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CHAPTER - |

INTRODUCTION
1.1 Background

The power to tax is an inherent sovereign power of state to collect
contribution of money or other property from citizens and the inhabitants
of its territory for defraying its general expenditure(Parameswar: 1987).
Its strategy position in the modern welfare state is such that without it no
government can adequately discharge its manifold duties Its
congtitutional significance requires legitimate popular sanction for its
collection.

As Kautilya says "the launching of al programs depends first and
foremost on the treasury”, so every state needs resources. Whether to pay
salary to the government employees or to do the development works, it
needs huge amount of money revenue.

The government collects revenue from different sources like
grants, administration incomes, business incomes, and taxation. Grant
means the amount given one to another. The administrative income
denotes the amount charged by government for providing administration
service. Business incomes mean the return received by the government
for the government for providing various goods and services to the
people. All these revenue are called non tax revenues. In Nepal around
20% revenue collects from these sources (Kandel, 2007).

Another source of government revenues is the taxation. Customs,
excise, vaue added tax, corporate and personal income tax is the
examples of the sources of tax revenues. Nepal collects around 80% of
the revenue from this source.

Tax is a compulsory levy and those who are a taxed have to pay it

without getting corresponding benefit and services or goods from the
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government. Tax isaliability to pay an amount to the state. The basis for
the payment is that the assesses have income of minimum amount from
certain specified sources. The tax system should be helpful in income
redistribution of economic stability.

There are two kinds of tax one is direct tax and other is indirect tax.
Value added tax is the one kinds of indirect tax. VAT is developed from
sales tax. It imposed on different stages. It is the tax imposed on added

value of goods and services.

Direct and Indirect Tax

In the word of Dalton "A direct tax isrealy paid by the same person
on whom it is legaly imposed" (Kandel, 2003). The characteristics of
direct tax are equitable as per the property or income certainty as per the
process of payment, amount to be paid, time of payment, elastic in nature.

In the word of Dalton" An indirect tax is imposed on one person but
paid partly or wholly by another" (Kandel, 2003). The main features of
indirect tax are convenience to pay mass participation, limited evasion,
shifting of incidence, the consumer pays the tax to the businessman not to
the government. The examples of indirect taxes are customs, excise,
VAT, contract tax and so on.

The Value Added Tax (VAT) isthe most choice and ingredient of tax
reform. The tax reform and adoption of VAT is therefore, essentiadly
connected with the efforts of many under developing countries (UDCs) to
achieve the goal of the country's economic development. Since the VAT
Is one of the components of indirect tax, developed in the past, is
probably the best tax, which had gained prominence on such a short
period of time. A VAT may be adopted by developing countries with
some additiona efforts and sincerity. A VAT is an important instrument

for the mobilization of internal resources. The pressure of VAT on
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economic activities is minimal or not at all since VAT is an indirect tax
and no one can deny the importance of its in developing country like
Nepal. Indirect tax is the major sources of tax revenue in Nepal. It covers
about 80% of tax revenue. Mgor of indirect taxes are custom duty, sales
tax and excise duty. Custom duty is followed by salestax (now it is called
VAT) in case of continuing indirect tax revenue. The tax reform and
adoption of a tax is therefore, essentially connected with the efforts of

many UDCs to achieve the goal of country's economic devel opment.

Characteristics of a Full-fledged VAT System
It isanindirect tax.

It is based on added value.

It isabroad based tax.

It is based on self-assessment system.

It avoids cascading and pyramiding.

o a0 &~ 0w N BE

It has the self policing and catching up benefit.

VAT is most important tax innovation on the second half of the
twentieth century. VAT is a scientific tax system, which was first
introduced in 1954 in France. VAT has been spreading all over the world
since late 1960s and now this tax has become one of the mainstays of the
tax system in over the world covering 130 countries (Basnet, 2002).

Nepal introduced VAT in November 1997. However, the concept
of this tax in Nepal was introduced in early years of 1990s. Nepal
included the concept of introductory VAT in its 8" plan, Finance Act,
1992 and 1999, introduced two-tier sales tax, to make the base of
implementing VAT. VAT task force was formulated in 1993, in technical
assistance of USAID, which suggested the steps to be followed while
implementing the VAT in Nepal. In Nepal, VAT was brought to replace

sales tax, contract tax, Hotel tax, and entertainment tax.
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Vaue Added Tax is a tax imposed on the Value Added in each
economic activity from production to consumption. It means VAT is
charged to value addition each stage. Ultimate resting place of thistax is
fina consumption so that consumers are the sole taxpayers of the VAT.
Business people only collected the VAT as a mediator so that they don't
bear its burden.

Value Added Tax as the latest and probably the fina stage in the
historical development of general sales taxation at the national level
which is levied on the value added, the difference between the sales
proceeds and the cost of the materias etc. that has purchased from other
firms. VAT has eliminated the uneven impact of the turnover tax and
manufactures and wholesalers sales taxes. A comprehensive consumption
type of VAT isequivalent to aretall salestax in its pure from expect that
the later does not offer an option between the destination principle and
the origin principle. VAT differently studies in closed and open economy
as follows (Shoup, 1969).

In conclusion, VAT should be the most essentia for most
developing countries as an ingredient of their tax reforms because it is the
most improved form of sales tax and revenue enhancement and economic
efficiency. It is an important instrument for the mobilization of internal
resources. There is tremendous scope for increasing the revenue from
VAT. The implementation of VAT will obviously increase its
contribution in coming days. Thus, the tax reform and adoption of aVAT
IS therefore, essentially connected with the efforts of many UDCs as one
of the mgor elements of tax revenue to achieve the goa of country's

economic development.

1.2 Statement of Problem
Nepal's position in term of GNP per capita is the lowest in the
SAARC region. Still remains 12th position from the bottom in the world
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hardly reaching US $ 400 per year according to WDR 2010. This shows
Nepal remains one of the poorest countries in the world. Despite more
than four decades of planned development the Nepalese economy is
persistently suffering from general poverty and stagnation. The low
income leads Nepalese people under the vicious circle of poverty. The
percentage of population having per day income or purchasing power
parity below one dollar is 31%, the worst position in Asia. The average
growth of GDP during (2000-2010) is 4.9 percent. The low income
people in Nepal are suffering from economic humiliation. They are
suffering today from several economic and socia disturbances in the
country. Unfortunately, problem being solved are rather deepening and
worsening.

