 3 
Examination of taxpayers record such as books and documents 04 
Examination of information from third party such as financial institutions 0 5 

107 



49. Could you state whcn and in what conditions the tests that you have se lected in Q 1148 arc conducted? 

50. Do you have any ideas, opinions and suggestions that have not bcen includcd In the aforementioned questions? 

Thank you for your cooperation 
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Appendix 2 - Audited taxpayers in-depth interview instrument 

I. Are you aware of about the tax rul es and regulations of Ethiopia? Have you been informed by tax administrators about the new rules and regulations in the Ethiopian tax system? 

2. Do you get clear instructions, understandable forms, assistance and in fo rmation as necessary from ERCA? 

3. How do you evaluate the capability and expenence of tax administrators, auditors and investigators in performing audit work, and their willingness and capability to help taxpayers through advising and other services? Do you get advice and others services regarding the procedures of tax payment, book and record keeping, filing of tax returns and registration procedures and requirements? 

4. Do you believe that illegal traders come to the system through tax audit and investigation? 

5. Do you think that ERCA has the capabi lity to seize those businesses operate in illegal economy? Could you tell me the how those taxpayers motivated to operate in illegal way? 

6. Have you been audited in consecutive audit periods? If so, how do you think the reason hchind this? 
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Appendix 3 - Tax administrators in-depth interview instrument 

I. What is the primary purpose of conducting an audi t? 

2. How the decision to audit or investigate a certain taxpayer is conducted? What in fe rcnce or criteria considered for such dec ision? 

3. Could you tell me the level of taxpayer's tax awareness and compliance behavior for Ethiopian tax system? If they are not aware, what ERCA plans to do regarding awareness creation and compliance improvement? 

4. Do you believe that ERCA has currently collecting the potential amou nt of tax re venue? If yes, how is it achieved? If not, could you tell me the reason behind, and on what audit cases should ERCA concentrate in its audit work? 

5. How and in what condi tion desk audit, field audit, comprehensive audit, single audit, advisory audit, registration audit, record keeping audit, refund audit, and fraud investigation is performed in ERCA? Which audit type is mostly performed? Why could it be? 

6. Which category of taxpayers and sectors are usually selected for tax audit? What would be the reason behind this selection? 

7. How audit cases are selectcd? What are the bases considered for selecting the audit case? 

8. How the highest risk taxpayers could be identified? 

9. Does ERCA consider the amount and collectability of tax returns assessed for conducting an audit work? 

10. How and by what criteria audit cases are assigned to senior and junior auditors? 

II. What are the primary criteria and preconditions to employ individuals as a tax auditor, investigator, director, and to participate in tax audit activities? 

12. Are there any exam, tutor, and training to hire an auditor or investi gato r? If so, when ancl how the trainings and exams are provided? 

110 



13. Could you tell me the required capabil ities of auditors, investigators and aud it managers in ERCA? 

14. Is there any continuolls assessment on competency of tax audit stafr? If yes, who performs the assessment? When and how these assessments are conducted? What abo ut the contin uous knowledge upgrad ing processes of staff resources? 

15. How long an individual tax audit employee stays on average in ERCA? Is there a possibility of tax auditors and investigators resign themselves from their posit ion in ERCA? Would you tell me the reason behind this? 

16. How the rank of junior and senior auditors is categorized? When and how do the junior auditors promote to the position of senior auditors? 
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