CHAPTER ONE

INTRODUCTION

1.1. Background

Nepal is a developing, smal, and land locked country located between two
neighbouring economic powers, India and China. Agriculture sector is the main stay
of life that provides employment to 75 percent of the total population. The
contribution of agriculture sector to GDP is estimated to be 38 percent with existence
of huge disguised unemployment, acute rural indebtedness and high incidence of
poverty in this sector. Being one of the least devel oped countries in the world the role
of government is dtill vital to build up infrastructure, provide socia services and

alleviate poverty.

Nepalese economy is vulnerable. Wide spread poverty, rapid population growth, low
economic growth, low income level of people, unemployment, inadequate
infrastructure, foreign dependency, unutilized resources, inadequate distribution of
wealth and income, lack of adequate industries and adverse balance of payments are
the major characteristics of the Nepalese Economy. Government revenue plays a vita
role in the rapid economic development program. Revenue for the country may be
from external sources and internal sources. External sources of revenue are grants and
loans from foreign government and multilateral financial institutions. Such externa
sources are uncertain and not good for healthy development of country’s economy.
Internal sources of government revenue are own sources within the nation. Interna
sources of revenue constitute tax and non-tax revenue. Tax revenue includes various
types of taxes such as custom duty, excise duty, VAT, income tax etc. In the total size
of revenue, the share of tax revenue is very high in comparison to non-tax revenue.
Tax revenue congtitutes two components. direct tax and indirect tax. In the
underdeveloped countries like ours, the share of indirect tax is very high as compared
to direct taxes. The major components of direct taxes are income tax, land tax, house
& land registration fees and profit tax. The contribution of income tax is the highest in

the group of direct taxes.



In Nepal income tax is the third largest source of total tax revenue which was Rs.19
billion in FY 2007/08. Income tax plays a very important role in the Nepalese
Economy. It is a tool of achieving maximum social and economic objectives as
considered by the constitution of Nepal. As a poor country sources of government
revenue are very limited. The domestic sources of the government revenue should be

increased to escape from the condition of depending on foreign aids and loans.

In Nepal, modern tax system began with the advent of democracy and manifestation
of the first consolidated budget comprising expenditure and revenue of Nepal in 1951
(Revenue Administration in Nepal, 1982). Since then there is big gap in between
expenditure and revenue; to bridge the gap taxation has become a very important
instrument in mobilizing the internal resources. But income tax (one of the major
internal resource) was introduced for the first time in 1959 by the Finance Act 1959.
A government can only impose tax to the person as per prevailing laws. So, first law
of Nepa regarding the income tax was Business Profit and Salaries Tax Act 1960.
Then after, income tax acts were revised three times in Nepa in 1962, 1974, 2002
respectively. Now the Income Tax Act 2002 isin practice.

1.2. Statement of the Problem

Nepa is one of the least developed countries mainly based on the agricultural
economy. Its gross domestic product (GDP) per capita is $320 in 2006 (according to
World Development Report 2008). Nepal’s GDP per capita is the lowest in the South
Asian countries. Agriculture sector, which contributes about 38 percent of GDP, is
still free from the income taxation. About 31 percent of the total population is below
absolute poverty line. The total revenue of Nepa is 107.5 billions in FY 2007/08
which was 13.1 percent of GDP. Tax revenue accounts for 10.4 percent contribution
in GDP. The magnitude of tax revenue was 85.03 hillions in the FY 2007/08. The
poor performance of tax GDP ratio of Nepal has led to the problem of resources.

It has aso been commonly known that the resource gap has been a serious bottleneck
on the process of economic development of developing countries. Nepal is aso not an
exception to this situation. The financial resource gap of Nepal is becoming very
serious. Its amount has been increasing from the very beginning of the budget
practices. The resource gap of Nepa is in increasing trend. Consequently, this



situation led to dependency on foreign grants and loans. Foreign aid must be treated
as complementary to the internal resource mobilization rather than substitutes. The
efforts should be made to reduce the dependency on foreign aid due to its serious
limitations. Deficit financing is another way to meet the growing resource gap but it
leads to inflationary situation. Resource gap in Nepalese finances has occurred
because the expenditure requirements or the government expenditures are growing at
amuch faster rate than its ability to mobilize additional resources. The reasons are as

follows:
Significant extension and expansion of regular government activities.
Significant increase in the devel opment expenditure.
Increasing costs of maintenance.
Increasing burden of debt servicing charges.
Increasing government investment in public sector enterprises.
Rising inflation.

Apart from the financial resource problem there is heavy reliance on indirect taxation
in Nepal. But for developing country like Nepal, this is not desirable from the equity
point of view. It has been a common phenomenon that the indirect taxation ultimately
raises the prices of commodity becauseit is the tax levied on consumption. The higher
the level of prices the value of money diminishes and consequently the heavy burden
mainly falls on poorer strata of the society. Thus decreasing people’s welfare and

eventually leading to distortion in economic structure.

Though income tax encompasses elastic revenue yield potential, the habit of tax
evasion and avoidance can be found among tax payers in order to escape or minimize
the tax. Very few people possess the income tax consciousness. Voluntary compliance
is the cornerstone of effective tax administration which is very poor in the context of
developing countries including Nepal. Rich people resort to avoidance of taxes by
recourse to legal loopholes and by taking advantage of administrative deficiencies.
The contribution of direct taxes, especialy of income taxation is considerably very

low in Nepal. Though its share is gradually increasing with respect to tax revenue and



GDP in recent years, income tax has serious limitations. The successful
implementation of income taxation in Nepal is limited by hastily formulated polices,
its narrow coverage and base, inefficient administration, corrupt bureaucracy and
existence of pressure group having a strong affinity with richer strata which has
tendency to oppose innovation. A comprehensive study for reform of income tax in

Nepal therefore has become necessary.

Nepalese income tax system has sufficient space for resource mobilization but it is not
efficient and effective in its full potentiality. It has become unable to broaden tax
base. The coverage of income tax is very poor. The tax paying habit of peopleis very
poor. There is lack of skilled tax personnel, integrated taxpayer education programs,
lack of assistance and guidance, lack of formats, manuals and guidelines, lack of
research and development, lack of coordination between tax administration and other
agencies and lack of adequate logistic support. Tax offices are looked upon as heaven
for corruption, inefficiency, delays, unfair dealings, harassment and incompetent
personal etc. The tax authorities are inefficient and ineffective in enforcement of tax
laws. The tax base and tax evasion is widespread. To fulfil the desired goals, existing
shortcomings of income tax system must be avoided and the legal base of income tax
should be broadened.

Nepa has been using income tax from last forty-five years as an instrument of Fiscal
Policy. Neither could it play the important role in reducing the inequalities of income
and wealth nor could it provide substantial share to total revenue and GDP. The
crucia need at this point is to give much attention to maximize the role of income tax
in the total tax system in Nepal.

1.3. Objectives of the Study
The main objective of the study is to analyse the structure of Nepal ese income tax

To analyze the structure and trend of Nepalese income tax and trace the recent

efforts toward structural change;

To explore the productivity of income tax for the period of FY 1974/75 to
2007/08; and

To determine the suitable measures for improving existing scenario of income
tax.



1.4. Significance of the Study

Nepal is an underdeveloped country suffering from the resource gap from the very
beginning. It has adopted the policy of mobilizing the internal resources to the
maximum extent. It has been widely accepted that an inadequate volume of domestic
resources mobilization is an important factor in holding back the process of growth
and improvement in living standard in developing countries like Nepal. Revenue
mobilization has a crucia role in fiscal policy implementation, especidly in a
developing country where the demand of public funds for public expenditure is high.
Taxation is a powerful instrument for mobilizing the internal resources. As tax
revenue is a maor source of domestic revenue in Nepal, the measurement of tax
elasticity and buoyancy would be very beneficia in terms of reforms in tax structure
as well as revenue administration. This study shows the present tax structure of Nepal

and the responsiveness of income tax.

To reduce external dependency, Nepa has to expand the tax revenue base. This study
tries to find out the potential areas for direct tax, particularly for income tax. The best
way to increase the tax revenue is by introducing new taxes and developing proper
collection system. For this, productive, effective and efficient tax administration is
needed. Nepalese income tax system has many legal loopholes and tax officers have
many discretionary powers, which encourage both the taxpayers and tax personnel for

tax evasion and corruption.

Though several research studies were carried out in the past, it is very useful to revisit
tax elasticity and buoyancy in the present scenario. This study covers the long period
of time consisting 33 years time series data from FY 1974/75 to 2007/08. This shows
the difference in responsiveness of income tax in between the period before and after
the liberalization that the Nepal has adopted. During this period a number of changes
have taken place in the form of taxation in Nepal. The new income tax act 2002;
adopting full-fledged self-assessment tax system, formation of integrated Inland
Revenue department use of information technology etc. Still there are a lot of
problems of recent changing nature. Studies must be done to identify the existing

problems of tax administration and their sound remedial measures.



This study calculates the productivity and responsiveness of income tax of Nepal
which shows the percentage change in income tax revenue due to percentage change
in GDP i.e. how much responsive is the income tax. Role of the tax administration is
the crucia thing in the tax system in developing countries like Nepa and thus this
study will also briefly analyze the present situation of the tax administration. Lastly,
this study will identify the recent challenging problems of the income tax system and
best alternative ways would be suggested to make income tax less burdensome the
taxpayers. So the recommendations of this study would be useful to the policy makers

to get input for making the tax system efficient.

1.5. Limitations of the Study
Thisis a study based on the officially published data within some boundaries. So the

study is not free from flaws. The limitations of the study are as follows:
Because of the time and resource constraints only the secondary data
and information has been included in the analysis and no attempts are
made to examine the reliability and validity of the data;
There are different methods for separating the discretionary changes
from automatic growth of income tax revenue, but only Sahota has
been used; and
Revised GDP series for 2007/08 has been employed which limits the
scope of the study.

1.6. Organization of the Study

The present study is divided into five chapters. First chapter is the introductory
chapter which gives the background of Nepalese Economy and short description
about the income tax of Nepa including objectives and limitations of the study.
Second chapter is the review of literature which covers the theoretical as well as
empirical aspects of the income tax from the international point of view and from
Nepalese context. Third chapter explains the methodology employed in the study. In
which description of the sources of data, nature of data, model used in the analysis
and the variables introduced are defined. Fourth chapter shows the structure of
income tax in Nepal since FY 1974/75 to FY 2007/08 which gives the trend, pattern,

composition of income tax and its contribution to the GDP; and Fifth chapter is the



last one which deals with the summary of the study, findings of the analysis and the
suggestions recommended to escape from the problems occurred in smooth

functioning of the tax system.



CHAPTER-II

REVIEW OF LITERATURE

Both in developed and devel oping countries, the main source of government revenue
collection is from both direct and indirect taxes. Different scholars have made
empirical studies on the structure and productivity of different types of taxes. The
imposition of income tax in Nepal was since the FY 1959/60 under the “Business
profit and Remuneration Tax Act-1960.” Then after, various studies have been made
concerning the various aspects of Nepalese tax such as: the structure, role, and
productivity, legal and administrative framework etc. Many articles, books, reports,
dissertations etc were prepared on these grounds.

Income tax encompasses elastic revenue yield potential, the habit of tax evasion and
avoidance can be found among tax payers in order to escape or minimize the tax.
Very few people possess the income tax consciousness. Voluntary compliance is the
cornerstone of effective tax administration which is very poor in the context of
developing countries including Nepal. Rich people resort to avoidance of taxes by
recourse to legal loopholes and by taking advantage of administrative deficiencies.
The contribution of direct taxes, especialy of income taxation is considerably very
low in Nepal. Though its share is gradually increasing with respect to tax revenue and
GDP in recent years, income tax has serious limitations. The successful
implementation of income taxation in Nepal is limited by hastily formulated polices,
its narrow coverage and base, inefficient administration, corrupt bureaucracy and
existence of pressure group having a strong affinity with richer strata which has
tendency to oppose innovation. A comprehensive study for reform of income tax in
Nepal therefore has become necessary.

The structure and productivity of tax is very important for government‘s revenue
collection. There have been many empirical studies made to examine the structure and
productivity of different types of taxes both in developed and Developing countries.
The empirical literature review in this study is divided in two classes i.e. outside

Nepalese context and studies on Nepal ese context.



2.1. The Studiesin General (outside the Nepalese Context)

The empirical studies of the structure and productivity of tax in an internationa
context Choudhry (1975) made an anaysis of income tax in the economy of Maaysia.
He applied the constant structure method, involving the use of effective rates to
income taxes in Malaysia in order to estimate the elasticity of these taxes in the period
of 1960 to 1970. In this paper total income tax has been divided into two components
i.e. personal income tax and company income taxes since companies are subject to an
independent flat rate tax in Malaysia and dividend are taxable in hands of tax payers
.the data from the Inland Revenue of Governments of Malaysia give the breakdown of
sassessed income and tax thereon by selected income groups. On the basis of
information the effectiveness of tax on each income groups can be calculated for the
reference year, and the application of these rates to the corresponding income groups

all the years generates a constant rate structure series.

The elasticity and buoyancy are calculated under assessed income tax. Buoyancy and
elasticity of assessed personal income tax and company income tax are estimated

separately and combination from the observations for 1961 to 19609.

The overall buoyancy of income tax and buoyancies of constituent parts (persona
income tax and company income tax) are quite high. The buoyancy of total assessed
income tax with respect to GDP is about 1.6 that of assessed persona income tax is
2.5 and is substantially higher than the buoyancy of 1.3 of assessed company taxes.
This picture is little changed in relative sense for elasticity estimates. The overal
elasticity of income tax is 1.1 under the 1969 tax structure while the elasticity of
income tax is about 1.7 and is again substantially higher than the magnitude of
company income tax elasticity (0.97).

From the study observed that despite a substantia change in the rates of personal
income tax introduced in 1967, there is little difference when the 1961 constant
structure elasticities (1.18, 1.72 and 0.97 of total assed income tax, personal income
tax and business income tax respectively) are compared with those of the 1969

constant structure.



Buoyancies are generally higher than elasticities, reflecting the fact that the 1967 tax
changes generated additional tax revenues. Buoyancies and elasticities of the personal
income tax exceed those of company income tax.

A comparison of the average statutory rates of 1961 with those of 1969 shows that
their progressivity increase up to the income level of M$ 30,000. Despite the increase
in progressivity of the tax rates the estimated elasticity of the personal taxes was
dightly lower in 1969(1.7) than in 1961(1.72). This was caused by a shift in the
distribution of assessed income in favour of the higher income groups, where the rate

increases were relatively less progressive.

The discussion on the behaviour of elasticity of personal and company income taxes
suggest that the income tax ordinance of 1967 did not materially change the overall
elasticity of income tax system. The tax-to-base elasticity is not very different from
unity because of relative stability of the distribution of income in the tax brackets.
Finally, the income elasticities of business tax are shown to be less than unity. Since
with a proportional tax, the tax-to-base elasticity is bound to be unity, this result for
company tax-to-GDP elasticity indicates a less than unity for assessed company

income to GDP.

The empirical study of Creedy and Gemmell(2004) has been anaysed the elasticity of
tax revenue ,estimates for income and consumption taxes in the united kingdom of
income revenue elasticity of income and consumption taxes (VAT and the main

excises) with respect to changesin income in the UK over the period 1989-2000.

An important feature of these estimates is that they allow for changes in income-
related deductions. Consumption tax revenue elasticities allow for changes in
consumption patterns over time, in addition to differential savings rates across
individuals. Values at individual and aggregate levels are reported. Furthermore,
changes in revenue elasticities over the period are decomposed into effects associated
with changes in the tax structure, real income growth and inflation.

Estimates of revenue elasticities are an important input into the debate on changesin

the burden of taxation in the UK.3 such estimates enable observed changes in average

10



tax levels to be decomposed into those arising directly from budgetary changes and
those that result from the tax system’s built-in flexibility, in the absence of
discretionary changes. Clark et a. (2002), for example, draw attention to the fact that,
since 1996-97, real alcohol and tobacco duties have risen substantially, yet the share
of these taxes in GDP has remained constant or declined. Revenue elasticity estimates
help to identify how far such revenue changes represent “in-built’ effects related to the
structure of these and other taxes. Tax revenue elasticities aso provide vita inputs
into a number of taxes forecasting models where, in association with assumptions
regarding tax base changes, they generate revenue growth predictions for given tax
policies. IFS (Ingtitute for Fiscal Studies) tax forecasting models for income and
corporation taxes, for example, estimate or use revenue elasticities (see Giles and Hall
(1998)). Despite their usefulness, there are surprisingly few published tax revenue
elasticity estimates for the UK. Indeed, the most recent estimates were provided by
Johnson and Lambert (1989) for the period 1980-84, and these relate only to income
taxes.4 However, from the mid-1980s, major changes have taken place to the income
tax structure, involving a simplification of tax rates and allowances, the reduction and
elimination of mortgage tax relief and, more recently, the extension of
allowances/deductions for pension contributions, saving and families. There have also
been changes in consumption taxes such as VAT and excise taxes, particularly on
tobacco and petrol, and the taxation of domestic fuel.

These policy changes are likely to have affected both income and consumption tax
revenue elasticities and are examined in detail in this paper. Estimates of aggregate
revenue elasticities are obtained using convenient analytical expressions which have
the advantage that they can be evaluated readily from official published sources.