However, al of these sources are economically undesirable in the
long run as they create the macro economic problems. Foreign loan leads
the economy into the debt trap while printing of money is inflationary by
nature. Domestic borrowing raises the domestic rate structure, which
eventually may crowd out private sector investment. The excessive use of
foreign exchange reserve may create a balance of payment as well as
exchange rate crisis. However, developing countries need to launch
several developmental activities. So increasing trend of government
expenditure may be taken as genera phenomena. While adjusting the
fiscal policy, it is necessary to increase government revenue rather than
reducing the investment to the resource gap. So the ultimate and the best
measure to fill up the resource gap is increase the public revenue through
the effective tax system. Tax effort ratio is still extremely low in Nepal.
Further Nepalese tax system is massively dominated by the custom
duties. In such circumstances Nepal has aready been adopted VAT since
1997 as a maor step of reforming tax system for the purpose of

strengthening internal resource mobilization.
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Vaue Added Tax is an important source of the revenue. In Nepadl,
VAT has been facing many controversies especidly in the practical
implementation and how it contributes in taxation.GNP ratio is the lowest
among the rest of the world. Therefore, this study has addressed the
following isuess.

a. How has VAT been contributing to national revenuein Nepal ?

b. What are the reasons of under collection of VAT in Nepal ?

c. Which are the major factors affecting the effective collection of

VAT revenuein Nepa ?
d. Inwhich trends, the VAT has been collecting in Nepal ?
e. How much isthe VAT to GDPratio in Nepal ?

1.3 Objectivesof the Study
This study will be focused to analyze VAT in tax revenue in Nepal.
The basic objectives of this study are as follows:-

1. Toexaminetherole of VAT in thetax structure of Nepal.
2 Toidentify rationale of VAT especidly in the context of Nepal.

3 To analyze the reasons for under collection of VAT irrespective of the
emphasis given by government.

4 To anayse the trends of VAT collection and VAT to GDP(Gross
Domestic Product) ratio in Nepal.

5 To give suggestions for the improvement of VAT implementation in
Nepal.

1.4 Significance of Study

VAT isthe most popular indirect tax to collect the revenue for the
countries. Evidence shows that VAT was used in most of the countriesin
short time. It's history was not long but in short period of time VAT
gained popularity. In the world more than 130 countries have adopted the
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system, which include developed counters, developing countries, and
least developing countries. VAT collection procedure is most favorable
so all countries were successful in the process. The result is favorable to
increase the revenue of the countries. In Nepal, VAT is most popular in
short time. It is contributing a lot in raising the Nationa Revenue. An
attempt has been made to generate information. In this study, what is the
role of the VAT in tax structure and how it contributes to the national
economy? That is why the study is most significant in the present context.
The policy makers, businessman, researchers, and other people to private
sector as well as public sectors will be benefited from this study.

15 Limitationsof Study

a. The study is based on the secondary data of ten years from FY
2001/2002 to 2010/2011.

b. The data needs for the study have also collected from primary
SOUrces.

c. The sample size has been selected only from Kathmandu valley
due to time limitation and resource constraint.

d. Simple statistical tools are used for data analysis.

e. The study is based on the availability of reliable data and literature.

f. VAT has not analysed other taxes.
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CAPTER-II
REVIEW OF LITERATURE

Severa studies in the field of VAT have been aready carried out
by the researchers, learners, students and other for different purposes, in
the books, booklets, magazines as well as dissertations. Thus, before
entering to the actual analysis tools and data presentation, related
literatures were reviewed thoroughly. Therefore, this chapter includes the
review of underlying literature from textbooks, related books, journals

and previous researches.

2.1 Theoretical Review
2.1.1 Introduction to VAT
Origin and Development:

Historically, the VAT has emerged as an alternative to defective
multi-stage turnover tax or cascading types of sales tax. VAT was
introduced as an attempt to improve the existing shortcomings of the
sales tax

First of al, a German economist Dr Wilhem von Siemens
introduced VAT as improved turnover tax for Germany, in 1919. It was
advance over existing turnover tax by employing the concept of
subtraction of previous outlays from taxable saes. Similarly, Prof
Thomas A. Adams recommended VAT for the United States of America
in 1921.He recommended the sales tax with a credit or refund system to
replace the existing corporate income tax

Further, the same tax system was developed in 1949 by a tax
mission to Japan led by Prof Carl.S. Shoup for the purpose of
reconstructing the Japanese economy by avoiding the existing defects of
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the turnover taxes. Although the proposas suggestions and
recommendations were not came into practice but gradually raising the
interest so for the implementations of VAT. Thus the concept of VAT
was remained a subject for academic discussion till 1953.

France becomes the pioneer country in the history of taxation by
adopting VAT in 1954, replaced the France production taxes. This move
of France becomes the first step in the field of VAT implementation.
Maurice Laure, an officer in the Ministry of Finance in France designed
the VAT for France. Up to 1968, it has covered the industrial sector and
wholesale level only. Ivory Coast, French colonia country, followed the
France by adopting VAT in 1960. Senegal aso implemented VAT since
1961. VAT was limited to import and manufacturing stage only in both
the countries.

Since the 1960’s VAT became a popular subject matter of taxation
in many countries. This fiscal an financial committee of European union
(Eu) recommended all European common market to sift VAT to replacing
their existing turnover taxes in 1962 and it was recognized by EU council
of ministers. In 1968, France extended VAT from wholesade level to
retall level. In the same front, Federa Republic of Germany introduced
VAT in its tax system in 1969, Netherlands and Sweden in 1970,
Belgium in 1971, Ireland in 1972, Italy and United Kingdom in 1973,
Portugal and Spain in 1986 aso introduced this tax. In the same way,
Greece adopted VAT in 1987 and Finland in 1994. Besides EU countries,
many other countries of north and South America, Africa and oceanic as
well as Asia gradually adopted a newly improved tax in their respective
countries. This trend of adopting VAT shows that this system became a
very popular in the world at a short period.