Another empirical study of Bilquees (2004) has been analysed the Tax responsiveness
to changes in income is a crucia variable in projecting the tax revenues of Pakistan
and is a basic criterion for a good tax system. This response is measured by two
concepts: tax easticity which measures the automatic response of revenue to income
changes, net of discretionary changes, and tax buoyancy which measures the total

response of tax revenue to changesin income.
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In developing countries generally, the magjor taxes tend to have low elasticity and
sometimes even the buoyancy islow. Thisis mainly due to the inherent weaknessesin
economic structure where a large mgjority remains out of the tax net due to low
average income levels, and unorganised nature of most economic activities, which
erode the income tax base. However, an equally important factor has been the
provision of massive tax incentives and exemptions to the manufacturing sector over
extended periods in most of these countries. As a result, the levels of budget deficits
and borrowings, and/or aid requirements become unsustainable over time. Domestic
resource mobilisation and reduction of budget deficits then become the mgjor targets
of the Structural Adjustment Programmes in the short run and in many cases even in

the long run.

In the case of Pakistan, while the initial stages of rapid economic growth were
characterised by massive tax concessions, the nationalisation in the 1970s resulted in
a massive shift to the informal sector, which became synonymous with the parallel or
underground economy in a very short period.1 The continued reduction in formal
employment, as a policy measure since the 1990s, has further expedited the expansion
of the informal sector. As compared to 20 percent in 1974, after the nationalisation in
1972, and to 25 percent in 1990-91, it accounted for 54 percent of the GDP in 1998
[see Kemal (2003)]. As aresult of the distortions created in the economy over time,
Pakistan has had a chain of stand-by and structural adjustment and stabilisation
programmes from 1973-74 until 2003.

All the programmes had a special focus on tax reforms including improved tax
governance, increasing the share of direct taxes, expanding the tax net, imposition of
sales tax on a wider scale, and improving the tax elasticity and buoyancy. However,
the implementation of the reforms particularly in the fiscal sector was visible only for
the last programme of 2000-03. The expanded enforcement of the sales tax,
rationalising the exercise of power by the tax officias, and some expansion in the tax
net has been achieved. However, the overall tax revenues as a percentage of GDP till
average less than 15 percent and the share of indirect taxes still exceeds 60 percent of

total tax revenues.

When the elasticity of major revenue sources remains low despite tax reforms either

due to low base, or due to evasion or avoidance, the governments raise additional
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resources through discretionary measures. Then, the growth of tax revenues comes
through high buoyancy rather than through elasticity. The objective of this paper isto
measure the buoyancy and elasticity of the tax system in Pakistan over the period
1974-75 to 2002-03 by using the Divisia Index Approach, and analyse the factors
responsible for the resulting size of elasticity coefficients. The coefficient of elasticity
depends on the level of tax rates, the progressivity of the rate structure, and the
responsiveness of the tax base to changes in income. This makes it possible to break
up the value of easticity into two components—the response of the tax base to a
change in income, and the response of the tax yield to a change in the tax base of
individual taxes through decomposition of elasticities [see Musgrave (1959)]. The
value of base to income elasticity does not depend on the progressivity of tax rates; it
simply relates the responsiveness of the tax base to a change in income. The growth of
the base depends on the way the structure of the economy changes with economic
growth. The tax-to-base elasticity depends on the tax rates; if the rate structure is
progressive or if there is an improvement in tax administration, the tax-to-base
elasticity will be raised by preventing evasion. The decomposition of easticity in this

manner permits us to identify the source of growth of tax revenues.

2.2. The Studiesin Nepalese Context

The study of Agrawal (1978) mainly deals with the necessity of resource mobilization
of Nepal through the reform of income tax. It showed the growing resource gap since
1951/52 onward and sought the way for filling it up. For this they calculated
elasticises and buoyancies for major Nepal ese taxes with base GDP, using the series
of different tax revenues from 1967/68 to 1975/76 for measuring their productivities.
The values of buoyancy and elasticity for income tax was found to be 2.18 and 2.01
respectively and differenceswas also high, The square of correlation coefficient (R?)
for income elasticity was 0.94, which indicated a good relationship between GDP and
income tax. The base buoyancy of income tax was 2.25 and base elasticity was 2.08,
which were the highest among all the magjor taxes. This study also projected the
amount of income tax that would mobilize in future under contemporary situation.
This study projected the amount of income tax for 15 years from 1975/76 to 1990/91

under the assumption of holding the growth rate of 21.6 percent in future years and
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amount of income reached to Rs.1638.27 millions in FY 1990/91 from Rs.87.17
millions of FY 1975/76.

This report suggests income tax will become a very important source in filling the
resource gap but the reforms in the field of technical and administrative is very much
essential. This study identified main defects of the income tax administration as
failure to locate new taxpayers, to maintain the proper accounts, delay in assessment,
poor taxpayer compliance, evasion and avoidance of tax and defective management.
Low tax base, inefficient administration and corrupted bureaucracy are the maor

sectors to be reformed.

Subedi (1982) analyzed the importance of income tax in Nepal. The main objectives
of this study were to examine the contribution of income tax to total revenue, the
growth of income tax collection, its ratio to GDP and to calculate its elasticity. It is
reported that, the tax structure was diversified to tap resources in 1959/60. A reform
was made in 1962/63 introducing the comprehensive income tax with a long term
motive. The share of income tax to total revenue is increasing but it covers a small
portion only. The role of income tax in Nepalese tax structure is rising constantly in
absolute terms. Income tax is very important for economic development though it is
unable to fulfil the objective because it plays very minor role in total tax revenue. Tax
administration in Nepa suffers from a number of interacting and interrelated
problems which have badly affected its productivity. The study has found the taxation
system highly elastic i.e. the elasticity of income tax in the period 1965/66 to 1979/80
is1.76.
It has identified various challenges in the income tax system of Nepa and suggests
that these challenges can be converted into meaningful opportunities through timely
reform. For this,

Law of income tax system should be clear, precise and the terms must be well

defined and there must be wealth tax

Supplemented for income tax.
Taxpaying procedure should be made easy.

Tax payer should be well informed about the procedure and law.
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The Study of Daha (1984) primarily deals with the revenue productivity and
responsiveness of the tax yields in Nepal’s tax system for the period of FY 1964/65 to
1980/81. It has tried to identify the actual critical points where in the elasticity
problem is acute. An effort has also been made to identify the factors mainly
responsible for elasticity of tax structure especially with reference to income taxation
in Nepal. The, period of study was FY 1964/65 to 1980/81, which was divided into
two sub periods from FY 1964/65 to 1972/73 as period | and from FY 1972/73 to
1980/81 as period I1.

Overall eladticity of the total revenue in tax structure of Nepal for the period of study
equals amost unity (1.01) which is significant at 1 percent level whereas the elasticity
of the tax revenue is 0.92. This shows that tax revenue is not responsive in tax
structure. An efficient tax ought to give better results and if it is progressive it should
possess necessarily elasticity greater than unity. The elasticity of income tax is 1.38.
This shows that the elasticity of most lucrative component of direct tax is greater than
unity. The overall buoyancies are significantly greater than that of elasticity
coefficients during this period. The buoyancy of total revenue is 1.54 and that of tax
revenueis 1.52 significant at 1 percent level. At the same time period the buoyancy of
incometax is 1.86.

For the sub period | (1964/65 to 1972/73), the elasticity of premier indirect tax is less
than unity (0.93) which issignificant at 1 percent level. The elasticity of total revenue,
tax revenue, and income tax are 0.87, 0.82, and 0.61 respectively. This implies that
the elasticity coefficient of individual taxes has not been revenue responsive during
this period. In other words, the productivity of revenue of most of the taxes has been
very low in this period. But the value of buoyancy coefficient shows more

responsiveness. The buoyancy coefficient of total revenue is 1.54 whereas of tax

revenue is 1.52 with high value of R? . The buoyancy coefficient of incometax isvery
high 2.71; this shows that the role of discretionary change is very high in revenue
collection through income tax.

For the sub period Il (1972/73 to 1980/81), the elasticity of total revenue, tax revenue,
and income tax are 0.98, 0.92, and 1.38 respectively. This implies that the elasticity
coefficient of total revenue and tax revenue are not revenue responsive during this
period. But the income tax showed highly elastic as compared to the period | and the

whole period. But the value of buoyancy coefficient shows more responsive. The
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buoyancy coefficient of total revenue is 1.37 whereas of tax revenue is 1.34 with high

value of R? . Thus, the total revenue and tax revenue are buoyant.

From the analysis, it found that was the direct tax had smaller elasticities as compared
with indirect taxes. The result shows that direct taxes are responsible for the
sluggishness of aggregate tax yields. The elasticities of direct taxes are smaller for all
the periods. The supposedly more progressive taxes are in fact less elastic.

In fact the inelastic nature of tax system in developing countries is an inherent
characteristic resulting from heavy reliance placed on indirect taxes in genera
contains better automatic growth potentialities. The causes of income tax being
inelastic are: unscientific lab structure and rate, inefficient tax administration, high
practices of tax evasion and avoidance etc. The important factor leading to inelasticity
of income tax is that the income from agriculture sector is out of tax net.

Acharya (1994) analyzed the structure of Nepalese income, examined the productivity
of income tax revenue and assesses the existing problems and future prospects of
income taxation in Nepal. This paper was prepared considering the secondary data of
the period 1964/65 to 1989/90.

The study shows that the income tax revenue in Nepal rose from 0.09 percent to 1.02
percent of GDP during the FY 1964/65 to 1989/90 with slight fluctuations. During the
same period it increased from 3.52 percent to 12.8 percent of the total tax revenue and
from 10.21 percent to 64.95 percent of the total direct tax revenue with slight ups and
downs. Therelative share of individualsin total income tax revenue is not less than 50
percent since the FY 1977/78 onwards and others (public enterprises, remunerations,
house rent and interest income) have also increase significantly.

During this period the elasticity and buoyancy of Nepalese income tax revenue seem
to be 0.8393 and 1.7969 respectively with base GDP. R? values in both the cases are
high (0.7895 and 0.9156 respectively), t and F statistics are significant at 1 percent
level.

At last he concluded that Nepal has followed the leading global trend in the structure
of income tax system. Her income tax revenue is increasing gradually in relative term.
The contribution of individuals in total income tax revenue seems to be greater in FY
1977/78 to 1991/92 followed by public enterprises, remuneration, house rent and
interest tax. Many income tax payers favoured progressive tax rate but not the sharp

progressivity. They suggested fixing the rate at 10, 15 and 25 percent for each
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difference of Rs.50, 000 for yearly income of individuals over the exemption limit at
current prices. 35 percent flat rate for corporate bodies seem to be reasonable.

The role of discretionary changes in the Nepalese income tax revenue is gradually
increasing. During the period of 1964/65 to 1989/90 its value seems to be 56.63
percent of the total tax revenue. More reliance on discretionary change through the
increase of tax rate and extension of tax base is harmful. Therefore, to raise income
tax revenue simplification of the tax structure legal and administrative aspects,
understanding with the consent of tax payers are recommended. Adhikari(1995) made
another study on easticity and buoyancy of Nepalese tax .The study proceeds by
starting that the fiscal sector occupies the most prominent in a developing economy
.Nepal is no exception to this, as the level of development, has made it imperative for
the government to involve in various aspects of economic activities. Not only is the
government required to develop basic social and physical infrastructures but also the
resources required for such purpose have to be mobilised, against the background of a
large size of population with very little capacity to pay any kind of taxes. Revenue
administration in general and the tax system in particular needs to be thoroughly
analysed so as to improve resource mobilisation A sound knowledge of tax structure
and responsiveness of major taxes to changes in income would help to prepare a more
realistic budget estimate as well as help maintaining overall fiscal stability .

This study has been conducted with a view to empiricaly measure elasticity and
buoyancy of major taxes including total revenue in Nepal. Further ,this study has been
conducted with a view to have a primary knowledge of revenue productivity and the
responsiveness of tax yields in the Nepalese tax structure for a definite period .The
period covered is FY 1974/75 to FY1993/94. In view of the unsatisfactory results of
both the buoyancy and elasticity of the tax, the whole period (FY1974/75to
FY 1993/94) has been divided into two sub-periods: the first form (FY 1974/75 to FY
1983/84) and the second period from (FY 1984/85 toFY 1993 /94).The present study,
though of preliminary nature, could serve as a basis for detailed study later on.
Although limited in scope and theoretical elaboration, the study nevertheless has
estimated the elasticity i.e. built in flexibility and the buoyancy (sensitivity) of the
major components of tax revenue i. e. import duties ,tax on consumption (sales tax
and excise duties)and income tax which ,on the average ,together accounted for about
four-fifths (78.7percent)of the total tax revenue .Apart from estimating the elasticity
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and buoyancy of these taxes with respect to gross domestic product , such estimation
has also been made with respect to proxy base of the above mentioned taxes.

Khadka (1995) analyzed how the Nepalese income tax evolved over the years aso
seeks to bring out the main issues of the existing system and recommend some policy
measures. Income tax was introduced in 1959 to generate more revenue to finance
development activities and to help achieve social justice. In the long history of income
tax different types of exercises have been taken place regarding the exemption of
income tax and inclusion under the income tax. Graduated rates of income tax were
introduced from the very beginning under this system net income is divided into
different bands which are subject to progressive tax. In the beginning, Nepaese
income tax has treated the family as tax unit and tax is levied on the joint income of
the family. But in FY 1977/78 the system of joint taxation was replaced by a system
of individual taxation. This system of individual taxation has also made withholding
more simple and accurate since final tax liability depends only on the income of the

individual s though the system leads to adecline in their total tax bill of the tax payer.

The study further adds the magor issues related to the income taxes are; narrow
coverage, unscientific tax assessment, deviation from the basic principle
(progressivity of income tax) of income taxation, no adjustment for inflation etc.
These problems have seriously affected in the process of resource mobilization
through taxation. Given the Nepal’s level of economic development and the state of
its record and account keeping system, tax administration and tax consciousness, a
drastic returning with the aim of achieving vertical equity and raising substantial
revenue from income tax does not seem to be feasible at this stage. However,
persistent efforts are to be made in order to strengthen the income tax system in the
long run such as;, extension of coverage, improvement of tax assessment, use of
presumptive method, extension of withholding tax, introduction of current year basis
which will prevent afall in revenue in real terms due to inflation, inflation adjustment
efc.

This study concluded that the Nepalese income tax system has under gone
considerable change in its introduction. Several experiments have been made
regarding its types, coverage, rates, allowances, tax unit, and tax assessment and so

on. There is a scope for broadening the coverage of this tax, legaly and
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administratively. Currently extended sources of income should be gradually under the
tax net and those included in the tax net should be taxed effectively and uniformly.
The tax system should be made growth oriented through measures including complete
carry-forward of losses, completion of tax treaties with major trading partners and
grand of incentive in avery simple and easy way.

Nepal (2002) analyzed about Nepalese income tax system automatic responsive type?
If yes, to what extent and if it is not, why? And to what extent is it being correlated to
tax rate changes. Is structure of exemptions riddled with loopholes, inequalities and
arbitrary expenditures? If it is so, then to what extent, they have eaten into the
potentialities of revenue raising components of income tax.

The study period covers from 1980/81 to 1998/99. Revenue yield from personal
income tax as percentage of GDP has gone up from 0.37 to 0.75 during period starting
from FY 1980/81 to 1988/89 but there after it, as percentage of GDP, has gone down
continuously and reached a low level of 0.39 in the year 1995/96. Although it
registered advance after 1995/96 and reached a level of 0.67 in the year 1998/99.

The overal easticity of Nepalese income tax for the period of 1980/81 to 1996/97
works out to 0.53. This shows that the structure of income tax in Nepal is not much
responsive. It also shows elasticity coefficient before the restoration of democracy of
Nepal was 0.35 (1980/81 to 1989/90) but rose to 1.21 after the restoration of
multiparty democracy in Nepal.

Over the period, exemption and deduction had eaten substantially and potentiality of
revenue rising of income tax. Faulty and non-rational layout of exemptions and
deductions and under-reporting of income continued to kill-off revenue raising
potential of income tax. The study has suggested regarding the income tax that any
scheme of reforms with regard to persona income tax must necessarily proceed by
acknowledging the violation caused by the principle of equal treatment of equals by
the plethora of exemptions and deductions. In the case of persona income tax
structure of exemptions and deductions were found to be riddled with loopholes,
inequalities and arbitrary expenditures. Also, contributions of agriculture to total
income are more than 60 percent but the earnings from the agriculture have been
exempted from the levy of income tax. Bringing in to the tax net the commercial
agriculture earnings of registered firm, partnership and company has been

necessitated.
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Regarding the rate structure, for making the sacrifice level equal for al taxpayers rate
of tax has to be such that it bears a constant relationship with the after tax income in
the hand of assesses. After restoration of multiparty democracy in Nepal, the revenue
from both personal and corporate income tax showed buoyancy never seen before.
Some pitfalls are still there, total number of income tax payers are till less than
1percent of total population. There is considerable scope for raising the yield of
income tax further particularly through revamping of tax administration and securing
better compliance strengthening of tax administration deserve earnest consideration.
The Study made by Paudel (2002) focused on the structure of income tax in Nepal
and estimated the elasticity and buoyancy of income tax in Nepal for the period of 25
years from 1975 to 2000. The study has shown that Nepal has been heavily relying on
the external and internal debt to meet the budget deficit because of low revenue
collection compared to the total expenditure. The dependence is increasing, which is
not desirable for any economy. Thus, it is more essential to mobilize the internal
revenue to the optimum level. The trend of overall revenue in Nepa shows the
continuous increasing over the study period with an average annua growth 16
percent. In the composition of revenue, share of tax revenue is significantly higher
than non tax revenue within the tax revenue the contribution of indirect tax decreases
from 74 percent in 1975/76 to 73 percent in 1999/00. Similarly, within the direct tax,
income tax was the largest source which contributed more than 86 percent in 1999/00.
The éasticity and buoyancy coefficient of income tax have been found to be 0.61 and
1.36 respectively during the period under review. This shows that Nepalese income
tax is very inelastic. The difference (0.75) between buoyancy and elasticity
coefficients shows that there are minimum chances for further discretionary changes.
She has aso evaluated the success of the voluntary disclosure of income scheme
(VDIS) program.

The study concludes that the Nepalese tax administration has been attempting to
modify itself to meet the pressing challenges brought about by change in technology
and economic policies. However, still its working procedures are traditional and the
cost administration has not brought to the satisfactory level.

The study of Timsina (2007) on Revenue mobilization has admits a crucial role of
fiscal policy implementation, especially in a developing country where the demand of
public funds for public expenditure is high. It is a better source of resource

mobilization than the other sources such as deficit financing and money creation. As
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tax revenue is the major source of domestic revenue in Nepal, the measurement of tax
elasticity and buoyancy would be very beneficia in terms of reformsin tax structure
as well as revenue administration .in addition to this, the study of tax elasticity and
buoyancy is useful for revenue forecasting.

Tax revenue may change due to a variety of factors, such as changes in income,
change in tax rate and tax base, change in efficiency of tax assessment and collection,
among others .the responsiveness of tax revenue to such changes can be explained
with the help of tax elasticity and buoyancy .”” Ta X elasticity may be defined as the
ratio of a percentage change in adjusted tax revenue to a percentage change in income
i.e. nominal GDP. On the other hand, tax buoyancy refers to changes in actual tax
revenues due to the changes in income as well as due to the changes in discretionary
measure such as tax rate and tax base “(Mukul 1977, p.63).This distinction between
the tax elasticity and buoyancy is very useful in analyzing and evaluating weather
future revenues will be sufficient to meet the resources needs without changing the
rates or bases of the existing tax. To measure the tax elasticity, historical tax series
must be adjusted so as to eliminate the effects of tax revenues from discretionary
changes. If there is no change in the tax rates and the tax base during the reference
period, the buoyancy will be the same as easticity. Against this background, this
study attempts to utilize the time series approach to empirically estimate the tax
elasticity and buoyancy in Nepal for the period 1975-2005. The maor components of
tax revenue such as import duties, value added tax (VAT), income tax and excise
duties are scrutinized. For the period prior to the launch of the VAT, the sum of sales
tax, contract tax, entertainment tax and hotel tax is used for the el asticity estimation.
Alternatively, the buoyancy and the elasticity of tax revenues are also estimated by
applying the partitioning approach. “Under this approach, tax elasticity and buoyancy
coefficient are partitioned into tax to base and base to income component ** (lbid,
p.66) In other words ,tax elasticity and buoyancy are estimate with respect to the gross
domestic product(GDP)as well as their respective proxy base.” An advantage of using
such a partitioning approach is the ability to identify factors responsible for rapid or
lagged revenue growth .Factors that affect the tax to base elasticity such as tax rates
,exemptions and improvements in tax administration are within the control of the
fiscal authorities, thereby making this making this making this measure important for
related purpose .the base to income elasticity ,on the other hand is determined largely
the way in which the economic structure responds to growth *’(Yuthika,1991,p.76)
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CHAPTER THREE

METHODOLOGY

3.1. Conceptual Framework

Revenue administration in general and the tax system in particular needs to be
thoroughly analysed so as to improve resources mobilisation. A sound knowledge of
the tax structure and the responsiveness of major taxes to the change in income would
help to prepare a more redlistic budget estimate as well as help in maintaining overal
fiscal stability. Elasticity and buoyancy are the two popular concepts which are
mostly used to measure the responsiveness of taxesin tax system.

3.1.1. Elasticity

The elasticity refersto the total change in tax revenue excluding discretionary change,
associated with a given percentage change in National Income (NI). It measures the
automatic response of revenue to the change in income i.e. revenue increase excluding
the effect of discretionary change in legal bases, rates, exemptions limit,
administrative reforms etc. Elasticity is a static concept. The yield effects of normal
improvements in administration unaccompanied by legal changes are thus included in
this measurement of elasticity. Thus, easticity is aso regarded the method of
measurement of automatic response of revenue to income changes.

Elasticity is measured with adjusted data while buoyancy is measured with unadjusted
data. If an elasticity of unity means that each one percentage change in GDP is
accompanied by one percentage change in tax revenue, an elasticity of less than unity
means that the percentage change in revenue will be less than the percentage change
in GDP and an elasticity greater than one means that the percentage change in revenue
will exceed that in GDP. A tax system is said to be elastic if the measure exceeds one
and inelastic if it is less than one. High tax elasticity is said to be desirable attribute
because it leads to natural growth in revenue for financing the rapidly growing
development expenditure without the need for politically difficult decisions to raise
taxes. However, mgjor sources of government revenue may have a low elasticity, in
which case the authorities must seek additional revenue by introducing discretionary

changes.
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3.1.2 Buoyancy

Tax buoyancy refers to the ratio of tota percentage change in the tax revenue
including discretionary changes to a given percentage change in NI. If buoyancy is
higher than elasticity, it signifies that discretionary changes can raise additional
revenue and vice versa. It measures the total response of tax revenue to change in
income i.e. revenue increase including the effect of discretionary changes. Buoyancy
is a dynamic concept. The response of tax revenue to changes in income has often
been singled out as a vital ingredient in considering the criteria for atax system in a
developing country. The ratio of percentage change in the income tax revenue to the
percentage change in national income gives the buoyancy coefficient of an income tax
under consideration.

The difference between the easticity and buoyancy coefficient of the tax is used to
whether discretionary changes aways siphon off additional revenue and vice versa.
Because of the nature of discretionary changes they can be adopted in a particular
situation to collect more revenue immediately to fulfil the current requirement but in
the long run, raising elasticity is desirable and frequent discretionary changes might
be intractable and may be unpopular as well.

An efficient tax system ought to give better results and be progressive; it should
possess elasticity greater than one. Of course the degree of progressiveness depends
upon the desired level of objectives of the economy.

Generdly, easticity and buoyancy are defined as the ratio of relative change in
dependent variable (tax yield in the study) to the relative change in independent
variable (GDP). Mathematically, both elasticity and buoyancy have been calculated
on the basis of following equation;

=2 - Y
T Dy

Where;

eiseladticity of total tax to GDP AT is change is tax
revenue T istax revenue (incometax) AY is change in GDP
Y isGDP
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The income €elasticity of each separate tax may be decomposed into the elasticity of
tax to base and the e asticity of base to income. Thus, the base elasticity and buoyancy

have been calculated on the basis of the following equation;

DT . DB
T 2
T B @)
Where,
e iselasticity of total tax to proxy base T istax revenue

AT ischangeistax revenue
AB is change in proxy base (non-agriculture GDP)
B isamount of proxy base (non-agriculture GDP)

For calculating easticity, the adjusted revenue yields are used. This is done to
eliminate discretionary changes to find out the built in flexibility where as the actual
yields are used to calculate buoyancy. By calculating the difference between elasticity
and buoyancy the role of discretionary changes in income tax revenue is observed.

3.2. Calculation of Net Income Tax Series

Actua revenue data reflect both normal growth and discretionary changes. Thus to
construct a hypothetical net revenue series from gross revenue we have to eliminate
the discretionary changes from the tax receipt series. The discretionary changes are
defined as:

Legal changesin the tax rates or in the tax base,
The introduction of new taxes, and certain administrative efforts,

The automatic effect is the total tax increase in any given period minus the increase
due to discretionary actions. There are some important methods which are used for tax
revenue adjustment: Constant Structure Method, Dummy Variable Method,
Proportional Adjustment Method, and Divisa Index Method. Among them,
Proportional Adjustment Method is more relevant particularly in developing countries

like ours where data arrangements are not good.
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In Proportional Adjustment Method, it adjusts the historical revenue series for each to
derive a revenue yield based on the structure of rate and exemptions for a reference
year. In this method, there are severa aternative methods for adjustment such as:
Prest Method; Sahota Method and Chand Method.

) Prest Method: This method begins with estimates of the effects of discretionary
tax changes on the year’s receipts, often prepared by treasury officials. The separation
of discretionary effects is then accomplished in two steps. First, a preliminary series
of adjusted tax yield for each year the estimated amount attributed to the discretionary
changesin that year. Second, this adjusted seriesis then further refined to form afinal
series that excludes the continuing impact of each discretionary change on future

years. The Prest formulais;

(@ Ty, To... Ti... Thareactual tax yields for a series of years.

(b) Dy, Ds... Dy... D, measures the effect of discretionary change in the tth
year’s revenue outturn.

(c) Tjj indicates the jth year’s actual tax yield adjusted to the tax structure that

existed in year i.

If i = 1isthe reference year, the series T1q, T12, Tag, -..... N TR , T1n represents
what the tax receipts would have been if the tax structure had remained as in year 1
with al discretionary changes removed from the years following year 1. It is this
series that forms the basis used here for measuring the elasticity of atax. The seriesis

developed as follows:

Tuu=T;

Tio=T-D>
T

T13 = T23 %



1) Chand Method: In this method the adjusted tax yield at present year found on the

basis of following year’s adjusted value. The formula for adjustment is;

T
Tw=T, = dm - n
T+1_Dr+l T _D

r

Where, n = reference years and the number of years considered.
T = adjusted or net tax yield in rth year.
D, = discretionary changein rth year.

T, = actual tax yield at rth year.

[11) Sahota Method:

Sahota’s adjustment of actual tax receipts to a series (l;), which he argues, excludes
discretionary effects, is accomplished by:
T
li= —(4)
Ta
Where, T; stands for i year tax collection adjusted to rates in year i-1.

This can be written in other way:

_ AT, =RT, .

IT, = IT
t AT, -1

Where, IT; =index of net tax receipt of the year t.
AT, = actual tax yield of the year t.
RT; = actual discretionary changes
t =thet™ year.
t-1 = the one period lag.
Sahota Method is used for making adjustment to eliminate discretionary changes. It
adjusts the actual figure or the current year on the basis of the adjustment figure of the

previous year. Same result comes from another Prest Method also. Constant Structure
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Method is the best method for calculating adjusted revenue series in developed
countries where previous data are easily available but for developing countries like

Nepal, Sahota method is the second best method, as it requires less data details.

3.3. Research Design

The study is based upon the secondary data and information to fulfil the objectives of
the study. To identify the composition and structure of income tax in the total tax
revenue data are presented in table and suitable diagrams (bar diagram, pie chart, line
graph etc). Tabulation of data and also graphical presentation of data are made to
make the information visible as well as to make them understandable easily.

In the process of processing the data discretionary changes of the revenue are
formulated by getting percentage contribution of new tax proposals to the total
estimated revenue in the same proportion from actual collection of total revenue. In
order to get adjusted revenue series, Proportional Adjustment Method has been used
which isreliable in the countries like our where the data are found in aggregated form.
Among the methods of the Proportional Adjustment; Sahota Method has been applied
to obtain adjusted revenue series and it is the series which is taken for the estimation
of the regression parameters of elasticity. But actual revenue series is used in the
estimation of the regression parameters of buoyancy. An exponential form of the
econometric model has been found reliable for the analysis and to smoothen the data
for the application of OLS (Ordinary Least Square) method, and double log linear
model has been used to make linear for the study.

While measuring the elasticity, discretionary changes have been adjusted with the
help of Proportiona Adjustment Method developed by G.S. Sahota which is as
follows,

__ AT, +RT, .

IT, = IT

AT, e

Where, 1T, refersto index of net tax receipt of the year t.
AT refersto actual tax yield of the year t.

RT; refersto the actual discretionary changes
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t refersto the t™ year.

t-1 refers to the one period lag.
3.4. Nature and Sour ces of Data

The data that are used for this study are only the secondary data which are aready
published by the different ingtitutions. The sources of data are the information
received from books, journals and articles concerned with the study. The major
sources of secondary data are as follows:

Economic Survey of various years, MOF, GON, Nepal.

Budget Speech of various years, MOF, GON, Nepal.

Reports and Records of 1nland Revenue Department.

Research Studies by Centre for Economic Development and

Administration concerning the Income Tax.

Books Related to Income Tax.

World Development Report, 2008.

World Development Indicator, 2008.

Statistical Pocket Book of various years, CBS, Kathmandu, Nepal .

Statistical Year Book, CBS, Kathmandu, Nepal .

3.5. VariablesUsed in the M oddl

Tota revenue of the government has been classified into tax and non-tax revenue.
Further, tax revenue is again divided into direct tax and indirect tax. Direct tax
includes income tax, the tax on land revenue and registration fees. Similarly, indirect
tax in turn is divided into custom and tax on consumption and production of goods
and services. The independent variable, GDP, will be regressed with income tax as the
dependent variable in the study to estimate the elasticity and buoyancy coefficient of

income tax.
Dependent Variable Independent Variables
Income Tax (T) Total GDP(Y), Non-Agriculture GDP (Y1)
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3.6. Specification of the M odel

The formula that is used to estimate elasticity as shown in the equation (1) ignores
true functional relationship between the variables. Therefore, elasticity can be
obtained by regressing the income with the tax yield by using following exponential

form of equations as:

Where, [3 measures the elasticity or buoyancy

Elasticity is defined as the automatic response of tax revenue to change in GDP and

buoyancy as the total response of tax revenue including discretionary changes,

associated with a given percentage change in GDP.

In this study the double log linear model is used to estimate the built-in-flexibility or

elasticity with respect to adjusted revenue series is measured from the relation.
Ta=aYP

Taking log on both sides,

logTa=loga+BlogyY ..o, 4)
For base elagticity,

logTa=loga+Blog Y1 .cooeiriiiiiiiiieieannnn, (5)

Similarly, sensitivity or buoyancy coefficient with respect to actual tax revenue series

and GDP is estimated from the relation.

T=aYh
Taking log on both sides;
logT=loga+BlogY oo, (6)
For base buoyancy,
logT=loga+B1lo0gY1.ccovvivvinvnnvnnnnen. (7)
Where,

T, = adjusted tax revenue series T = actual tax revenue series
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Y =total GDP Y ;= total non-agriculture GDP
B = elasticity coefficient B,= buoyancy coefficient
a = coefficient

Here Toand T are dependent variablesand Y & Y ; are independent variables.

Empirical test developed here is that there is good and strong relationship between
respective independent variables and dependent variables. Common statistical test
namely F-test has been used to test the significance of the coefficient of easticity and
buoyancy at 1 percent level of significance and to test the reliability of the model
being used. The value of R? has been calculated to see how good the relationship
between the dependent and independent variables are in the equation.

3.7. Tools of Analysis

Both quantitative as well as qualitative methods have been employed for the purpose
of data analysis. However, the quantitative tools have been employed widely. It has
been seen as the best method for the data analysis and also to reach at the conclusion.
Different statistical tools for both estimation and test have been employed as
demanded by the objectives so specified above. With regard to the model used above

following measures are carried out to check the reliability of the analysis;

Coefficient of Determination (R?)

The R-squared (R?) statistic measures the success of regression in predicting the
values of dependent variables within the sample. Estimate of coefficient of
determination (R?) shows the percentage of the total variation in dependent variables
explained by independent variables. The value of R? lies between 0 and 1. The higher
the R? the greater will be the percentage of the variation of dependent variable (T)
explained by the independent variable (Y) i.e. the better the ‘goodness of fit” of the
regression plane to the sample observations and closer the R? to zero the worse the fit

of regression plane.

Adjustment Coefficient of Deter mination (R?)
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This measure is a'so employed to get additional information about the goodness of fit.
One problem with using R? as a measure of goodness of fit is that the R? will never
decrease as more regressors are added. In the extreme case, we can always obtain an
R? of one if we include as many independent regressors as there are sample

observations. The adjusted, commonly detonated as R? pendizes the R? for the
addition of regressors which does not contribute to the explanatory power of the
model.

t-test

The t-test is based on the students’ distribution. It is used to test the hypothesis about
any individual partial regression coefficient. To compute the t-statistic, the standard
errors for each input are computed separately. The t-ratio is the significant test of the
regression coefficient of the hypothesis. Broadly speaking a test of significance is a
procedure by which sample results are used to verify the truth or falsity of null
hypothesis. The decision to accept or reject null hypothesis is made on the basis of
value of the test statistic obtained from the data at hand. The t-statistic, which is
computed as the ratio of an estimated coefficient to its standard error, is used to test
hypothesis that a coefficient is equal to zero, to interpret the t-statistic given that the

coefficient is equal to zero.

D-W test

D-W test is the test that justifies whether there is seria autocorrelation or not in the
residual terms. Moreover, it measures the linear association between adjacent
residuals from a regression model.

If there is no seria correlation, the D-W statistic will be around 2. The D-W statistic
will be around 2. The D-W dtatistic will fall below 2 if there is positive seria
correlation. If there is negative correlation the statistic will lie somewhere between 2
and 4. Positive seria correlation is the most commonly observed form of dependence.
As a rule of thumb with 50 or more observations and only a few independent
variables, a D-W statistic below about 1.5 is a strong indication of positive first order
serial correlation.

There are three main limitations of the D-W test as a test for serial correlation. First,
the distribution of the D-W statistic under the empirica test depends on the data
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matrix. The usua approach to handling this problem is to place bounds on the critical
region, creating a region where the test results are inconclusive. Second, if there are
lagged dependent variables on the right-hand side of the regression, the D-W test isno
longer valid. Lastly, you may only test the empirical test of no serial correlation
against the first order seria correlation. This measure will be carried out to check the
autocorrelation. Since the estimation is based on the time series data, check for the

autocorrelation is most.