Vietnam became the first country in Asian region to adopt VAT in
1973. Soon after the implementation it was abolished and agan
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reintroduced in 1999, other Asian countries adopting VAT are South
Korea in 1977, China 1984, Japan in 1989, Thailand in 1992, Singapore
in 1994 and Mongoliain 1998.

In SAARC region, Pakistan is the first country adopting VAT. It
introduced VAT in 1990. India implemented MOD-VAT (modified value
added tax) in place of VAT 1986. Bangladesh adopted in 1992 and Sri
Lankain 1995 respectively, and India has shown its in-depth willingness
to expend the MOD- VAT into VAT in different stages and sectors. A lot
of preparation has been aso been made. A deadline for the adoption of
VAT in different states has been announced frequently but due to federal
system and lack of cross state arrangements it couldn’t be materialized.
But besides these difficulties now full VAT has been implemented in
Indiawith effect from 14 April 2003.

Nepal has adopted VAT since 16 November 1997(1 Mangsir, 2054
B.S.). However the first intention of Nepal towards VAT could be found
since the Five year plan (1992-1997) but the government finally
expressed its commitment to introduce VAT in April 1997. Finance Act,
1992 and 1994 introduced two tier sales tax to make the base of
implementing VAT. VAT task force was formulated in 1993, in technical
assistance the VAT in Nepal. If drafted the VAT law as well. High level
tax system Review task force headed by Prof. Madan Daha suggested
implementing VAT in 1995. VAT related act and rules were enacted in
1995 and 1996 respectively. In Nepal, VAT was brought to replace sales
tax, contract tax, hotel tax and entertainment tax.

Because of broad base and more revenue productive, more than
130 countries have been adopted VAT system. Many rich and poor
countries, developed and developing countries, small and big countries,
socialist and capitalist countries have been adopted VAT in the world.
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2.1.2 The Concept of VAT

VAT is a sales tax in advanced form. It is imposed on different
stages. It is the imposed on added value of good and services. Vaue
added tax is one of the forms of indirect taxes too. Encyclopedia of
taxation and tax policy says “Value added tax is a broad based tax on
business designed to measure net value generated in a country”. Being a
broad based tax, it is imposed on producer, wholesaer, retailer and
consumers also. It is related to both the goods and services. It islevied on
industry as well as commerce. Accordingly, it measures net value
generated in a country ie GDP. India Tax Institute defines VAT as “A
tax imposed on the seller of goods and services based on value added by
their respective units.” value added tax is also known as goods and
services tax or added value tax. It is a tax system that aims to minimize
tax evasion and increase resource mobilization. It is imposed on vaue
added amount in each stage and therefore, is equivaent to multistage
sales tax. In contrast to sales tax, VAT is imposed on added value of
production and distribution. The value is added in the form of profit, rent,
wages, salary etc. Kandel, 2007.

2.1.3 Methods of Calculation of VAT
VAT can be computed with the following methods:
(1) Addition Method:-

This method is that where tax liability is calculated by adding the
iIncomes. These incomes may include interest, profit, rent, wages etc. This
method is appropriate for the income type of VAT that includes in its

base.
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(1) Subtraction Method:-

In this method calculated VAT liability by subtracting the cost of

materials from sales proceeds. Thus, the VAT is levied on the amount

which is divided by subtracting purchases from sales. This method is

appropriate for the consumption variant of VAT.

(111) Tax Credit Method: -

This method is known as invoice method. In this method, value

added is never calculated to get VAT payable. Under tax credit or invoice
method, the liability is derived by deducting tax paid by the seller in

purchasing from the amount of the collected from sales.

Caculation of VAT payable in three methods may be expressed as

follows:

Additional method: T= F (wages+rent+interest+profit)

Subtraction method: T= F (outputs-inputs)
Tax credit method: T = F (outputs) - F (inputs)

Table 2.1
Different Methods of Calculating the VAT Liability
A. Addition Method (Assumed VAT rate 10%)

S. Stages of Production & | Distribution | Total
N manufacture | wholesaler (Rs)
1 | Wages(a) 900 200 350 1450
2 | Rent (b) 200 200 200 600
3 Interest(c) 100 50 - 150
4 | Profit(d) 100 150 50 300
5 |Vaueadded | 1300 600 600 2500

(a+b+c)=e
6 | VAT liability | 130 60 60 250

(10%0f €)

Source: - Arbitrarily Estimated Figures
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B. Subtraction Method.

(Assumed VAT rate 10%)
S. Stage of Production | Distributio | Total
No manufacture | & wholesaler | n (Rs)
1 |Sdes(a) 3500 3600 3800 10900
2 | Purchases(b) 2200 3000 3200 8400
3 | Value added(c) 1300 600 600 2500
4 | VAT liability(c-d) | 130 60 60 250

Source: - Arbitrarily Estimated Figures

C. Tax Credit Method.

(Assumed VAT rate 10%)

S. Stage of Production Distribution | Total
No manufacture | & wholesaler (Rs)
1 Saes(a) 3500 3600 3800 10900
2 Tax on sales 350 360 380 1090
(gross tax)(b)
Purchase (c) 2200 3000 3200 8400
4 Tax purchases (d) | 220 300 320 840
5 Net VAT 130 60 60 250
liability(b-d)

Source: - Arbitrarily Estimated Figures

Among of those three methods, the credit method is of universal use.
It is an original EC model, which is adopted as a method of tax. All the
countries in the world, the following table can give more idea about the
calculation of VAT liability using tax credit method.
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Table 2.2
Calculation of VAT liability using Tax credit Method
(Assumed VAT rate 10%)

Activities: Cost Added Selling VAT Sdlling VAT
price value price price payable
exclusve| profit | exclusive including | to Govt
VAT VAT level
Imported 964.58 | 193 1157.5 115.75 | 1275.25 115.75
goods
Importer to 1157.5 231.5 1389 115.75| 1275.25 23
manufacture
Manufacture | 1389 278 1667 139 1528 27
to wholesaler
Wholesdler | 1667 333 2000 167 1834 33
to retailer
Retailer to 2000 - - 200 2200 20
consumer