F-test

For the purpose of analysis of variance, thistest is employed. The F-statistic tests that

all of the slope coefficients in aregression are zero. For ordinary least square models,

i

Under the empirical test with normally distributed errors, this statistic has an F-

the F-statistics is computed as,

distribution with K-1 numerator degrees of freedom and N-K denominator degrees of
freedom.

The p-value denoted probability (F-statistics) is the marginal significance level of the
F-test. If the p-value is less than the significance level we are testing, say, 0.05, we
reject the empirical tests that all slope coefficients are equal to zero. For the
explanation above, the p-value is essentially zero, so we rgect that al of the

regression coefficients are zero.
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CHAPTER-IV

PRESENTATION AND ANALYSIS OF DATA

The process of domestic resource mobilization for development in Nepal has so far
mainly depended on taxation as an effective instrument for this purpose. Its main
function lies in rising public saving to be used for capital formation. It has been seen
that many developing countries have given more emphasis on the role of taxation as
an instrument of resource mobilization in the early stage of development. In the
opinion of many economists the ratio of tax revenue to GDP is treated as one of the

most important criteria for measuring and judging a country’s economic performance.

4.1. Tax Effort Ratio and Per Capita Income: |nternational

Comparisons

Nepal is one of the poorest countries with GDP 8938 $ million in 2006 and GNI per
capita is 320 $ in 2006, according to the World Development Indicator 2008. The
contribution of tax revenue to GDP in 2006 was only 8.9 percent which islower in the
SAARC countries. The table 4.1 shows that the highest GDP is of USA 13163870 $
million in 2006 while tax revenue as percentage of GDP is 11.9 percent. Similarly, the
highest contribution of tax revenue to GDP is 29 percent in the case of South Africa.
GNI per capita of Nepal is aso very low and it is around 250 $ since long time. But
with regard to other countries either belongs to low income country or lower middle

income country the GNI per capitaincome is comparatively high.
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Table4.1

GDP, Per Capita Income and Tax Revenue as Per centage of GDP of
Selected Countriesin 2006

Countries with different | GDPin 2006 GNI Per Capita | Tax Revenue as
Income Group (in million of $) | 2006 (in US $) % of GDP
L ower Income
Nepal 8938 320 8.9
India 911813 820 10.7
Pakistan 126836 800 9.5
Ghana 12906 510 22.4
Lower Middlelncome
Sri Lanka 26964 1310 15.3
Thailand 206338 3050 16.9
Peru 92416 2980 135
Upper Middle Income
Argentina 214241 5150 14.2
Chile 145843 6810 20.7
Malaysia 150672 5620
South Africa 255155 5390 29.0
High Income
Austraia 780531 35860 23.7
Switzerland 380421 58050 10.5
USA 13163870 44710 11.9
UK 2376984 40560 28.8

Source: World Development Indicator 2008, pg. 14-16; 202-204

4.2. Tax Structure of Nepal

When the GoN presented first budget in the FY 1951/52, the revenue structure was

typically that of traditional economy with 73 percent of government recei pts coming

from non-tax sources and land tax only. But latter in the late 1950s the share of non-

tax revenue declined drastically, because of the increasing contribution of indirect tax

on foreign trade. In the FY 1974/75 the share of non-tax revenue was 16.5 percent of

total revenue and reached to the minimum 14.8 percent in the year 1982/83. But it
reached to the maximum 26.9 percent in the year 1991/92. The data on table 4.2

shows that the contribution of tax revenue in the total revenue is ailmost 80 percent of

the total revenue and never declined below 75 percent except in the FY 1986/87 and

1991/92. Thus role of tax revenue in domestic resource is highly significant.
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Contribution of Tax Revenue and Non Tax Revenuein Total Revenue

Table4.2

(1974/75 to 2007/08)

Fiscal Total Revenue as Total Tax Tax Rev. Non-Tax

Year GDP Revenue % of GDP Revenue as% TR. Revenue NTRas % TR
1974/75 16571 1008.4 6.1 841.7 83.5 166.7 16.5
1975/76 17394 1115.6 6.4 911.2 81.7 204.9 18.4
1976/77 17280 1322.9 7.7 1100.1 83.2 222.8 16.8
1977/78 19732 1582.0 8.0 1243.9 78.6 338.2 21.4
1978/79 22215 1811.9 8.2 1476.8 81.5 334.9 18.5
1979/80 23351 1880.0 8.1 1528.8 81.3 351.2 18.7
1980/81 27307 2419.2 8.9 2035.7 84.1 383.5 15.9
1981/82 30988 2679.5 8.6 2211.3 82.5 468.2 17.5
1982/83 33761 2841.6 8.4 2421.1 85.2 420.5 14.8
1983/84 39390 3409.3 8.7 2737.0 80.3 672.3 19.7
1984/85 44441 3916.6 8.8 3151.2 80.5 765.5 19.5
1985/86 53215 4644.5 8.7 3659.3 78.8 985.2 21.2
1986/87 61140 5975.1 9.8 4372.4 73.2 1602.7 26.8
1987/88 73170 7350.4 10.0 5752.8 78.3 1597.6 21.7
1988/89 85831 7776.9 9.1 6287.2 80.8 1489.6 19.2
1989/90 99702 9287.5 9.3 7283.9 78.4 2003.6 21.6
1990/91 116127 10729.9 9.2 8176.3 76.2 2553.5 23.8
1991/92 144933 13512.7 9.3 9875.6 73.1 3637.1 26.9
1992/93 165350 15148.4 9.2 11662.5 77.0 3485.9 23.0
1993/94 191596 19580.8 10.2 15371.5 78.5 4209.4 21.5
1994/95 209974 24575.2 11.7 19660.0 80.0 4945.1 20.1
1995/96 239388 27893.1 11.7 21668.0 7.7 6225.1 22.3
1996/97 269570 30373.5 11.3 24424.3 80.4 5949.2 19.6
1997/98 289798 32937.9 11.4 25939.8 78.8 6998.1 21.2
1998/99 330018 37251.0 11.3 28752.9 77.2 8494.4 22.8
1999/00 366251 42893.8 11.7 33152.1 77.3 9741.6 22.7
2000/01 441519 48893.6 11.1 38865.1 79.5 10028.8 20.5
2001/02 459443 50445.5 11.0 39330.6 78.0 11115.0 22.0
2002/03 492231 56229.8 11.4 42587.0 75.7 13642.7 24.3
2003/04 536749 62331.0 11.6 48173.0 77.3 14158.0 22.7
2004/05 589412 70122.7 11.9 54104.7 77.2 14770.3 21.1
2005/06 654055 72282.1 11.1 57427.0 79.4 13341.5 18.5
2006/07 727089 87712.0 12.1 71126.7 81.1 15559.3 17.7
2007/08 820814 | 107546.5 13.1 85025.3 79.1 19840.0 18.4
Sources. Master Table of Appendix |1 * = Revised

Estimate

Note: TR — Total Tax Revenue

NTR - Non-Tax Revenue

GDP - Gross Domestic Product

Similarly, in the figure 4.1, the multiple bar diagram shows that the share of tax
revenue is very high in comparison to the non tax revenue. The amount of total
revenue has grown in increasing trend from FY 1990/91 and the path has been
followed by the tax revenue as well.
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Figure4.1l

Composition of Tax Revenue and Non-Tax Revenue

(1990/91 to 2007/08)
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Source: Table4.2

4.3. Composition of Tax Revenue

The contribution of tax revenue in the total revenue is significant from the very
beginning. The major components of tax revenue are direct tax and indirect tax. The
table 4.3 shows, there has been simultaneous increment in both direct tax and indirect
tax in absolute term during the study period. The amount of tax revenue was Rs.841.7
million in the FY 1974/75. In which the share of direct tax was 21.9 percent whereas
78.1 percent of indirect tax. From the early 80s the amount of tax revenue had grown
tremendously and reached the amount of Rs.85025.3 million in the FY 2007/08. But
the share of direct tax and indirect tax vary from year to year. The figure in the table
shows the share of direct tax declined from 21.9 percent in FY 1974/75 to 16.2
percent in FY 1991/92 and then reached to 27.1 percent in FY 2007/08 increasing

continuously except some fluctuation in few years.

Similarly, the share of indirect tax increased from 78.1 percent in FY 1974/75 to 83.8
percent in FY 1991/92 then started to decline and reached to 72.9 percent in FY
2007/08. However, the share of indirect tax was very high before 1990 but declined
after the restoration of democracy and adaptation of the liberalization policy by the

nation. This has sought that country should try to mobilize the resources through
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direct taxation rather than indirect taxation since the country is aready a member of

WTO and SAFTA.
Table4.3
Contribution of Direct Tax and Indirect Tax in Total Tax Revenue
(1974/75 to 2007/08)

Rs. In Million
Fiscal Direct DT as % Indirect IDT as % Total Tax
Year Tax(DT) of TR Tax(IDT) of TR Revenue
1974/75 184.5 21.9 657.2 78.1 841.7
1975/76 236.0 25.9 675.2 74.1 911.2
1976/77 295.7 26.9 804.4 73.1 1100.1
1977/78 306.2 24.6 937.7 75.4 1243.9
1978/79 253.1 17.1 1223.7 82.9 1476.8
1979/80 253.8 16.6 1275.0 83.4 1528.8
1980/81 353.2 17.4 1682.5 82.6 2035.7
1981/82 379.9 17.2 1831.4 82.8 2211.3
1982/83 445.1 18.4 1976.0 81.6 2421.1
1983/84 541.8 19.8 2195.2 80.2 2737.0
1984/85 559.7 17.8 2591.5 82.2 3151.2
1985/86 661.8 18.1 2997.5 81.9 3659.3
1986/87 768.7 17.6 3603.7 82.4 4372.4
1987/88 1010.2 17.6 4742.6 82.4 5752.8
1988/89 1331.4 21.2 4955.8 78.8 6287.2
1989/90 1435.1 19.7 5848.8 80.3 7283.9
1990/91 1369.7 16.8 6806.6 83.2 8176.3
1991/92 1595.2 16.2 8280.4 83.8 9875.6
1992/93 2036.2 17.5 9626.3 82.5 11662.5
1993/94 2855.3 18.6 12516.2 81.4 15371.5
1994/95 3849.3 19.6 15810.7 80.4 19660.0
1995/96 4655.5 21.5 17012.5 78.5 21668.0
1996/97 5340.0 21.9 19084.3 78.1 24424.3
1997/98 6187.9 23.9 19751.9 76.1 25939.8
1998/99 7516.1 26.1 21236.8 73.9 28752.9
1999/00 8951.5 27.0 24200.6 73.0 33152.1
2000/01 10159.4 26.1 28705.7 73.9 38865.1
2001/02 10597.5 26.9 28733.1 73.1 39330.6
2002/03 10105.8 23.7 32481.2 76.3 42587.0
2003/04 11912.6 24.7 36260.4 75.3 48173.0
2004/05 12265.4 22.7 41839.3 77.3 54104.7
2005/06 13961.5 24.3 43465.5 75.7 57427.0
2006/07 18980.3 26.7 52146.4 73.3 71126.7
2007/08 23006.5 27.1 62018.8 72.9 85025.3

Sources: Magter Table of Appendix Il

Note: TR - Total Tax Revenue

DT - Direct Tax

* = Revised Estimate

IDT — Indirect Tax

The line graph of the figure 4.2 shows the satisfactory growing trend of the total tax

revenue. In the line graph including the period of 18 year gives the result of 10 times

increase in the tax revenue beginning from the FY 1990/91. But in the case of
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components, direct tax has taken pace only in the last few years of study period. There

is always the dominant role of indirect tax in the total tax revenue.

Figure4.2
Trend of Tax Revenue
(1990/91 to 2007/08)
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4.4. Shareof Various Taxesin the GDP

During the study period the share of total revenue has increased from 6.1 percent of
GDPin FY 1974/75to 13.1 percent in FY 2007/08, this shows the increasing trend of
revenue at a slower pace. Shares of al kinds of taxes are in increasing trend though

not satisfactory in some cases.

The share of custom duties was about 2 percent of GDP in the FY 1974/75 and in the
succeeding year its share was not encouraging which lay between 2 to 3 percent of
GDP. In the FY 2007/08 its share in GDP was only 2.6 percent. In the case of export
duties and land revenue and registration, their share was very low. In amost al the
year the share of export duties remain about 0.1 percent of GDP. But the share of land
revenue and registration remained about 0.5 percent of the GDP in most of the year.
Table 4.4 shows, the major taxes that contributed significantly in the revenue are sales
tax/VAT, import duty and income tax during the study period. Their share was 1.1,
1.1 and 0.3 percent of GDP respectively in the FY 1974/75 and reached 1.7, 1.7 and
0.6 percent of GDP in the FY 1990/91.

38



But after the restoration of democracy in 1990, Nepal adopted the policy of
liberalization and the concept of open economy then the share of salestax and income
tax rose significantly. After the introduction of VAT in Nepal in 1997 the resource
mobilization through VAT became the backbone of the Nepal ese economy. In the FY
2007/08 the share of import duties, VAT and income tax reached 2.1, 3.6 and 2.3
percent respectively of GDP.
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Table4.4
Share of Various Taxesin the GDP (1974/75 to 2007/08)

Figures arein Percentage

Fiscal Total Custom Export Import Sales Tax/ Land Revenue Income
Year Revenue Duty Duty Duties VAT and Registration Tax
1974/75 6.1 2.0 0.2 1.1 1.1 0.8 0.3
1975/76 6.4 2.1 0.2 1.2 0.9 0.8 0.5
1976/77 7.7 2.2 0.3 1.2 1.3 0.8 0.8
1977/78 8.0 2.3 0.2 1.7 1.4 0.7 0.7
1978/79 8.2 2.8 0.2 24 1.6 0.5 0.5
1979/80 8.1 2.6 0.3 2.2 1.7 0.5 0.4
1980/81 8.9 3.0 0.3 2.4 2.0 0.7 0.5
1981/82 8.6 2.7 0.1 2.4 1.9 0.5 0.6
1982/83 8.4 2.3 0.1 2.1 2.1 0.5 0.7
1983/84 8.7 2.1 0.1 1.9 2.0 0.5 0.7
1984/85 8.8 24 0.1 2.0 1.9 0.5 0.7
1985/86 8.7 2.3 0.1 2.0 1.9 0.5 0.7
1986/87 9.8 2.5 0.1 2.1 1.9 0.5 0.7
1987/88 10.0 3.0 0.1 2.7 1.8 0.5 0.8
1988/89 9.1 2.7 0.1 2.5 1.6 0.5 1.0
1989/90 9.3 2.7 0.0 2.7 1.7 0.5 0.9
1990/91 9.2 2.6 0.1 2.4 1.7 0.5 0.6
1991/92 9.3 2.3 0.1 1.9 2.0 0.4 0.6
1992/93 9.2 24 0.1 1.9 2.1 0.5 0.7
1993/94 10.2 2.7 0.2 2.3 24 0.4 1.0
1994/95 11.7 3.3 0.2 2.8 2.9 0.4 1.3
1995/96 11.7 3.1 0.1 2.6 2.7 0.4 1.4
1996/97 11.3 3.1 0.1 2.6 2.6 0.4 1.5
1997/98 11.4 2.9 0.1 24 25 0.3 1.7
1998/99 11.3 2.9 0.1 2.3 2.7 0.3 1.9
1999/00 11.7 3.0 0.1 24 2.8 0.3 2.0
2000/01 11.1 2.8 0.1 2.4 2.8 0.1 2.1
2001/02 11.0 2.8 0.2 2.1 2.7 0.2 1.9
2002/03 11.4 2.9 0.2 2.1 2.7 0.3 1.7
2003/04 11.6 2.9 0.1 2.0 2.7 0.3 1.8
2004/05 11.9 2.7 0.1 2.1 3.2 0.3 1.8
2005/06 11.1 2.3 0.1 1.8 33 0.3 1.7
2006/07 12.1 2.3 0.1 1.9 3.6 0.3 2.2
2007/08 13.1 2.6 0.1 2.1 3.6 0.4 2.3

Source: Master Table Appendix I11

4.5. Share of Direct Tax

Nepalese tax revenue is mainly dependent on the indirect taxes such as tax on

international trade and sales tax/VAT on goods and services. But in the total revenue

the role of direct tax is also significant from the very beginning. The table 4.5 shows

the share of direct tax in tax revenue, total revenue and GDP respectively. In the
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beginning of the study period i.e. in FY 1974/75 the amount of direct tax was
Rs.184.5 million. Though its growth is not smooth in the early period, after FY
1991/92 the amount of the direct tax has grown significantly. In the FY 2007/08 it
reached to Rs.23006.5 million from Rs.1595.2 million in the FY 1991/92.

Share of direct tax to tax revenue is varying from year to year. In FY 1974/75, direct
tax had contributed 21.9 percent to the tax revenue but it declined slowly and reached
to 16.2 percent in FY 1991/92 except some increment in few years. But after the FY
1991/92, it grew to 27 percent in the FY 1999/00 and again it is declined. Now the

share of direct tax to tax revenueis 27.1 percent.

The share of direct tax to the total revenue is also declining. In few years of the
beginning it was encouraging but later it faded away. In FY 1974/75 the share of
direct tax to total revenue was 18.3 percent. It reached to minimum in the FY 1991/92
with 11.8 percent and again it began to increase with some fluctuation. Now in FY

2007/08 the share of direct tax to total revenueis 21.4 percent.

The share of direct tax to GDP is encouraging from the very beginning. In the FY
1974/75, direct tax was 1.1 percent of the total GDP. But after the FY 1996/97 share
of direct tax to GDP crossed the 2 percent and is now 3.2 percent of the GDP.
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Table4.5
Share of Direct Tax, 1974/75 to 2007/08 (in Rs million)

Fiscal Direct Tax as % Direct Tax as % Direct Tax as % of
Y ear Direct Tax of Tax Revenue of Total Revenue GDP

1974/75 184.5 219 18.3 11
1975/76 236.0 259 212 14
1976/77 295.7 26.9 224 17
1977/78 306.2 24.6 194 16
1978/79 2531 171 140 11
1979/80 253.8 16.6 135 11
1980/81 353.2 174 146 13
1981/82 379.9 17.2 14.2 12
1982/83 445.1 184 15.7 13
1983/84 541.8 19.8 159 14
1984/85 559.7 17.8 143 13
1985/86 661.8 18.1 14.2 12
1986/87 768.7 17.6 12.9 13
1987/88 1010.2 17.6 137 14
1988/89 13314 21.2 171 16
1989/90 1435.1 19.7 155 14
1990/91 1369.7 16.8 12.8 12
1991/92 1595.2 16.2 118 11
1992/93 2036.2 175 134 1.2
1993/94 2855.3 18.6 14.6 15
1994/95 3849.3 19.6 15.7 18
1995/96 4655.5 215 16.7 19
1996/97 5340.0 219 176 2.0
1997/98 6187.9 239 18.8 21
1998/99 7516.1 26.1 20.2 2.3
1999/00 8951.5 27.0 209 24
2000/01 10159.4 26.1 20.8 23
2001/02 10597.5 26.9 21.0 24
2002/03 10105.8 23.7 18.0 2.2
2003/04 11912.6 247 19.1 24
2004/05 12265.4 22.7 175 23
2005/06 13961.5 243 19.3 24
2006/07 18980.3 26.7 216 2.9
2007/08 23006.5 27.1 214 3.2

Sources: Master Table of Appendix Il and 111
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4.6 Composition of Direct Tax

In the Nepalese tax structure, the maor components of direct taxes keep on changing
from the beginning. But the major components of direct taxes are income tax, land tax
and house and land registration tax. Until the FY 1993/94 vehicle tax was considered

as adirect tax and from FY 1994/95 it has been classified under the indirect tax.

The table 4.6 shows the different heads of the direct tax and their share to the direct
tax. Since the income tax was introduced in the FY 1959/60, its share to the direct tax
is very low in the early days. In FY 1974/75 the amount of direct tax was only
Rs.184.5 million, in which the share of land revenue aone was Rs.126.9 million
which was 68.8 percent of the total direct tax. In the same year, the amount of income
tax was Rs.47 million which was 25.5 percent of the direct tax. After the lapses of
time the scenario changed, the amount of income tax increased tremendously. Its
share in direct tax has been increasing continuously and crossed 80 percent from the
FY 1998/99. In the FY 2007/08 the amount of income tax was Rs.19026.2 million
which was 82.7 percent of the direct tax.

The share of land revenue declined sharply from the early period. But the share of
house and land registration which was very low in the beginning, changed in the latter
days. In the early years of the 1990s the share of the house and land registration to
direct tax highly increased and reached to 35.8 percent in FY 1991/92 but declined
then after. It declined sharply again in the FY 2000/01 and then increased to 12.7
percent of the direct tax amounting Rs.2919.8 million.
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Table4.6
Composition of Direct Tax and Their Sharein Direct Tax, 1974/75 to
2007/08 (in Rs million)

Fiscal Direct Income Income Tax as Land Revenue L R& Reg. as Othersas
Y ear Tax Tax % of Direct Tax & Registration % of Direct Tax Others % of DT
197475 184.5 47.0 255 126.9 68.8 10.6 5.7
1975/76 236.0 87.2 36.9 1355 574 133 5.6
1976/77 295.7 1333 45.1 139.7 47.2 22.7 7.7
1977/78 306.2 136.8 447 1411 46.1 28.3 9.2
1978/79 2531 103.0 40.7 110.3 43.6 39.8 15.7
1979/80 253.8 101.2 39.9 121.2 47.7 314 124
1980/81 353.2 144.0 40.8 1785 50.5 30.7 8.7
1981/82 379.9 189.8 50.0 170.0 447 20.1 53
1982/83 445.1 240.2 54.0 1715 38.5 334 75
1983/84 541.8 290.9 53.7 2124 39.2 385 71
1984/85 559.7 307.3 54.9 218.6 39.1 338 6.0
1985/86 661.8 364.4 55.1 244.3 36.9 53.1 8.0
1986/87 768.7 437.5 56.9 284.0 36.9 47.2 6.1
1987/88 1010.2 579.0 57.3 366.9 36.3 64.3 6.4
1988/89 13314 861.2 64.7 401.0 30.1 69.2 5.2
1989/90 1435.1 919.0 64.0 451.7 315 64.4 45
1990/91 1369.7 7459 54.5 538.7 39.3 85.1 6.2
1991/92 1595.2 8554 53.6 636.1 39.9 103.7 6.5
1992/93 2036.2 1124.8 55.2 754.9 371 156.5 7.7
1993/94 2855.3 18245 63.9 833.2 29.2 197.6 6.9
1994/95 3849.3 28235 73.4 937.7 244 88.1 23
1995/96 4655.5 34314 73.7 1066.6 229 157.5 34
1996/97 5340.0 4123.3 77.2 10154 19.0 201.3 38
1997/98 6187.9 4898.1 79.2 1004.2 16.2 285.6 4.6
1998/99 7516.1 6170.0 82.1 1003.1 133 343.0 4.6
1999/00 8951.5 7420.6 82.9 10159 113 515.0 5.8
2000/01 10159.4 9114.0 89.7 612.9 6.0 4325 43
2001/02 10597.5 8903.7 84.0 1131.8 10.7 562.0 53
2002/03 10105.8 8131.9 80.5 1414.3 14.0 559.6 55
2003/04 11912.6 9514.5 79.9 1697.5 14.2 700.6 5.9
2004/05 12265.4 10466.2 85.3 1799.2 14.7 0.0 0.0
2005/06 13961.5 109335 78.3 2180.3 15.6 847.7 6.1
2006/07 18980.3 15731.8 82.9 22535 119 995.0 5.2
2007/08 23006.5 19026.2 82.7 2919.8 12.7 1060.5 4.6

Source: Master Table Appendix |1

The figure 4.3 shows the composition of direct tax from the FY 1974/75 to 2007/08.

In the beginning the space covered by the land revenue was significant but coming at
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the end of the study period it vanished. In the opposite, the space of income tax
increased rapidly from the beginning and reached maximum in the FY 2000/01. The
share of house and land registration in direct tax was on average during the study
period but from the FY 1979/80 to 1995/96 it covered some more space.

Figure4.3
Composition of Direct Tax (1974/75 to 2007/08)
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4.7 Share of Income Tax in the Total Revenue in Sdected

Countries

Modern income tax was first introduced by Britain as a temporary instrument to
generate revenue required for the war finance. Now the tax is major source of revenue
in the developed as well as developing countries. The relative importance of tax
revenue is shown by the adjoing table 4.7, only of some selected countries. Table 4.7
shows that the share of income tax to total tax revenue in Australia is highest which
65 percent of the total revenue were in 2006. Among the selected countries of the
world Nepal has the lowest share of income tax in the total revenue which was 11

percent in the year 2006.
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Table4.7
Shareof Income Tax in the Total Revenuein Selected
Countriesin 2006

Country |Taxes on Income, Profits, and Capital gains as % of Total
Revenue (2006)
USA 57
Australia 65
India 39
Pakistan 20
Sri Lanka 16
Switzerland 19
Nepal 11
Thailand 36
Maaysia 47
Peru 24

Source: World Development Indicators 2008, pg 242-244

In general, the bulk of the income tax revenue comes from the individua income tax
in developed countries while corporate tax provides the bulk of the income tax

revenue in the developing countries.
4.8. Share of Income Tax

Income tax was introduced in FY 1959/60 for the first time when it generated revenue
of Rs.203 thousands. In FY 1962/63, income tax revenue increased to Rs.2 millions.
Income tax was initially levied only on business income and saary. In the FY

1959/60 business tax provided about 80 percent of the total income tax revenue.

Income tax was fourth largest source of revenue in the FY 1974/75 when it generated
a sum of Rs.47 million. In FY 1977/78 the components of income tax was revised.
According to which the major components were corporate income tax, income tax
from individuals and from remunerations. The corporate income tax included income

tax from public enterprises, semi-public enterprises and private corporate bodies.
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Then the amount of income tax grew rapidly and reached to Rs.1824.5 million in the
FY 1993/94 which was 63.9 percent of the direct tax, 11.9 percent of tax revenue and
1 percent of the GDP.

In the fiscal year 1994/95 the components of the income tax were again revised. They
were corporate income tax, individual income tax, tax on house and land rent and the
interest tax. Corporate income tax included government corporate, public limited
corporate and private limited corporate where as individual income tax included the
tax on the income from remuneration and business, industry and occupation. So that
the amount of income tax increased to Rs.2823.5 million in FY 1994/95 form
Rs.1824.5 million of previous year which was 73.4 percent of the direct tax, 14.4

percent of total tax revenue and 1.3 percent of the GDP.

Again in the FY 2002/03 the bases of income tax were revised. They are corporate
income tax, tax on remuneration, income tax on investment, tax on windfall gain and
others. The corporate income tax includes government corporate, public limited
corporate, private limited corporate, persona or sole trading and other institutions.
Similarly, the components of the income tax on investment are tax on lease or rent,
interests, capital gains, dividends and other income from investment. In the FY
2007/08 the amount of income tax was Rs.19026.2 million which was 82.7 percent of
the direct tax, 22.4 percent of the tax revenue, 17.7 percent of the total revenue and
2.3 percent of the GDP.
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Table4.8
Shareof Income Tax as Per centage of Different Heads

(1974/75 to 2007/08)
*Rs In Million

Fiscal Income ITas% of DT IT as % of Tax ITas% IT as % of

Y ear Tax(1T)* Revenue of Total Revenue GDP

1974/75 47.0 25.5 5.6 4.7 0.3
1975/76 87.2 36.9 9.6 7.8 0.5
1976/77 133.3 45.1 12.1 10.1 0.8
1977/78 136.8 447 11.0 8.6 0.7
1978/79 103.0 40.7 7.0 5.7 0.5
1979/80 101.2 39.9 6.6 5.4 0.4
1980/81 144.0 40.8 7.1 6.0 0.5
1981/82 189.8 50.0 8.6 7.1 0.6
1982/83 240.2 54.0 9.9 8.5 0.7
1983/84 290.9 53.7 10.6 8.5 0.7
1984/85 307.3 54.9 9.8 7.8 0.7
1985/86 364.4 55.1 10.0 7.8 0.7
1986/87 4375 56.9 10.0 7.3 0.7
1987/88 579.0 57.3 10.1 7.9 0.8
1988/89 861.2 64.7 13.7 11.1 1.0
1989/90 919.0 64.0 12.6 9.9 0.9
1990/91 745.9 54.5 9.1 7.0 0.6
1991/92 855.4 53.6 8.7 6.3 0.6
1992/93 1124.8 55.2 9.6 7.4 0.7
1993/94 1824.5 63.9 11.9 9.3 1.0
1994/95 28235 73.4 14.4 115 1.3
1995/96 3431.4 73.7 15.8 12.3 14
1996/97 4123.3 77.2 16.9 13.6 15
1997/98 4898.1 79.2 18.9 14.9 17
1998/99 6170.0 82.1 215 16.6 1.9
1999/00 7420.6 82.9 22.4 17.3 2.0
2000/01 9114.0 89.7 235 18.6 2.1
2001/02 8903.7 84.0 22.6 17.7 1.9
2002/03 8131.9 80.5 19.1 145 17
2003/04 9514.5 79.9 19.8 15.3 1.8
2004/05 10466.2 85.3 19.3 14.9 1.8
2005/06 10933.5 78.3 19.0 15.1 17
2006/07 15731.8 82.9 22.1 17.9 2.2
2007/08 19026.2 82.7 22.4 17.7 2.3

Source: Master Table Appendix-I

If we see the increasing trend of Income tax, it is most likely to surpass the custom
duties in future and will be the second largest source of revenue whereas the VAT
will be the first largest source. The share of income tax to direct tax was much lower
in the early years of the study period. Income tax contributed only 25.5 percent of the
direct tax in the FY 1974/75. Then after, it has been increasing continuously and
rapidly. As a result, its share to direct tax has not decreased from 50 percent after
1980. In FY 2000/01 the share of income tax to direct tax was 89.7 percent while in
FY 2001/02 it was 84 percent. This decrease in the share of income tax for the period
from FY 2002/03 is due to the application of VDIS program in 2001. It had caused
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sharp increased in the income tax in 2001 and not in that extent after withdrawal of
the VDIS in 2002. Also the land tax and house rent tax has been excluded recently
from income tax. In the FY 2007/08 the share of income tax to direct tax has reached
only 82.7 percent.

Recently, the income tax has been divided into corporate income tax remuneration
tax, income tax on investments, and tax on windfall gains. Thus, the income tax is one
of the prime sources of direct tax in Nepal. But the share of income tax to total tax
revenue is still lower than the developed countries. The more the revenue generated
from income tax, the more progressive and equitable the tax system will be.

Figure4.4
A Line Graph of Income Tax as a Per centage of GDP
(1974/75 to 2007/08)
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Source: Master Table Appendix I11

In the figure 4.4, the share of income tax to GDP is shown. Initially the share of
income tax to GDP is increasing slowly from the 1974/75. In the FY 1976/77 it
reached at high and started to decline to minimum in the FY 1979/80. Again it
showed some prosperity and reached to maximum in the FY 1988/89 contributing 1
percent of GDP. From the FY 1992/93, there was sharp rise in the history of income
tax and reached to maximum in the FY 2000/01 contributing 2.1 percent of the GDP.
However, the income tax GDP ratio suddenly came down to 1.7 percent in the FY
2002/03 reflecting the adverse effect of insurgency to the economy despite the
vigorous attempts of broadening the tax base and reducing the tax rate in recent years.
But after the year 2006/07 it has maintained alevel of 2 percent share in the GDP.
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4.9. Composition of Income Tax

Until the FY 1993/94, income tax was divided in to corporate income tax, individual
income tax and tax on remuneration. But, from the FY 1994/95 income tax revenue
was divided into main four groups’ viz., individual income tax, corporate income tax,
interest tax and house and land rent tax. Of these taxes, corporate tax was collected
from government corporations, public and private limited companies and partnership
firms. Individual income tax was collected from individuals and proprietorship firms.
Interest tax was collected from banks or finance companies that pay interest on all
types of deposits and the house rent tax was levied on income obtained from the
renting out the house and land in urban areas. Again from the FY 2002/03 it was
revised and now the components of income tax are: corporate tax, tax on
remuneration, tax on investment, tax windfall gain and others. The corporate income
tax includes tax revenue from Government Corporation, Public Limited Corporation,
Private Limited Corporation, personal or sole trading and other institutions. Similarly,
the income tax on investment includes tax on lease or rent, interests, capital gains,
dividends and other income. In the table 4.9 composition of income tax is shown from
the FY 1974/75 to 2007/08. Initialy, the income taxes was given in gross amount but
later on from the FY 1977/78 the category of the different heads under income tax
were made. The bases of the income tax were revised twice then, in FY 1994/95 and
FY 2002/03. This shows that government is trying to widen the tax base to increase

the internal resource mobilization.
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Table4.9

Composition of Income Tax

(1974/75 to 2007/08)
Figuresare Rs. In Million
Fiscal Sour ces of Income Tax
Year | Public Semi- Private Corporate Individuals Remuneration
Enterprises public Bodies
enterprise
1974/75 | 470
1975/76 | 872
1976/77 | 1333
1977/78 34.6 6.7 5.9 85 4.6
1978/79 27.0 5.2 0.9 61.4 8.5
1979/80 28.1 7.6 2.2 55.7 7.6
1980/81 41.0 0.8 1.0 91.4 9.8
1981/82 37.4 0.3 0.2 143.7 8.1
1982/83 53.4 15 0.3 173.9 11
1983/84 63.7 2.2 0.8 2125 1.7
1984/85 93.1 1.4 0.5 196 16.3
1985/86 110.8 1.8 2.0 2345 15.3
1986/87 120.9 1.2 0.2 284.3 309
1987/88 193.2 1.9 1.9 348.6 334
1988/89 216.9 2.6 0.4 597.4 438
1989/90 240.9 2.4 0 625 50.7
1990/91 162.2 2.7 0 531.2 499
1991/92 1711 5.3 6.5 617.9 54.7
1992/93 255.3 2.6 9.5 800.7 56.7
1993/94 534.1 2.1 19.7 1184.8 83.8
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Govt. Public Ltd. Private Ltd. Companies Land & Interest Tax
Corporate Companies Individual House
Rent
Remuneration Business/I ndustry
& Occupation
1994/95 860.2 440.1 465.5 1184 754.8 72.8 111.6
1995/96 1144.5 563.9 564.2 1331 799.8 106 119.8
1996/97 1231.1 858.4 603.8 168.1 967.5 140.1 1544
1997/98 1317.8 925.1 693.8 322.2 1239.8 187.1 212.1
1998/99 1526.5 1155 780.7 396.5 1787.8 204.2 319.5
1999/00 2198.8 1339.5 900.1 451.5 1865.1 251.2 414.5
2000/01 2928.0 1924.3 1134.2 597.3 1804.8 261.4 463.9
2001/02 1769.3 1412.0 11739 835.6 28974 384.2 467.7
Corporate Tax Remuneration I nvestment Windfall Others
Gain
A B C D E
2002/03 1251.0 1236.3 | 1166.3 1799.6 96.6 1252.6 1321.8 2.3 54
2003/04 2056.6 1531.3 | 1250.8 1870.5 107.6 1391.2 1292.2 54 8.8
2004/05 1332.4 2467.8 | 1531.3 1885.7 127.8 1675.9 1424.8 6.8 13.8
2005/06 195.8 3405.6 | 1703.0 1958.8 3134 1771.1 1546.6 8.8 305
2006/07 1019.7 57171 2307.0 2306.6 255.2 2008.0 2080.0 11.7 26.6
2007/08 204.5 71855 | 3139.1 2429.8 290.5 2430.2 3260.1 19.1 67.5