Let each of these sellers made on profit of 20% on their outlay and VAT

10%

Source: - (Dhakal, Kamal Deep, 2007)

2.1.4 TheBasisfor VAT
The basis for VAT is the value addition that takes place at each

level in the production and distribution process of goods and services. For

example, if awholesaler purchases something from a producer at Rs 100
and sellsto retailer at Rs 130 then value addition at the wholesaler level is
Rs 30 and it is on this amount that VAT is levied since VAT is levied at
rate of 10% the VAT amount will be Rs 3 on Rs 30. (Khadka, 2002 p 34)
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2.1.5Freaing from VAT
Some goods and services are left from the scope of VAT or they
aren’t taxed. Freeing from VAT may be justified for three reasons:
1. Administrative reason: Taxing some goods and services is
administratively very difficult.
2. Economic reason: Taxing some goods and services may reduce the
production and consumption.
3. Equity reason: Taxing some goods and services make the tax
system much inequitable.
For the tax system stated above certain goods and services necessary
must be free from VAT. There are two general methods for freeing from
VAT exemption and zero rating.

2.1.6 An Outline of Nepalese VAT System
A. Tax Exemption

The supply where the VAT isn’t imposed is exempt is exempt
supply. Thisis not taken into account in determining whether atrader isa
taxable person or not. According to act, input tax attributable to it is not
normally available for credit. The example of goods and services which
are tax exempt are Basic Agricultural product, Goods of basic needs like
water, fuel salt etc. (Kandel 2006 p309).

The exemption may be granted only for a single stage to small firms
Is that stage as means of reducing administrative cost relative to revenue.
Exemption of the final product may be intended not as a completed
exemption but only as an exemption of value added to that particular
product at that final stage. The tax credit can be restricted accordingly.
Such a product may be termed as quasiexempt(Shoup 1969 p 262).
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B. Zero Rating:

The zero rate is atax rate of nil. Zero rate is equivaent to complete
exemption. The zero rate is applied to supplied for export. Although no
tax is charged on a supply taxed at the zero rate. It is taken as taxable
supply. The input tax paid on it is available for credit it is opposite of
exempt supply because the tax paid on input in case of exemption is not
credited. Zero rating is granted for particularly goods.

C. Basic Features:
Nepal has adopted a modern and popular types of VAT aready
spread all over the world. It has some special features .They are:
= The adoptions of consumption type VAT
= The computation of VAT through tax credit method
= The principle of destination
= The provision of exemption and zero rated goods and services.
= The application of VAT to all business turnover through the rental
stages
= The allowance of tax credit for taxable suppliers including the zero
rated supply.
= Thefacility of tax refund
= The use of single positive rate of 13%
= The threshold amount has been fixed on monthly basis aso. The
shops doing the transaction of more than Rs 200,000 per month
through its annual transaction is less than Rs 2000,000 should
register its business.
= Extensive and excellent information about the new tax provided to
the public and business firms.
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D. Tax Rates

The standard rate of VAT is determined by Finance Act of each year.
Right now, this rate is 13 percent based on the tax exclusive value of the
goods or services supplied.

E. Threshold
Small suppliers having transactions of up to certain limit aren’t

required to register. The amount determined for that purpose is known as
threshold. The main objective of threshold is to make easy to tax
administrator to administer and to make easy to small supplier in doing
his business. The threshold amount varies from country to country and
time to time. It depends on number of factors like revenue requirement,
administrative capacity, status of the recording system in the economy
etc. In our country Nepal, the present threshold level is Rs 20 lacs for one
year or Rs 2 lacs per month.

Similarly, importers who have commercial import of less than Rs 2
lacs annually or less than 10000 at one time aren’t required to register.

F. Tax credit

This method is also known as the invoice method. Under this method
tax is levied on the total value of sales and taxpayers are permitted to
deduct from their gross tax liability the taxes already paid by their
supplier and passed on to them. Thus in contrast to the subtraction
method, which deducts purchases from sales and levies taxes on the
difference, tax on purchases is subtracted from the tax on sales under the
tax credit method(value added tax act-1995).

The credit method is amost universally preferred at least for the
comprehensive VAT. In fact, it is clearly a necessity if multiple rates are

used. A firm pays based upon its sale value and claims a deduction for the
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VAT paid upon its supplies of goods and services. In this case the tax
paid on inputs, Serves as an important record and not the specific value of
purchases. Thistax isthen credited against taxes due to the sales made by
the enterprises.

G. Tax Refund

Under the Nepalese VAT system, there is a provision for the refund
of VAT. Such situations generally arise in the case of zero rated supplies
such as export business. A VAT registrant can deduct the tax paid (input
tax) in relation to his/her taxable transaction from the tax collected (out
put tax) from his’her sales and if the tax paid on purchases exceeds the
tax collected from sales, he/she can adjust the difference amount in the
tax to be paid in the following month. If the credit cannot be adjusted for
6 consecutive months, there is provision to get refund of exceeded
amount. But an exporter can get an immediate refund of the tax paid on
purchases. The tax administration has adopted a policy to provide refund
within 30 days of the receipt of the refund claim although the time limit
fixed under the law is 60 days. There is aso provision to refund the tax
paid on goods purchased by diplomats and international organizational.
Organizations and on goods brought by projects run under bilateral or
multilateral agreements(Khadka 2002 p126).

2.1.7 Principle of VAT
The principlesfor levying VAT are:

a. Original principle
Under this principle, goods and services produced in a country are
taxed at the place where they are produced or rendered. It implies that

al exports are taxable and all imports are non-taxable. Where there is
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boarder and cross-country trade this principle gives preference to
imported goods and services over domestic production. Countries with
international boundaries prefer not to have this principle while taxing
however, in European community where there is common boarder, this
principle of taxation is gaining advantages. One maor consideration is
not following this principle is of revenue loss. Thus this principle affects
balance of payment of the country negatively specidly for those who

have a poor performance in the world economy.

b. Destination principle

Under this principle, goods and services are not taxed at the place
where they are produced or rendered but taxed at the place where they are
consumed. Alternatively, al imports are not taxed. The main benefit
arising out of this is non discrimination between imported goods and
internal production. Thisisthe most popular from of principle adopted by
a large number of countries. Thus this principle gives support for export.
By following this principle of VAT many countries of the world are
encouraging export. The equal treatment provided for both imports and
domestic production fulfills the criterion of tax being neutral.