Source: Budget Speech and Economic Surveys of various years, MOF, GoN

Note: 1) A- Govt. Corporation, B-Public Ltd. Corporation, C-Private Ltd. Corporation, D-Persona or Sole Trading, E-Other
Institutions.
2) Tax on Investment includes tax on lease or rent, interest, capital gains, dividends and other income from investment.
The table 4.9 shows that the share of different heads of income tax in the total amount of income tax from FY 1990/91
to 2007/08. In which the share of corporate tax is very high then individual tax comesin the second.
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Table4.10

Share of Different Headsto I ncome Tax

(1990/91 to 2007/08)
Fiscal % of Individua | % of
Y ear It It Corporatetax | %of It | Tax It Remuneration % of It
1990/91 7459 | 100 164.9 221 531.2 71.2 49.9 6.7
1991/92 8554 | 100 182.9 214 617.9 72.2 54.7 6.4
1992/93 11248 | 100 267.4 238 800.7 71.2 56.7 5.0
1993/94 18245 | 100 555.9 30.5 1184.8 64.9 83.8 46
%

% of % of Individua | % of % of of
Fiscal Year | It It Corporate Tax | It Tax It H& L Rent Tax | It Interest Tax | It
1994/95 28235 | 100 1765.8 62.5 873.2 30.9 72.8 2.6 1116 4
1995/96 34314 | 100 2272.6 66.2 932.9 27.2 106 31 119.8 3
1996/97 41233 | 100 2693.3 65.3 1135.6 275 140.1 34 154.4 3
1997/98 4898.1 | 100 2936.7 60.0 1562.0 319 187.1 3.8 2121 4
1998/99 6170.0 | 100 3462.2 56.1 2184.3 354 204.2 33 319.5 5
1999/00 74206 | 100 4438.4 59.8 2316.6 31.2 251.2 34 4145 5
2000/01 9114.0 | 100 5986.5 65.7 2402.1 26.4 2614 29 463.9 5
2001/02 8903.7 | 100 4355.2 489 3732.6 419 348.2 3.9 467.7 5

% Corp % % % %

of orate of Remun of Inve of WF | of
Fiscal Year | It It Tax It eration It stment | It Gain | It Others % of
2002/03 81319 | 100 5549.8 68.2 12526 | 154 | 1321.8 16.3 23100 54 0
2003/04 95145 | 100 6816.8 71.6 1391.2 | 14.6 | 1292.2 136 | 54|01 8.8 0
2004/05 10466.2 | 100 7345.0 70.2 1675.9 | 16.0 | 1424.8 136 | 68|01 138 0
2005/06 109335 | 100 7576.5 69.3 17710 | 16.2 | 1546.6 141 88|01 30.5 0
2006/07 15731.8 | 100 11605.6 73.8 2008.0 | 12.8 | 2080.0 132 | 117 | 01 26.6 0
2007/08 19026.2 | 100 13249.3 69.6 2430.2 | 12.8 | 3260.1 171 | 191 | 01 67.5 0

Source: Budget Speech of Various Y ears, MOF

The figure 4.5 shows the composition of income tax at present in the FY 2007/08. The

corporate tax has covered 69.6 percent of the total income tax and tax on investment

comes to the second.
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Figure4.5
Pie Chart Showing Composition of Income Tax (FY 2007/08)
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Source: Table 4.10
4.10. Income Tax Exemptions Limit

Exemptions limit is an important variable while managing the income tax. The
purpose of keeping exemptions limit is to exclude the poor from income taxation, to
reduce administrative problems etc. For every year, Finance Act prescribes the
exemptions limit for individuals, families, couples and corporations. But exemptions
limit was not allowed to corporate tax payers’ from the FY 1965/66, non-resident
taxpayers from the FY 1974/75 and partnership from the FY 1975/76. The

exemptions limit indifferent years are shown in the table 4.11.
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Table4.11
Income Tax Exemptions Limit

(1974/75 to 2007/08)
Figures are in Rupees

Fiscal Year Individual Couple Family

1974/75 4,500 6,000 6,000

1975/76 5,500 6,500 7,500

1976/77 to 1978/79 6,500 7,500 8,500
1979/80 to 1980/81 7,500 10,000 10,000
1981/82 to 1982/83 10,000 15,000 15,000
1983/84 to 1989/90 15,000 20,000 20,000
1990/91 20,000 30,000 30,000
1991/92 to 1996/97 25,000 35,000 35,000
1997/98 30,000 40,000 40,000
1998/99 40,000 50,000 50,000
1999/00 50,000 60,000 60,000
2000/01 to 2001/02 55,000 75,000 75,000
2002/03 65,000 85,000 85,000
2003/04 to 2004/05 80,000 100,000 100,000
2005/06-2006/07 100,000 125,000 125,000
2007/08- 115,000 140,000 140,000

Source: 1. Finance Act of various years, Ministry of Finance, GON.

2. Budget Speech of various years, MOF, GON
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Figure4.6
Income Tax Exemptions Limit (1974/75 to 2007/08)
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Individual m Couple B Family Fiscal Year

Source; Table4.11

411. Income Tax Rates

Rate structure of income tax has been changing continuously since its introduction. In
FY 1959/60, net income was divided into 11 brackets. When income over Rs.7000 a
year was subject to graduated rates ranging from 5 percent to 25 percent. For the
personal income, the slabs have varied form a minimum of two to maximum of eight
from the FY 1982/83 to 2002/2003. From the FY 2002/03, the income tax was
divided in to two slabs. The rates have varied from 15 to 25 percent. For partnership
firms, corporations and non-resident, the income tax rate was same as the rate of
personal income from 1984/85 to 1993/94 but exemption limit is not allowed for
them. After FY 1994/95, they were taxed at flat rate. The tax rate was reduced form
35 percent in FY 1995/96 to 30 percent for bank, finance companies and financia

forms and 25 percent for others (including partnership firms) in FY 1999/00.

Under the new Income Tax Act 2002, individual income tax is levied with two rates
of 15 percent and 25 percent. For individuals, who have Rs.120, 000 incomes or Rs.1,

200,000 turnovers form any kind of business in metropolitan or sub metropolitan
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cities, municipalities and other area in Nepal are subject to pay Rs.2000, Rs.2000,
Rs.1500 and Rs.1000 as annual flat rates, respectively.

Under the new income tax act, the corporate income tax is levied with single rate of

25 percent. For bank and financial institutions the rate is 30 percent of taxable

income. Industrial enterprises are subject to a maximum rate of 20 percent. Table 4.12

shows the income tax rate for personal income in Nepal in various years.

Table4.12
Rate of Personal Income Tax in Nepal
(1975/76 to 2007/08)
Fiscal Year Slabs (Over and above the exemption limit)
1975/76 5000(7%) 5000(10%)  10000(20%)  10000(30%) 10000(40%)
50000(55%) Balance (60%o)
1976/77 to 1977/78 10000(5%b) 10000(10%) 10000(20%) 10000(30%) 10000(40%)
50000(45%) Balance (51%)
1978/79 5000(5%) 5000(10%) 10000(15%) 20000(25%) 50000(35%)
100000(45%) Balance (51%)
1979/80 to 1981/82 5000(5%) 5000(10%0) 10000(15%) 20000(20%) 20000(30%)
30000(40%) Balance (50%)
1982/83 to 1988/89 5000(10%) 5000(15%) 10000(20%) 15000(25%) 15000(30%)
30000(40%)  20000(50%) Balance (55%)
1989/90 to 1990/91 10000(15%) 15000(25%) 20000(35%) 20000(40%) 30000(45%)
Balance (50%0)
1991/92 10000(10%) 20000(20%) 20000(30%0) 20000(40%) Balance (50%)
1992/93 to 2001/02 25000(15%) 40000(25%) Balance (40%)
2002/03 to 2007/08 75000(15%) Balance (25%)

Source: Budget Speech of various years, MOF, GoN.

4.12. Calculation of Net Income Tax Series

Actua revenue data reflect both normal growth and discretionary changes. Thus to

construct a hypothetical net revenue series from gross revenue we have to eliminate

the discretionary changes from the tax receipt series.
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Since, the budget documents do not provide actual revenue derived from discretionary
changes separately; budgetary estimates have been used to compute such series. The
revenue series derived on this basis by using Sahota method is shown in the table
4.13. Since the study period is further divided into two periods, the net income tax
series for period | is taken from the same table, table 4.13 and for period Il from FY
1990/91 to 2007/08 is shown in the table 4.14.
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Table4.13
Trendsof Net Income Tax Series

(1974/75 to 2007/08)
Rs. In million

Fiscal Estimated Discretionary DC as % of ATt as % of Adjusted
Y ear Income Tax Changes Est. It Actual It It RTt It
1974/75 55.0 20.0 36.4 47.0 85.5 17.1 47.0
1975/76 71.2 13.7 19.2 87.2 122.5 16.8 70.4
1976/77 125.0 20.0 16.0 133.3 106.6 21.3 90.4
1977/78 140.2 -25 -1.8 136.8 97.6 -24 945
1978/79 175.0 5.0 29 103.0 58.9 29 69.1
1979/80 205.5 -4.5 -2.2 101.2 49.2 -2.2 69.4
1980/81 206.0 15.0 7.3 144.0 69.9 10.5 91.5
1981/82 196.9 305 155 189.8 96.4 29.4 101.9
1982/83 3215 60.0 18.7 240.2 747 44.8 104.9
1983/84 316.5 33.0 104 290.9 91.9 30.3 113.8
1984/85 380.0 72.0 18.9 307.3 80.9 58.2 97.5
1985/86 450.3 0.3 0.1 364.4 80.9 0.2 1155
1986/87 4475 435 9.7 4375 97.8 425 125.2
1987/88 546.0 0.0 0.0 579.0 106.0 0.0 165.7
1988/89 1027.7 400.0 38.9 861.2 83.8 335.2 150.5
1989/90 920.0 25.0 27 919.0 99.9 25.0 156.2
1990/91 938.5 71.0 7.6 745.9 79.5 56.4 117.2
1991/92 905.0 0.0 0.0 855.4 945 0.0 134.4
1992/93 810.0 10.0 12 1124.8 138.9 13.9 174.6
1993/94 1413.7 265.0 18.7 1824.5 129.1 342.0 230.1
1994/95 2924.7 150.0 51 28235 96.5 144.8 337.8
1995/96 4000.0 490.0 12.3 34314 85.8 420.3 360.3
1996/97 4595.0 305.0 6.6 41233 89.7 2737 404.2
1997/98 4750.0 380.0 8.0 4898.1 103.1 391.8 4417
1998/99 5780.0 1500.0 26.0 6170.0 106.7 1601.2 4120
1999/00 7369.2 302.5 4.1 7420.6 100.7 304.6 475.2
2000/01 9982.5 974.6 9.8 9114.0 91.3 889.8 526.7
2001/02 11140.0 340.0 31 8903.7 79.9 271.7 498.8
2002/03 9862.5 510.0 5.2 8131.9 825 4205 4320
2003/04 8697.5 550.0 6.3 9514.5 109.4 601.7 4735
2004/05 10500.0 1408.1 134 10466.2 99.7 1403.6 451.0
2005/06 10953.1 846.9 77 10933.5 100.4 850.5 4345
2006/07. 11728.8 935.2 8.0 15731.8 134.1 1254.4 575.3
2007/08. 15529.7 1339.5 8.6 19026.2 1225 1641.1 635.8

Source: Budget Speeches of Various Issues, MoF.

Note: i) For calculating Adjusted Income Tax, Sahota method is used.

ii) It denotes the income tax, D.C. denotes the discretionary changes, AT

denotes the actual income tax and RT; denotes the actual discretionary

changes.
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Figure4.7
Trend of Actual and Net ncome Tax

(1974/75 to 2007/08)
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Table4.14
Trends of Net Income Tax Seriesfor
Period 11 (1990/91 to 2007/08)
Rs. In Million
Fiscal Estimated Discretionary | DC as % of
Year Income Tax Changes Est. It Actual It ATt as % of It RTt Adjusted It
1990/91 938.5 71.0 7.6 745.9 79.5 56.4 745.9
1991/92 905.0 0.0 0.0 855.4 94.5 0.0 855.4
1992/93 810.0 10.0 1.2 1124.8 138.9 13.9 1110.9
1993/94 1413.7 265.0 18.7 1824.5 129.1 342.0 1464.2
1994/95 2924.7 150.0 5.1 2823.5 96.5 144.8 2149.7
1995/96 4000.0 490.0 12.3 3431.4 85.8 420.3 2292.5
1996/97 4595.0 305.0 6.6 4123.3 89.7 273.7 2571.9
1997/98 4750.0 380.0 8.0 4898.1 103.1 391.8 2810.8
1998/99 5780.0 1500.0 26.0 6170.0 106.7 1601.2 2621.8
1999/00 7369.2 302.5 4.1 7420.6 100.7 304.6 3023.8
2000/01 9982.5 974.6 9.8 9114.0 91.3 889.8 3351.2
2001/02 11140.0 340.0 3.1 8903.7 79.9 271.7 3174.0
2002/03 9862.5 510.0 5.2 8131.9 82.5 420.5 2748.9
2003/04 8697.5 550.0 6.3 9514.5 109.4 601.7 3012.9
2004/05 10500.0 1408.1 134 10466.2 99.7 1403.6 2869.8
2005/06 10953.1 846.9 7.7 10933.5 100.4 850.5 2764.8
2006/07 11728.8 935.2 8.0 15731.8 134.1 1254.4 3660.9
2007/08 15529.7 1339.5 8.6 19026.2 122.5 1641.1 4045.6

Source: Budget Speeches of Various Issues, MoF.
Note: i) For calculating Adjusted Income Tax, Sahota method is used.
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ii) I; denotes the income tax, D.C. denotes the discretionary changes, AT
denotes the actual income tax and RT; denotes the actual discretionary

changes.

4.13. Calculation of Elasticity and Buoyancy

Elasticity and buoyancy of income tax is calculated here including the data from the
FY 1974/75 to 2007/08. Further, it is divided into two periods; from FY 1974/75 to
1989/90 period | and from FY 1990/91 to 2007/08 period II. The year 1990 is taken
here as the break even point to compare the productivity of income tax before and
after the liberalization of the Nepal ese economy since Nepal adopted the liberalization
policy after the restoration of democracy in 1990. After this a lots of changes were

gone through in the economic polices.

Also, the elasticity and buoyancy of income tax is calculated with respect to non-
agriculture GDP as proxy base from the fiscal year 1974/75 to 2007/08. Similarly, it

has also been divided into two periods for comparison.