In conclusion, destination principle is more appropriate, for a
country having consumption type VAT with the tax credit method.
Specia benefit by destination principle can be attained by those countries
who have open boarder and cross- country trade and less competent in the

open market.

2.1.8. Reason for VAT’s growing attraction in theworld:-
= VAT isbased on the most modern theories.
= It ismoreinformative.

= |t raises considerable revenue and sustains it.
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= Increment of tax payers are also advanced in it.

= Itislesstedious.

= It isfree form cascading effect due to the input tax credit.

= |t iseffective to control price raise and reduce tax evasion dueto its
catch up effect.

2.2 Review of Related Studies

2.2.1 Binguag Hsiung, 1991 to evaluate the VAT in Taiwan which was
in effect since 1986. The study showed the goods result of VAT after
some years of experiences. Theimpact of VAT showed the business tax
revenue increased considerably due to cross checking procedures of
VAT. Adoption of VAT did not cause price fluctuation.

2.2.2 Kwang Cho (1993) analysis and evaluates the VAT experience in
Korea through his paper “Vaue added tax in introduction to effect on the
economy” VAST in the republic of Korea was introduced in 1977 as a
major step of tax reform with the objectives of simplifying tax structure
and its administration, promoting exports and exports and capital
formation. Besides these, introduction of VAT was also supported by the
expectation of higher revenue productivity and maintaining neutrality in
the indirect tax system. A single rate of VAT 10 % was used since the
introduction of VAT and general characteristics remained same as the
VAT adopted by the European countries, Korean VAT was the
consumption type covering all the stages of production and distribution
and the tax credit method was used for computation. Experience showed
good symptoms for the prospects of VAT, as the effects of than the
expectation made by either VAT supporter or opponents. VAT showed a

good impact on investment and encouraged exporters as compared to the
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previous tax system, and there were no major impacts on the increase as
well.

This study concludes that Korean VAT has worked relatively well
and in some cases must better than its designers and taxpayers had
anticipate. As compared to the previous taxes VAT has broadened the tax
base, reduced evasion, increased revenue and eliminated many problems
that were in existence. Further, Korean experience provide proper lessons
for other country to tackle with the problems and issues relating to VAT
implementation including coverage, rate structure, administration, special

taxpayers coordination with direct taxation etc.

2.2.3 Due and Friedlander, Government Finance(1994) evauates the
VAT that in avoiding the adverse consequences of turnover tax and
greater revenue raiser a proper cross audit is possible of the VAT.
Researcher accepted that “the administrative complexity” is the main
visualized problem of VAT in developing countries. However they
conclude that, it is undoubtedly the ideal form of sale tax in many

countries.

2.2.4 Shoup (1969), in an article made an attempt to analyze the structure
of the VAT and different policy issues relating to developing countries. A
VAT covering all economic activities from the earlier stage of farming or
mining right through the retail level is considered comprehensive
consumption is superior. VAT is more revenue productive and serves self
enforcing feature, and its regressively can reduced by providing zero
rated for food and basic essentials. VAT will have favorable effect and it
IS relatively easy to administrative. But it is inflationary because firms
through increase in price must recoup it. In comparison with turnover tax

and retail sales tax, VAT stand in first position but it requires caution in
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Implementation. Although, the choice between turnover tax and VAT
becomes a matter of weighing the pros and cons. Basic accounting and
efficient tax administration are lacking in developing countries, which
create difficulty for the successful implementation of VAT in such

countries.

2.2.5 A report prepared by a high level task force headed by Dahal
(1995) reviewed Nepalese tax system and made some recommendations
for a VAT in Nepal. It has mainly analyzed the magnitude of Nepal’s tax
system and emphasized due to the following reasons:

= It broadens the tax base and hence increases the tax revenue.

= It ismore transparent, elastic and prevents tax evasion.

= It promotes exports.

= |t makes tax system more efficient.
Some basic factors to be considered seriously before implementing VAT
are;

= Priceleve

= Equity

= Small traders

More focus in given for necessary preparation to be undertaken
before implementing VAT and a functional organizational pattern is
recommended in the report.

In Nepalese context, the following things include the process of
VAT implementation.

= Choice of the type of VAT and computation method.

= Determination of structure , exemption and threshold.

= Providing basic information to the public.

= Developing more efficient and proper tax administration.
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= Analysis about the possible effects on different sectors.
In conclusion report recommended VAT as the best alternate to

eliminate the existing weakness of the tax system.

2.2.6 Ghimire (2007) in his dissertation explains that administrative
capacity, organizational structure, audit and inspection system, reward
and punishments, political intervention, selection of skilled and
experienced manpower are needed to improve for effective
implementation of VAT,

Ghimire has given suggestions to implement VAT effectively are
asfollows:

= Administrative power and creditability.

— Taxpayers identification system.

= Registration and educational program.

— Some incentive for small trader.

The existing major problem of VAT implementation in Nepal are
existence of small traders in large proportion, lack of accounting records,
open boarder with India market etc. which create question for the
successful implementation of VAT. The essential perquisite for the
successful implementation of VAT in Nepal are strong administration ,
educational program, technical data base system, combination of various
revenue offices high level VAT implementation team. Co-ordination of
VAT department closed co-ordination between government and the

private sector.

2.2.7 Bista (2008) in his research has concluded “VAT is applicable and
feasible in Nepal” he has focused the need of VAT for Nepal for several
reasons. transparency and avoiding all tax loopholes, VAT helps to the

resource gap by broadening tax base and mobilizing additional resource
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by controlling tax leakage, smuggling, unofficial trade and corruption
through trade and corruption through transparency and account based
cross checking. Positive and favorable effects of VAT on al sectors can
be dliance. Only if government can operates the VAT administration
with effectively and efficiently. The public awareness level relating VAT
and effective administration are essential perquisite in the additional
resources and the rest of the internal resources by boarding the tax base
by checking the existing tax loopholes and it ultimately affects the major
macro variables positively which accelerates the economic growth.
Income inequality, which is one of the mgjor problems of Nepal, can be
reduced through VAT by applying the provisions like threshold,
exemption and zero rating. VAT being account based, invoice based and
record based checks the loopholes such as under valuation no recording
unauthorized trade. Further, VAT serves the vertical equity. EXxisting
sales tax is neglected on severa reasons such as narrow tax based less
elastic, incapable and weak administration, incentive for tax evasion,
corruption and political intervention. In the context, the best alternative
for existing sales tax is VAT with more efficient and capable
administrative efforts.

2.2.8 Laudan (2005) in his dissertation “Analysis the problem and
prospects of VAT in Nepal” concludes that VAT will have effect on
economic growth maor problems associated with the VAT system to
business houses are account keeping and billing. Weakness of VAT
administration are lack of motivation service minded attitude and
dishonesty in VAT officers. VAT system the best and advanced fiscal
tool in theoretical sense couldn’t yielding the expected returns in Nepal

because of the lack of strong and honest tax administration, lack of co-
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ordination between tax collectors and taxpayers, lack of strong political

commitment.

2.2.9 Khadka (1998) in his books entitled “VAT in Nepal” has described
the theoretical background and the development of VAT in Nepal. Being
aresearcher and a VAT advisor, he has spent alot of time in preparatory

work in VAT and has played a significant role in formulation of tax

policy.

2.2.10 Khadka (2004) in his other book entitled “The Nepalese tax
system” he describes tax compliance is very poor in Nepal and different
taxes aren’t being fully paid as per the law. There is lack of transparency
.Both the taxpayers and tax collectors take undue advantage of the

situation. Thereislack of co-ordinate approach and long term strategy.

2.2.11 Thapa (2004) on his dissertation “Resource mobilization through
VAT in Nepal” stated that the main objectives of introducing VAT are:
= Collecting the revenue at low rate.

= Export promotion.

= Evolving clear and transparent accounting system.

= Reduce the economic inefficiency.

= Removing of unfairness of sales tax expanding the tax net.

The average percentage of import before the introduction of VAT
was 75% whereas; the average percentage of exports was 25% only.
Similarly, the average percentage of import was 70.2% and the average
percentage of export was 29.8%. It shows the introduction of VAT in

Nepal improves the inclination of export to some extent of 4.8%.
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2.2.12 Khadka (2008) an article as “Overview of VAT in Nepal”
concludes that VAT in Nepal was introduced as a magjor part of the
overall tax reform program initiated in the yearly 1990’s. A detailed
preparation was made for the implementation encountered various
obstacles due mainly to the political instability and opposition from the
business community. Despite this, the number of VAT registrants and the
VAT revenue collection has been increasing gradually. The
implementation of VAT will broaden the tax base and develop a stable
and reliable source for future revenue generation.

2.2.13 Paudyal (2009) on his dissertation “Effectiveness of VAT”
concludes that VAT would definitely help to increase revenue collection
of Nepal. If implemented properly. The present situation of VAT shows
that the system need for understanding and commitment at the political
level and administration level.

Computer networking system should be established in all the
customs point with department so that related information can be
accessed to al the concerned officids. Internet facilities must be
providing to concern offices for the access of international price.

To improve billing system in the market needs regular supervision,
audits and investigation. Consumer education is required to promote the
use of invoice.

There are certain elements which increase the effectiveness of
VAT. Avallability of clear VAT laws and rules, effective and efficient
administration, honest taxpayer, a good education program, establishment
of proper invoicing mechanism and extension of tax coverage are the
most important factor which obvioudy increase the revenue mobilization
through VAT and effectiveness of VAT can be achieved.
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2.2.14 Bhattrai (2009) “Practicing scenario of VAT system in Nepal”
This study follows analytical and descriptive research design. In his
dissertation he concludes: The business community has bitter experiences
of the years of harassment from the tax administration in the past. The
authority to ascertain the amount tax payable in ashes of violation of rules
was at the discretion of the tax officers to some extent. There has been no
change in the attitude of the staff. The tax administration hasn’t able to
carry out timely verification of necessary documentsin case of export and
undertake audit incase of other taxpayers. There are widespread
complaints regarding the system of tax refund. The long open boarder
between Nepal and Indiais aso a great problem for us. VAT registrants
find it difficult to complete with the smuggled products in the market.

2.2.15 Kandel (2009) on his article “Implementation of VAT in Nepal:
Success or Failure?” Kandel describes nine years have already gone after
the implementation of VAT in Nepal. The time has come to see whether
we have been successful in VAT implementation or not during these
years. Certainty, the magjor basis to evaluate is its contribution to nationa
treasury in terms of revenue.

While gauging the success or fallure of VAT in Nepal, one cannot
clearly say whether it has falled or succeeds. From the point of view
transparency in tax administration, increase in number of taxpayers it is
satisfactory. But, from the point of view of revenue raised by value added
tax itself, it isn’t a success in comparison to the aim envisaged while
introducing it. It was assumed at time of its initiation that it would
become the major revenue source in Nepal providing folds of revenues, in
comparison to than sales tax. The revenue raised today, in comparison to
expectation is negligible. The trend of credit return, deregistration etc. is
also discouraging. Thus the VAT story in Nepa is neither total success
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nor total failure. However, if certain problems related to monitoring,
enforcement threshold, and rate and above all invoicing are solved; there
Ispossibility of emerging the VAT areal success aswell.

The performance of VAT implementation for the past ten years is a
debatable issue. The supporters of vat at the time of its supporters of vat
at the time of its introduction used to say that it is performing well. The
increase in revenue collection and the rise in taxpayers seem quite
satisfactory in a country like Nepal. Had there were peace in the country,
it would have better what the country is experiencing in revenue
mobilization front currently. Instead, the business community and those
opposing VAT at the time of its introduction used to express the views
that it has failed to perform as per the expectations. Some thought that the
VAT as gift box, those who can kindly contribute and those who are
miser don’t. VAT revenue collected by the government is completely gift

amount.