To calculate elasticity and buoyancy of income tax revenue, the relevant variables are

given below:
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Table4.15
Total GDP, Non-agriculture GDP, Total Income Tax and
Adjustment Income Tax Series (1974/75 to 2007/08)

Rs. In Million

Fiscal Non-agriculture Adjusted Income
Year Total GDP(Y) GDP(Y1) Actual Income Tax (T) Tax(Ta)

1974/75 16571.0 5021.0 47.0 47.0
1975/76 17394.0 5783.0 87.2 70.4
1976/77 17280.0 6774.0 133.3 90.4
1977/78 19732.0 7980.0 136.8 94.5
1978/79 22215.0 8693.0 103.0 69.1
1979/80 23351.0 9668.0 101.2 69.4
1980/81 27307.0 11628.0 144.0 91.5
1981/82 30988.0 13085.0 189.8 101.9
1982/83 33761.0 14479.0 240.2 104.9
1983/84 39390.0 16619.0 290.9 113.8
1984/85 44441.0 21680.0 307.3 97.5
1985/86 53215.0 26079.0 364.4 115.5
1986/87 61140.0 30517.0 437.5 125.2
1987/88 73170.0 36415.0 579.0 165.7
1988/89 85831.0 43259.0 861.2 150.5
1989/90 99702.0 49232.0 919.0 156.2
1990/91 116127.0 60759.0 745.9 117.2
1991/92 144933.0 79777.0 855.4 134.4
1992/93 165350.0 95260.0 1124.8 174.6
1993/94 191596.0 111007.0 1824.5 230.1
1994/95 209974.0 124407.0 2823.5 337.8
1995/96 239388.0 142492.0 3431.4 360.3
1996/97 269570.0 160785.0 4123.3 404.2
1997/98 289798.0 177303.0 4898.1 441.7
1998/99 330018.0 197645.0 6170.0 412.0
1999/00 366251.0 221120.0 7420.6 475.2
2000/01 441519.0 287738.0 9114.0 526.7
2001/02 459443.0 295518.0 8903.7 498.8
2002/03 492231.0 321597.0 8131.9 432.0
2003/04 536749.0 353128.0 9514.5 473.5
2004/05 589412.0 392726.0 10466.2 451.0
2005/06 654055.0 445464.0 10933.5 434.5
2006/07 727089.0 503554.0 15731.8 575.3
2007/08 820814.0 566361.0 19026.2 635.8

Source: i) For GDP Master Table Appendix 11
ii) For total income tax revenue and adjusted income tax revenue series,

Table No. 4.13

The adjusted data for calculating elasticity for period | is taken from the same table,

table 4.13 and for second period is given in table 4.14.
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Adjustment Income Tax Seriesfor

Table4.16
Total GDP, Non-agriculture GDP, Total Income Tax and

Period I1 (1990/91 to 2007/08)

Rs. In Million
Total GDP(Y) Total GDP(Y1) Actual Income Adjusted Income
Fiscal Year (at current price) (at current price) Tax (T) Tax(Ta)
1990/91 116127.0 60759.0 745.9 745.9
1991/92 144933.0 79777.0 855.4 855.4
1992/93 165350.0 95260.0 1124.8 1110.9
1993/94 191596.0 111007.0 1824.5 1464.2
1994/95 209974.0 124407.0 2823.5 2149.7
1995/96 239388.0 142492.0 3431.4 22925
1996/97 269570.0 160785.0 4123.3 2571.9
1997/98 289798.0 177303.0 4898.1 2810.8
1998/99 330018.0 197645.0 6170.0 2621.8
1999/00 366251.0 221120.0 7420.6 3023.8
2000/01 441519.0 287738.0 9114.0 3351.2
2001/02 459443.0 295518.0 8903.7 3174
2002/03 492231.0 321597.0 8131.9 2748.9
2003/04 536749.0 353128.0 9514.5 3012.9
2004/05 589412.0 392726.0 10466.2 2869.8
2005/06 654055.0 445464.0 10933.5 2764.8
2006/07 727089.0 503554.0 15731.8 3660.9
2007/08 820814.0 566361.0 19026.2 4045.6
Source: i) For GDP Master Table Appendix 11
ii) For total income tax revenue and adjusted income tax revenue series,
Table No. 4.14
Table4.17
Elasticity and Buoyancy of Nepalese Income Tax
(1974/75 to 2007/08)
Statistics — | Estimated | Estimated | R _ R® R’ F-Statistics | D-W
IncomeTax | Loga Biand B (Corr_el_atlon (Coeff|c_|ent_ of (Adjusted Statistics
Coefficient) | Determination) R?)
Buoyancy -4.02 1.40 0.99 0.98 0.98 1814.39 0.72
(-24.06) (42.596)
Elasticity -0.66 0.58 0.96 0.93 0.93 406.63 0.67
(-4.48) (20.17)
Difference 0.82

Note: This calculation is based on the data of Table 4.15

Valuesin the parenthesis are t-value of the parameter and significant at 1% level

F-values are significant at 1% level
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The table 4.17 shows that the elasticity and buoyancy for total period FY 1974/75 to
2007/08 found 0.58 and 1.40 respectively. The value coefficient of determination is

very high, showing goodness of fit.

Table4.18
Elasticity and Buoyancy of Nepalese Income Tax for Period |

(1974/75 to 1989/90)
R R?

Statistics —» | Estimated | Estimated ? F- D-wW
IncomeTax | Loga Biand B (Correlation | (Coefficient of (Adjusted Statistics | Statistics
Coefficient) | Deter mination) RZ)J
Buoyancy -2.16 1.08
(-7.21) (15.21) 0.97 0.95 0.94 23141 0.96
Elasticity 0.49 0.36
(2.31)* (7.33) 0.897 0.81 0.79 53.68 1.63
Difference 0.72
Note: This calculation is based on the data of Table 4.15
Values in the parenthesis are t-value of the parameter and significant at 1% level
F-values are significant at 1% level
* means not significant at 1% level
The table 4.18 shows that the elasticity and buoyancy for period | FY 1974/75 to
1989/90 found 0.36 and 1.08 respectively. The value coefficient of determination is
very high, showing goodness of fit.
Table4.19
Elasticity and Buoyancy of Nepalese Income Tax for Period |1
(1990/91 to 2007/08)
Statistics - | Estimated | Estimated | R R* R? F- D-W
IncomeTax | Loga Biand B (Correlation | (Coefficient of . Statistics | Statistics
S S (Adjusted
Coefficient) | Determination) R?)
-5.38 1.64
Buoyancy (-10.63) (17.93) 0.98 0.95 0.95 321.38 0.41
- -0.77 0.75
Elasticity (-1.43)* (7.66) 0.89 0.79 0.77 58.73 0.35
Difference 0.89

Note: This calculation is based on the data of Table 4.16

Valuesin the parenthesis are t-value of the parameter and significant at 1% level.

F-values are significant at 1% level

* means not significant at 1% level
The table 4.19 shows that the elasticity and buoyancy for total period Il FY 1990/91
to 2007/08 found 0.75 and 1.64 respectively. The value coefficient of determination is

very high, showing goodness of fit.
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The responsiveness of any tax system directly relies of the economic structure or

bases of that particular country. In this context, base elasticity is highly useful. Here

base elasticity and base buoyancy of income tax is calculated taking non-agriculture

GDP as the proxy base since the income from the agricultural income is out of tax net.

Table 4.20
Base Elasticity and Base Buoyancy of Nepalese | ncome Tax
(1974/75 to 2007/08)
R R®

Statistics —» | Estimated | Estimated ? F- D-W
IncomeTax | Loga Biand (Correlation | (Coefficient of (Adjusted Statistics | Statistics
Coefficient) | Determination) R?)

-2.67 1.20

Buoyancy 0.99 0.98 0.98 1797.38 0.63
(-19.6) (42.40)

o 0.0097 0.5

Elasticity 0.96 0.93 0.93 408.11 0.65
(-0.81)* (20.2)

Difference 0.7

Note: This calculation is based on the data of Table 4.16

Valuesin the parenthesis are t-value of the parameter and significant at 1% level

F-values are significant at 1% level

* means not significant at 1% level

The table 4.20 shows that the base elasticity and base buoyancy for total period FY
1974/75 to 2007/08 found 0.50 and 1.20 respectively. The value coefficient of
determination is very high, showing goodness of fit.

Table4.21

Base Elasticity and Base Buoyancy of Nepalese Income Tax for

Period | (1974/75 to 1989/90)
Statistics — | Estimated | Estimated | R R R? F- D-W
IncomeTax | Loga Biand B (Correlation (Coefficient of (Adjusted Statistics | Statistics
Coefficient) Deter mination) RZ)J
-2.40 114
Buoyancy (-8.07) (16.02) 0.97 0.95 0.95 256.49 112
- 0.26 0.41
Elasticity (1.18) (7.72)* 0.90 0.81 0.80 59.61 1.46
Difference 0.73

Note: This calculation is based on the data of Table 4.15

Valuesin the parenthesis are t-value of the parameter and significant at 1% level

F-values are significant at 1% level

* means not significant at 1% level
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The table 4.21 shows that the elasticity and buoyancy for period | FY 1974/75 to
1989/90 found 0.41 and 1.14 respectively. The value coefficient of determination is

very high, showing goodness of fit.

Period I1 (1990/91 to 2007/08)

Table4.22

Base Elasticity and Base Buoyancy of Nepalese Income Tax for

Statistics — | Estimated | Estimated | R R® R? F- D-W
IncomeTax | Loga Biand B (Correlation | (Coefficient of : Statistics | Statistics
g - (Adjusted
Coefficient) | Deter mination) R?)
-3.99 144
Buoyancy (-0.01) (17.36) 0.97 0.95 0.95 301.22 0.43
- -0.15 0.66
Elasticity (-0.32)* (7.66) 0.89 0.79 0.77 58.70 0.34
Difference 0.78

Note: Thiscalculation is based on the data of Table 4.16

Valuesin the parenthesis are t-value of the parameter and significant at 1% level

F-values are significant at 1% level

very high, showing goodness of fit.

4.14. Interpretation

* means not significant at 1% level.
The table 4.22 shows that the elasticity and buoyancy for period 11 FY 1990/91 to
2007/08 found 0.66 and 1.44 respectively. The value coefficient of determination is

The calculation of elasticity and buoyancy of income tax with respect to GDP as well

as base elasticity and base buoyancy of income tax with respect to proxy base (non-
agriculture GDP) is given above. It consists the period of FY 1974/75 to 2007/08. For
making the analysis more effectiveness, this period is further divided in to two parts.
The time period from FY 1974/75 to 1989/90 is the Period | and from FY 1990/91 to
2007/08 is the Period I1. The year 1990 is taken as the break even point since Nepal
adapted the policy of open economy or followed the process of liberalization after the

restoration of democracy in 1990. The comparative study of two periods gives the

effectivenessin tax collection especialy, in the sector of income tax.

The elasticity of income tax 0.58 is extremely low in comparison with buoyancy 1.40
in the period 1974/75 to 2007/08, which is shown in the Table 4.17. Thus, the income
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tax is less responsive to change in GDP. The buoyancy of income tax with respect to
GDP is 1.40, which means that one percent change in GDP cause 1.40 percent change
in income tax yield. This indicates that the government has concentrated more on
introducing various discretionary measures rather than broadening the income tax
base. Such an income tax structure is not conductive to support growing development
activities because it needs frequent changes in the tax rates through legisative
procedures. It creates the complication of mobilizing additional revenue. It also adds
uncertainty to the existing environment. Exemption of agriculture income from
income tax net, continuous decreasing tax rates and more or less constant tax base,
low vauation of imported goods, which further lowers the income tax, complication
in identifying the income from service sectors etc. are the main reasons of low income
elasticity in Nepalese tax system. The inelastic nature of income tax indicates that is
still potentiality of raising the income tax through widening tax base, certain

administration reforms and may be raising tax rates.

The éasticity of income tax is 0.36 and 0.75 of the study period | and Il respectively.
This shows the income tax is inelastic or income tax revenue is less responsive to the
GDP. But the income tax revenue is more responsive in period Il in comparison to
period I. The buoyancy is 1.08 and 1.64 of the study period | and |1 respectively. This
shows the income tax is highly buoyant.

The difference between buoyancy and elasticity coefficients is utilized to know how
much percentage change in revenue by one percent change in GDP due to
discretionary changes. The higher difference means the high possibility of raising the
tax collection through discretionary changes. The difference between buoyancy and
elasticity is 0.82 in the whole period and 0.72 and 0.89 in period | and 11 respectively.
This indicates that the role discretionary changes are very high to yield the revenue
from income tax, especially in the period II.

The values of base easticity and base buoyancy of Nepalese income tax during FY
1974/75 to 2007/08 are 0.50 and 1.20 respectively, in table 4.20. This shows the
income tax is inelastic with respect to proxy base also. But the values of base
elasticity and base buoyancy of period | and period Il are 0.41 and 1.14 and 0.66 and
1.44 respectively. The low value of base éasticity and base buoyancy coefficient of
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income tax to base indicates a poor relationship between base and tax. That is change
in base only cannot bring desired change in the tax revenue and some other factors are

also responsible which are to be applied to bring change in the tax revenue structure.

The difference between base buoyancy and base elasticity is 0.70, 0.73, and 0.78 in
whole period, period | and period Il respectively. This means one percent change in
income tax yield through discretionary change. It is seemed that the role of DC is
greater than the automatic growth in income tax revenue in al period. But it is very
high in the period 1. Thus Nepalese income tax system is likely to be buoyant rather
than elastic.

The values of correlation coefficient (R) in al cases are more than 0.9 shows that
there is strong positive relationship between related dependent and independent
variables. The coefficient of determination (R?) measures the goodness of fit of
regression. The R? for income elasticity is 0.92 and for buoyancy is 0.98, which
indicates that the association between GDP and income tax holds good. The values of
R? are aso high in the period | and II. Similarly, the value of R? in case of base
elasticity and base buoyancy are also significantly high. Here R? measures the
variation in income tax revenue due to the variation in GDP. The value of R? is
comparatively greater in the case of buoyancy than in the elasticity of relevant
variables.

To check whether the variation is due to variation in GDP and in GDP originating
from non—agriculture sector, F-test is utilized. The tabular value of F statistics for
given degree of freedom at 1 percent level of significant is less than the calculated
value in all cases. Since the calculated value is highly significant, the relationship is
reliable. Similarly, in case of base easticity, the calculated value of F is significantly
higher than the tabulated value of F statistics. Thus it can be confirmed that the
variation in income tax revenue is mainly caused by the variation in GDP as well as

GDP originating from non-agriculture sector.

The result of t-statistics which gives the significance of parameters is aso significant
at 1 percent level but loga of base elasticities of whole period, period | and period Il

arenot significant at 1 percent level.
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The value of d-statistics in all cases are less than 1, this shows that there is positive
autocorrelation at given degree of freedom and significant at 1 percent level.

4.15 Major Findings

Nepa has been heavily relying on the external and internal debt to meet the budget
deficit because of the low revenue collection compared to the total expenditure. The
dependence is increasing, which is not desirable for any economy. Thus, it is more
essential to mobilize the internal revenue to the optimum level. The study shows the
share of tax revenueis about 79.1 percent and non-tax revenue was about 18.4 percent
of the total revenue in FY 2007/08. In this way, tax has been a magor source of

revenue mobilization.

Among various taxes, Customs and VAT are two major sources of indirect tax and
income tax is one of the magjor sources of direct tax. Over the past severa years Nepal
has been pursuing the policy of lowering the tax rate to reduce the burden. In this
regard, increasing the tax coverage, smplifying and making procedures transparent,
reforming tax administrations, promoting self assessment, educating taxpayers and
utilizing other measures, are essential to more than offset the revenue loss caused by

lowering tax rates. The major findings of this study are given below:

In Nepal, the share of tax revenue to GDP was 8.9 percent and per capitaincome was
only $ 320 in 2006, which was lowest among the SAARC countries. In Switzerland
share of tax to GDP was 10.5 during the same period and its per capita income was
$58050. Though the tax effort ratio is to some extent equal, its amount is very high
because of its high GDP. Its PCI is also more than hundred times of Nepal.

In 2007/08 the share of total revenue to GDP was 13.1 percent and while that of tax
revenue was 10.7 percent. The share of customs, sales tax/VAT and income tax to

GDPwas 2.6, 3.6 and 2.6 percent respectively, during the same period.

In the composition of tax revenue, the share of indirect tax is aways dominant from
the very beginning. At present the share of direct tax and indirect tax are 21.4 percent
and 78.6 percent of total tax revenue respectively. Direct tax is composed of income

tax, land revenue, house and land revenue registration and others. The share of
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income tax is dominant in the FY 2007/08. It contributes 82.7 percent of the direct tax

where as land tax has been vanished.

Income tax contributes 82.7 percent in direct tax, 22.4 percent in tax revenue, 17.7
percent in total revenue and 2.3 percent in the tota GDP. Income tax is aso
composed of corporate tax, individual income tax, and remuneration tax. But their
components are revised time to time. In FY 2007/08 the share of corporate tax is
dominant where as the remuneration tax comes to the second and their share is 70.7
and 15.3 percent to the income tax.

Tax exemptions limit has done timely change from the beginning to tap the
potentiality of resource. Tax rate is also fixed according to the need. It has maintained
the progressivity with less number of dabs for individual income after 1990s. At

present there are only two slabs with 15 and 25 percent above the exemption limit.
The values of elasticity in al cases are less than unity implies that the income tax is

not responsive. This show thereis still potentiality of raising the income tax through

widening base, administrative reforms and may be raising tax rates.

70



CHAPTER FIVE

SUMMARY, CONCLUSION AND
RECOMNENDATIONS

5.1. Summary

Nepal is a land locked country. Here economic situation is vulnerable. To improve
here economy government revenue plays vital role. The major sources of government
revenue are tax revenue and non-tax revenue. Tax revenue is more reliable and
permanent source of revenue. It™ has been facing resource gap problem because of the
very fast growing trend of government expenditure and insufficient collection of
revenue. This gap is covered by taking the help of foreign government or borrowing

from the people.

In this connection, income tax a maor component of direct tax has played a crucia
role in fulfilling the gap from equity point of view. To strengthen the potentiality of
income tax, timely suited tax laws are formulated. The Income Tax Act 2002 has
solved all most all the issues appeared before. This act is based on full fledged self-

assessment system.

Tax effort ratio measures the country’s economic performance. In Nepal, the share of
tax revenue to GDP was 8.9 percent and per capita income was only $ 320 in 2006,
which was lowest among the SAARC countries. In Switzerland share of tax to GDP
was 10.5 during the same period and its per capita income was $ 58050. Though the
tax effort ratio is to some extent equal, its amount is very high because of its high
GDP. Its PCI is aso more than hundred times of Nepal.

The maor sources of revenue are tax revenue and non-tax revenue. During the study
period FY1974/75 to 2007/08 the share of tax revenue and non-tax revenue in the
total revenue fluctuates around 80 percent and 20 percent respectively. The tax
revenue composed of direct tax and indirect tax. In the FY 1974/75 the share of direct
tax in tax revenue was only 21.9 percent with the amount of Rs.184.5 million and
indirect tax 78.1 percent with the amount of Rs.657.2 million. In the later year the
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share of indirect tax increased gradualy by reducing the share of direct tax. Again
after the FY 1994/95 the share of direct tax has increased gradually and reached 27.1
percent in the FY 2007/08. The share of direct tax in the total revenue is 21.4 percent
and in GDP 3.2 percent.

The direct tax consists of income tax, land revenue, house and land registration and
others. In the FY 1974/75 the income tax was very low (Rs.47 million) and the land
revenue was very high (Rs.90.9 million). But in the succeeding fiscal year the amount
of land revenue ahs declined and vanished at present. The share of income tax is
appeared as the dominant source of direct tax with the amount of Rs.19 billion
contributing 82.7 percent in the direct tax in the FY 2007/08. Income tax has
contributed 22.4 percent to the total tax revenue, 17.7 percent to the total revenue and
2.3 percent in the GDP in the FY 2007/08.