2.3 Research Gap

Thereis only few research works conducted in this topic. But such
VAT related research work hasn’t provided appropriate solution about
effective implementation of VAT system in Nepa. Ruined practicing
scenario was the main problem of VAT system. Researchers have
provided general recommendation only. In this research, researcher has
tried to fulfill such research gap. For better implementation of VAT needs
to specific recommendation. Researcher wants to eliminate research gap
exist in the past and explore for in-depth information, which can be

helpful better implementation of VAT phenomenon.
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CHAPTER-III
RESEARCH METHODOLOGY

This chapter contains a brief description of research design,
population and sample, sources of data, data collection techniques, data

anaysistools and limitation of the methodology

3.1 Resear ch Design

Research design is the plan, structure and strategy of investigation
conceived so as to obtain answers to research questions to control
variance.
This study is based on descriptive analysis of informal collection from

primary and secondary sources.

3.2 Population and Sample

It is very difficult task to study about the universe. In other words,
an individual cannot study about the universe. So for collecting primary
data, 45 sample sizes from Kathmandu is selected. The respondents have
been divided into 3 groups. The following table shows the groups of
various respondents and size of sample

Table3.1
Groups of Respondents and Size of Samples

S.N Group of respondents Samplesize
1. Tax expertd officers 15
Businessmen/ traders 15
3. Consumers 15
Total 45
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3.3 Sources of Data
The necessary data for this study have been collected from

primary as well as secondary sources.

3.3.1 Primary Data

The major instruments used for the collection of primary data was
a scheduled questionnaire. A set of questionnaire was prepared and
distributed to the selected respondents ie. tax experts/officers,

busi nessman/traders and consumers.

3.3.2 Secondary Data
The secondary data have been collected from various sources as
follows:-
= Books, journals, newspapers reports related to VAT.
= Economic Survey and budget speeches of various years.
Various reportsof VAT.
Dissertations related to VAT, Centra library.

=
=

= Publications of IRD department.

— Publications of Nepal Rasta Bank.

— Publications of Central Bureau of Statistics.

= Publications of National Planning Commission.

3.4 Data Collection Techniques

The secondary data were collected from published reports,
publications of different organizations. The primary data were collected
through scheduled questionnaire. In order to get actual and accurate
information the distribution works of the questionnaire was done through

personal field visit.
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3.5 Data Analysis Tools

The data received from primary as well as secondary sources were
firstly tabulated into separate format. After that the tabulated data were
analyzed according to the objectives of this study. For anaysis purpose
the following tools have been used:

= Mean/average anaysis

= Piechart

= Bar diagram

= Percentage

= Tabulation and trend presentation
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CHAPTER- 1V
DATA PRESENTATION AND ANALYSIS

Revenue collection has been one of the challenging jobs for the
developing nations. Negligence in maintaining the book of a/c by the
vendor, lack of government commitment to enforce them to maintain a/c
of their business, late introduction of arise technology in the country,
narrow tax base and low level of tax consciousness among the Nepal ease
citizen are the prominent challenge in revenue collection .

Taxation is one of the key internal sources of total government
revenues. It is also the pillar of the fiscal policy. It contributes more than
70% to total internal resources of revenue. In this situation the tax
structure stands as a mirror of the fiscal policy. For the purpose of this
study tax structure from FY 2001/2002 to 2010/2011 and VAT FY
2001/2002 to 2010/2011 data has been used. Nepali fiscal year starts from
Shrawan 1¥ to Ashadh end (June 15 to July 15).

4.1 Operation of VAT
4.1.1 Registration

Suppliers of taxable goods and services are required to register
under VAT and collecting this tax. In other words, all vendors carrying
on taxable business must be required to register for VAT. However, it is
not necessary for them to register it they deal only with tax exempt goods
and services. Similarly, small vendors having annual turnover below the
registration threshold can register voluntarily. Like other registered
vendors, Small vendors who are registered voluntarily, will be able clam
back input tax paid on their purchases to collect VAT on their sale and to

hold the collected tax until its payment concerned tax offices.



VAT registered vendor is given a registration certificate and a
taxpayer identification number (TPIN), which must be prominently
displayed in the public area of his business. In the case of all other places
of business, Copies of this certificate must be displayed.

4.1.2 Invoicing/Accounting

At registrant is required to issue a tax invoice wherever a
transaction takes place. It is necessary to mention a tax seller's TPIN,
buyer's TPIN when buyer is registered, address of buyers and sellers,
description and price of goods and VAT amount of the invoices. A
minimum of three copies of each invoice must be prepared. First copy
must be issued in sequential numerical order. However, they can prepare
invoices with different serial number for branches or different sectors of a
business with prior approval of VAT administration.

Similarly, VAT registrants are also required to maintain VAT
amount. It is a monthly summary of taxable purchase and sales and tax
paid on purchases and charged on sales.

4.1.3 Return and Payment

VAT registrant is required to complete VAT return and submit it to
the concerned VAT office with in 25 days of the month following the end
of the accounting period. Accounting period is one month for the
compulsory registrants and four months for the voluntary registrants.

On receipt of VAT return the tax officer is required to examine the
return and check for arithmetical accuracy. If this confirms that the
amount shown as payable and four particulars on the returns are
collecting, the return is to be accepted.

Payment of VAT isto be made to the concerned VAT office if the

amount is less than Rs.5000, payment vouchers may be collected at the
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designated bank and submitted to the concerned tax office.

4.1.4 Tax Assessment

VAT is self assessed tax under this system, atax payer determines
his tax liability, file his return to VAT office and pays tax within
stipulated time. However, not all tax payers may file the correct returns,
In such cases, VAT officials have to make tax assessment. Such
assessment may be either computer assessment or management
assessment.

Taxpayer's receive a notice of the processed assessment before
finalizing the assessment and many actions can be taken to recover the
tax. VAT assessment will normally extend back four year from the time
of submission of the return by a tax payer or the due date for the

submission of atax return.

4.2 VAT structure and | mplementation
4.2.1 Revenue Structurein Nepal

Every state is responsible to perform numerous activities for the
betterment of the people in the country. Government needs huge volume
of income to fulfill various types of expenditure. For this purpose the
government collects revenue from different source like grants,
administrative income, business incomes and taxation. Generaly the
government revenue is classified into two categories tax revenue and non
tax revenue and their sum constituted the government revenue. Beside
these sources, government has other sources which are subject to
repayment such as loans and however grants are not compulsorily repaid.
These sources are desirable only to meet the fiscal deficits.