Timely change has been made in the income tax base so that the scope of the income
tax has increased. Corporate tax is the mgor source of income tax which contributes
69.64 percent in the income tax in the FY 2007/08 where as the individua
tax/remuneration tax contributes 12.77 percent in the same fiscal year. This was just
opposite in the FY 1974/75. Timely change in the exemptions limit and rate has been
made so as to make the tax system more efficient.

The measurement of elasticity and buoyancy of income tax gives the responsiveness
of income tax in the tax system. The elasticity measurement of income tax in the
period of FY 1974/75 to 2007/08 is 0.58; this shows the income tax is inelastic. The
buoyancy greater than unity; 1.4 implies that the income tax is buoyant. The value of
regression coefficient greater than 0.9 shows there is strong positive relationship
between income tax and GDP. Value of R? for elasticity and buoyancy are greater
than 0.9 implies dependent variable is well explained by the independent variable.
The study of responsiveness of income tax dividing in two periods (FY 1974/75 to
1989/90 period | and FY 1990/91 to 2007/08 period 11) also shows the value of
elasticity less than one i.e. 0.36 in period | and 0.75 in period Il. But the values of
buoyancy are 1.08 in period | and 1.64 in period II. Thisimplies that the income tax is
comparatively elastic in period I1.
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Since the income tax is collected from non-agriculture sector only, the base elasticity
and base buoyancy have aso calculated taking non-agriculture GDP as independent
variable taking time from FY 1974/75 to 2005/06. The value of base elasticity is very
low 0.5 and buoyancy is 1.2 with strong positive correlation between the variables.
The results of easticity after dividing the study period into two taking 1990 as the
break even point has given 0.41 in period | and 0.66 in period I1.

5.3. Conclusion and Recommendation

The study on income tax collecting the data from the FY 1974/75 to 2007/08 shows
that the income tax is very important source of revenue. Its share in the total revenue
isinincreasing trend. The timely changes policies with respect to income tax are very
important in the collection of income tax. But the calculation of easticity and
buoyancy of income tax shows the income tax is buoyant rather than elastic. This
implies that the role of discretionary power is significant in the collection of income

tax.

On the basis of the findings of the present study, the following specific suggestions
have been recommended for a sound and effective income tax system.
Broadening Income Tax Base

Over the years, income tax rates have been lowered substantially both in the areas of
personal and corporate income tax. Tax rates in Nepa are among the lowest in South
Asia. Till very recently, income tax base was not broadened so as to more than offset
the revenue loss caused by drastic reduction in tax rates. However, the newly enacted
Income Tax Act has brought most of the sources of income under the tax net that were
hitherto untaxed. With the full-fledged implementation of the Act from the next fiscal
year it can be hoped that the elasticity of the Nepalese income tax will increase to a
significant extent. Nevertheless there are some areas that have not been taxed to the
fullest extent. Still the Act has exempted agricultural income, which contributes about
38% of GDP. Similarly, foreign sourced income has been virtually untaxed. It may be
recalled that remittance from abroad covers a huge chunk of GNP of Nepal. Likewise,
capital gains have been taxed only partially. Thus,

1) The government should levy tax on agricultura income after providing certain

exemption limit.
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2) Liability to pay should be based on ability to pay, which further depends on the
area of land owned by the farmers and marginal productivity of the land.
3) For the sake of neutrality as well as to broaden the tax base foreign sourced income
should be taxed. If the same income is taxed abroad, taxpayers should be provided
with the credit facility. To materialize this, double taxation avoidance treaty should be
concluded with as many countries as possible at least with major source countries.
4) Capital gainstax should be effectively implemented in investment for non-business
purpose as well.

Reform Tax Administration
More often, it is mentioned that tax administration in developing countries is tax
policy, which means that until and unless policy measures are backed by
corresponding administrative reforms, they are doomed to failure. This very clearly
recognizes the important role of tax administration in developing countries like Nepal .
Therefore, the administrative reform is critical to the success of tax policy. In view of
the above and the administrative problems stated elsewhere, following measures are
suggested:
a) The tax policies, tax laws and tax administration are interrelated part of taxation.
Hence, government should mobilize these aspects and consider serious attention
towards its effectiveness.
b) Tax policy should have clear-cut directive and consistent with a long term
perspective of the policy. At present the tax policy should be focused on optimum
resource mobilization for the purpose of the expenditure revenue gap.
c) As the whole of information is central to the success of tax administration,
information collation should be consolidated. Intra-departmental as well as inter-
departmental networking at least among the departments within the MOF should be
established at the earliest. The scope of PAN should be expanded to cover such things
as purchase and sale of land, vehicles etc. it should be provided to as many taxpayers
as possible. Taxpayers who hesitate to come to IROs or are either unaware about it,
should be provided the PANs in their doorsteps.
d) In IRD, a separate “Research and Analysis Unit” should be established in order to
find our new avenues of the taxation and to find out the lapsesin tax policy persuaded

by the government.
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€) Efforts need to be made, to institutionalize the recently created LTO along proper
lines. Its organizational structure must be functional and it should have adequate
physical facilities.

f) Tax collection officials should be well trained, well-remunerated and reasonable
and serve punishments should be well published for demonstration effect.

g) The present system of making assessment of every return filed should be stopped.
Rather, a credible system, of random sampling should be developed in which only
those taxpayers who have underreported their income or inflated their expenditure
substantially could be detected. Only this should give message among taxpayers that
honest taxpayers are not harassed by tax administration. On the other, it would convey
a message to taxpayers that if they are not to report their profit accurately, there is
always a probability of being detected and punished.

h) The terms and the procedure under the act should be simplified so that even laymen
could understand easily.

i) The tax officials aso need to be reoriented to implement the new act smoothly.
They should be familiarized with recent innovation in the field of public
administration particularly in tax administration whereby taxpayers are treated as
clients. And hence, client orientation should be the thrust of the administrative
reforms.

]) Modern taxes are implemented under the self-assessment system. It is, therefore,
necessary to have a large number of tax officers who have a good knowledge of
accounting and auditing. This means it should be made mandatory to have a basic
degree on accounting auditing and the tax system in order to be eligible to apply for
the position of tax officers.

k) Enhancing voluntary compliance should be the ultimate goal of the tax
administration. For this, the cost of non-compliance should be substantially increased
and the cost of compliance should be reduced. In this regard, delinquent taxpayers
should be penalized and such events should be publicized properly so that it may have
sufficient deterrent effects among probable defaulters. On the other, the cost of
compliance should be lowered, inter alias, by simplifying procedures, helping
taxpayers in meeting their obligations and educating them in various aspects of tax
administration.

[)As the modern tax administration demands professionals who are highly qualified in

the tax system, accounting, auditing, law, economics, and IT, it is necessary to create
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an appropriate working environment that should include among other things, higher
saaries, so that competent professional can be attracted and retained in the tax
administration
Raise the Income L evel
The maor source of income tax is the income itself. Government should take
initiative towards this. If the sufficient employment is generated by creating
investment friendly environment the income level of people can be raised. Thus, the
sufficient amount of revenue through income tax can be generated.
Establishment of the standardized Accounting System
Nepalese tax account system has been criticized for non-meeting the international
standard. To regulate accounting system a separate body should be established.
Others
The entry of personnel from another group into revenue group should be hard taking

into consideration of carrier development of the personnel inside the revenue group.

The property investigation commission should act effectively to find out the illegal
income and property of the revenue personnel and seize such assets without any legal
source. The punishment for corrupt and irresponsible officials should be publicized so
that others would be deterred from involving in malpractices. It would be a warning
for others. The decision about the appeal of the taxpayer should be made timely. Tax
officials who are responsible for such delay should be compensating for the loss.
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APPENDIX -1

Master Table: Total Revenue, Revenue from Direct Taxes, Indirect Taxes and Individua Taxes

Rs. in Millions
Land

Fiscal Total Total Tax Non Tax Direct Indirect Custom Export Import Sales Tax/ Revenue Income
Year GDP Revenue Revenue Revenue Tax Tax Duties Duties Duties VAT & Reg. Tax
1974/75 16571 1008.4 841.7 166.7 184.5 657.2 328.5 30.9 182.3 190.5 126.9 47.0
1975/76 17394 1115.6 911.2 204.9 236.0 675.2 358.5 37.7 204.5 161.9 135.5 87.2
1976/77 17280 1322.9 1100.1 222.8 295.7 804.4 386.2 47.6 215.7 222.0 139.7 133.3
1977/78 19732 1582.0 1243.9 338.2 306.2 937.7 458.8 38.7 334.1 273.1 141.1 136.8
1978/79 22215 1811.9 1476.8 334.9 253.1 1223.7 626.7 54.4 535.8 356.8 110.3 103.0
1979/80 23351 1880.0 1528.8 351.2 253.8 1275.0 608.0 62.6 504.8 401.2 121.2 101.2
1980/81 27307 2419.2 2035.7 383.5 353.2 1682.5 815.8 69.5 658.1 537.7 178.5 144.0
1981/82 30988 2679.5 2211.3 468.2 379.9 1831.4 825.1 42.2 739.5 597.4 170.0 189.8
1982/83 33761 2841.6 2421.1 420.5 445.1 1976.0 760.9 25.1 714.8 709.3 171.5 240.2
1983/84 39390 3409.3 2737.0 672.3 541.8 2195.2 825.9 30.4 746.2 770.7 212.4 290.9
1984/85 44441 3916.6 3151.2 765.5 559.7 2591.5 1064.4 55.7 907.6 845.8 218.6 307.3
1985/86 53215 4644.5 3659.3 985.2 661.8 2997.5 1231.0 73.3 1081.1 985.9 2443 364.4
1986/87 61140 5975.1 4372.4 1602.7 768.7 3603.7 1505.7 79.9 1285.3 1143.8 284.0 437.5
1987/88 73170 7350.4 5752.8 1597.6 1010.2 4742.6 2214.6 107.9 1984.2 1300.5 366.9 579.0
1988/89 85831 7776.9 6287.2 1489.6 1331.4 4955.8 2289.9 62.7 2133.9 1379.7 401.0 861.2
1989/90 99702 9287.5 7283.9 2003.6 1435.1 5848.8 2684.9 32.6 2646.0 1650.1 451.7 919.0
1990/91 116127 10729.9 8176.3 2553.5 1369.7 6806.6 3044.3 78.5 2752.6 2026.1 538.7 745.9
1991/92 144933 13512.7 9875.6 3637.1 1595.2 8280.4 3358.9 114.7 2795.2 2840.7 636.1 855.4
1992/93 165350 15148.4 11662.5 3485.9 2036.2 9626.3 3945.0 140.7 3178.0 3438.2 754.9 11248
1993/94 191596 19580.8 15371.5 4209.4 2855.3 | 12516.2 5255.0 427.0 4356.0 4693.1 833.2 1824.5
1994/95 209974 24575.2 19660.0 4945.1 3849.3 | 15810.7 7018.1 332.5 5840.1 6031.7 937.7 2823.5
1995/96 239388 27893.1 21668.0 6225.1 4655.5 | 17012.5 7327.4 149.9 6246.5 6431.3 1066.6 3431.4
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1996/97 269570 30373.5 24424.3 5949.2 5340.0 19084.3 8309.1 167.8 7093.2 7126.5 1015.4 4123.3
1997/98 289798 32937.9 25939.8 6998.1 6187.9 19751.9 8502.2 217.1 7019.4 7122.6 1004.2 4898.1
1998/99 330018 37251.0 28752.9 8494.4 7516.1 | 21236.8 9517.7 378.0 7698.3 8765.9 1003.1 6170.0
1999/00 366251 42893.8 33152.1 9741.6 8951.5 | 24200.6 | 10813.3 432.5 8959.9 10259.7 1015.9 7420.6
2000/01 441519 48893.6 38865.1 10028.8 | 10159.4 | 28705.7 | 12552.1 492.6 10391.9 12382.4 612.9 9114.0
2001/02 459443 50445.5 39330.6 11115.0 | 10597.5 | 28733.1 | 12658.8 917.4 9678.4 12267.3 1131.8 8903.7
2002/03 492231 56229.8 42587.0 13642.7 | 10105.8 | 32481.2 | 14236.4 855.6 10567.7 13459.7 1414.3 8131.9
2003/04 536749 62331.0 48173.0 14158.0 | 11912.6 | 36260.4 | 15554.8 527.1 10666.9 14478.9 1697.5 9514.5
2004/05 589412 70122.7 54104.7 14770.3 | 12265.4 | 41839.3 | 15701.6 697.7 12299.1 18885.4 1799.2 10466.2
2005/06 654055 72282.1 57427.0 13341.5 | 13961.5 | 43465.5 | 15343.7 625.2 11744.5 21613.0 2180.3 10933.5
2006/07 727089 87712.0 71126.7 15559.3 | 18980.3 | 52146.4 | 16707.6 698.6 13626.1 26095.6 2253.5 15731.8
2007/08 820814 107546.5 85025.3 19840.0 | 23006.5 | 62018.8 | 21034.6 417.3 17120.4 29742.6 2919.8 19026.2

Source: i) Budget Speech of Various Y ears, MOF, GON
i) Economic Survey of Various Y ears, MOF, GON.
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APPENDIX —1I

Shar e of Different Sour ces of Revenue as per centage of GDP

Land
Total Total Tax Non Tax Direct Indirect Custom Export Import Sales Tax/ Revenue | Income

Fiscal Year | GDP Revenue | Revenue | Revenue | Tax Tax Duties Duties Duties VAT & Reg. Tax

1974/75 100.0 6.1 51 1.0 1.1 4.0 2.0 0.2 1.1 1.1 0.8 0.3
1975/76 100.0 6.4 5.2 1.2 1.4 3.9 21 0.2 1.2 0.9 0.8 0.5
1976/77 100.0 7.7 6.4 1.3 1.7 4.7 2.2 0.3 1.2 1.3 0.8 0.8
1977/78 100.0 8.0 6.3 1.7 1.6 4.8 2.3 0.2 1.7 1.4 0.7 0.7
1978/79 100.0 8.2 6.6 1.5 1.1 55 2.8 0.2 24 1.6 0.5 0.5
1979/80 100.0 8.1 6.5 1.5 1.1 55 2.6 0.3 2.2 1.7 0.5 0.4
1980/81 100.0 8.9 7.5 14 1.3 6.2 3.0 0.3 24 2.0 0.7 0.5
1981/82 100.0 8.6 7.1 15 1.2 5.9 2.7 0.1 24 1.9 0.5 0.6
1982/83 100.0 8.4 7.2 1.2 1.3 5.9 2.3 0.1 21 2.1 0.5 0.7
1983/84 100.0 8.7 6.9 1.7 1.4 5.6 21 0.1 1.9 2.0 0.5 0.7
1984/85 100.0 8.8 7.1 1.7 1.3 5.8 24 0.1 2.0 1.9 0.5 0.7
1985/86 100.0 8.7 6.9 1.9 1.2 5.6 2.3 0.1 2.0 1.9 0.5 0.7
1986/87 100.0 9.8 7.2 2.6 1.3 5.9 25 0.1 21 1.9 0.5 0.7
1987/88 100.0 10.0 7.9 2.2 1.4 6.5 3.0 0.1 2.7 1.8 0.5 0.8
1988/89 100.0 9.1 7.3 1.7 1.6 5.8 2.7 0.1 25 1.6 0.5 1.0
1989/90 100.0 9.3 7.3 2.0 14 5.9 2.7 0.0 2.7 1.7 0.5 0.9

79




1990/91 100.0 9.2 7.0 2.2 1.2 59 2.6 0.1 2.4 1.7 0.5 0.6
1991/92 100.0 9.3 6.8 2.5 11 5.7 2.3 0.1 1.9 2.0 0.4 0.6
1992/93 100.0 9.2 7.1 21 1.2 5.8 2.4 0.1 1.9 2.1 0.5 0.7
1993/94 100.0 10.2 8.0 2.2 15 6.5 2.7 0.2 2.3 2.4 0.4 1.0
1994/95 100.0 11.7 9.4 2.4 1.8 7.5 3.3 0.2 2.8 29 0.4 13
1995/96 100.0 11.7 9.1 2.6 1.9 7.1 3.1 0.1 2.6 2.7 0.4 1.4
1996/97 100.0 11.3 9.1 2.2 2.0 7.1 3.1 0.1 2.6 2.6 0.4 15
1997/98 100.0 11.4 9.0 2.4 21 6.8 29 0.1 2.4 2.5 0.3 17
1998/99 100.0 11.3 8.7 2.6 2.3 6.4 29 0.1 2.3 2.7 0.3 1.9
1999/00 100.0 11.7 9.1 2.7 2.4 6.6 3.0 0.1 2.4 2.8 0.3 2.0
2000/01 100.0 111 8.8 2.3 2.3 6.5 2.8 0.1 2.4 2.8 0.1 2.1
2001/02 100.0 11.0 8.6 2.4 2.3 6.3 2.8 0.2 21 2.7 0.2 1.9
2002/03 100.0 11.4 8.7 2.8 21 6.6 29 0.2 21 2.7 0.3 17
2003/04 100.0 11.6 9.0 2.6 2.2 6.8 2.9 0.1 2.0 2.7 0.3 1.8
2004/05 100.0 11.9 9.2 2.5 21 7.1 2.7 0.1 21 3.2 0.3 1.8
2005/06 100.0 111 8.8 2.0 21 6.6 2.3 0.1 1.8 3.3 0.3 17
2006/07 100.0 121 9.8 21 2.6 7.2 2.3 0.1 1.9 3.6 0.3 2.2
2007/08 100.0 13.1 10.4 2.4 2.8 7.6 2.6 0.1 21 3.6 0.4 2.3

Source: Master Table Appendix |
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