The trends and composition of tax revenue and non tax revenue in

different fiscal years are presented below:-
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Table4.1

Magnitude of Revenue Collection in Nepal

(Rsin million)

Fiscal Total Tax Revenue Non Tax Revenue
year Revenue | Amount | % as Amount | % as
Total Total
Revenue Revenue
2001/02 | 504455 |39330.6 |77.96 111149 | 22.04
2002/03 | 56229.8 |42586.9 | 75.73 136429 | 24.26
2003/04 | 62331.0 |48173 77.28 14158.0 |22.71
2004/05 70122.7 54104.7 77.15 16018.0 22.84
2005/06 | 722819 | 574304 |79.45 148515 | 20.53
2006/07 | 877121 |71126.7 |81.09 16585.4 | 18.91
2007/08 | 1076225 | 851555 |79.12 22467.0 |20.88
2008/09 | 1434745 | 1170519 |81.58 26422.6 | 18.42
2009/10 | 179945.8 | 156294.9 | 86.86 236509 |13.14
2010/11# | 123006.1 | 107031.0 |87.01 15975.1 | 12.99
Average |95317.19 |77828.56 | 81.65 17488.54 | 18.35

Source: Economic Survey, 2010/11, Ministry of Finance (MOF), Nepal

# Provision
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In fiscal year2001/2002, the total revenue was Rs.50445.5 million
in which the share of tax and non tax revenue was 77.96% and 22.04%
respectively. In fiscal year 2009/10,the total revenue was Rs.179945.8
million, which share of tax and non-tax revenue was 86.86% and 13.14%
respectively. Although the contribution of both tax and non tax revenueto
total revenue seem to be growing simultaneously, the dominant roleis tax
revenue. During the study period, contribution of tax revenue has been
increased in percentage term while the contribution of non tax revenue
has decreased due to instability of government and political conflict in the

country.

4.2.2 Tax Revenue Structure of Nepal
Tota tax revenue is composed of direct and indirect tax revenue.
The tax on consumption is known as indirect tax whereas tax on income

and capital is knows as direct tax. Furthermore, land tax, registration fees,
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income taxes, house rent, vehicle etc. are the sources of direct tax and

whereas VAT, custom, sales tax, hotel, entertainment, excise duty,

contract road taxes etc are sources of indirect tax. The contribution of

total tax revenue as the sum of direct and indirect is presented in table,

Table4.2

Structure of Tax Revenue

(Rsin million)

Fiscal Total Tax | Direct Tax Indirect Tax
year Revenue | Amount | % as Total | Amount | % as Total
Tax Tax
Revenue Revenue
2001/02 |39330.6 |10597.5 | 26.94 28733.1 | 73.05
2002/03 | 42587.0 |10102.8 |23.72 32481.2 | 76.27
2003/04 | 48173.0 |11912.6 |24.72 36260.9 | 75.27
2004/05 |54104.7 |13071.8 | 24.16 410329 | 75.83
2005/06 |57430.4 |13968.1 | 24.32 43462.3 | 75.68
2006/07 | 71126.7 | 18980.3 | 26.69 52146.4 | 73.31
2007/08 | 851555 |23087.7 |27.11 62067.8 | 72.89
2008/09 | 117051.9 |34320.7 | 29.32 82731.2 | 70.68
2009/10 |156294.9 |41750.0 | 26.71 114544.9 | 73.29
2010/11# | 107031.0 | 283285 | 26.07 787025 | 73.73
Average | 77828.56 | 20612 |26.48 57216.56 | 73.52

Source: Economic Survey 2010/11, Ministry of Finance (MOF), Nepal
# Provision
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During this study period, the share of direct tax in total tax is
increasing simultaneously from 2001/2002 to 2010/11 but it has
decreased by 1% in F/Y 2010/11 because of Political crisis of Nepal. The
share of indirect taxes of total revenue remains high through out the
study. Through the relative share of direct taxesisincreasing, tax revenue
Is still dominated by indirect taxes. Indirect tax provides arround seventy

percentage revenue of the total tax revenue in Nepal
4.2.3 Magnitude of Direct Tax Revenue

The compositions of direct tax are land revenue, registration, tax on

property and income is shown below:-
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Table4.3
Magnitude of Direct Tax Revenue

(Rsin million)

Fiscal Direct L and Revenue and Tax on property,
Y ear Tax Registration income
Amount | Percentage| Amount | Percentage

2001/02 | 105975 |1131.8 10.67 9465.7 89.32
2002/03 | 108819 |607.8 5.59 10274.1 | 94.41
2003/04 | 11912.6 |1697.5 14.24 10215.1 | 85.77
2004/05 | 13071.8 | 1799.2 13.76 112726 | 86.23
2005/06 |13968.1 |2181.1 15.61 11787.0 | 84.39
2006/07 | 18980.3 | 22535 11.87 16726.8 | 88.13
2007/08 | 23087.7 | 2940.7 12.74 201470 |87.26
2008/09 | 34320.7 |5223.3 15.22 29097.4 | 84.78
2009/10 | 417500 |5511.1 13.20 362389 |86.8
2010/11# | 283285 | 1746.5 6.17 26582.0 |93.83
Average | 20612 2509.25 |12.17 18102.75 | 87.83

Source: Economic Survey 2010/11, Ministry of Finance (MOF), Nepal
# Provision

In fiscal year 2001/2002 the contribution of both components to
direct tax was Rs.1131.8 (10.67) million and 9465.7(89.32%) million
respectively. Similarly in  2009/10, their contribution were
5511.1(13.20%) million and 36238.9(86.8%) million and in F/Y 2010/11
their contribution were 1746.5(6.17%) million and 26582.0(93.83%)
million. During the study period it is found that the proportion of land
revenue went on declining and reached to the lowest percent ie. 5.59% in
FY 2002/03. The collection of land revenue gradually increased but tax
on property income is also increased.
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4.2.4 Magnitude of Indirect Tax Revenue

The composition of indirect tax is custom tax on consumption &

product of goods and services.

Table4.4

Magnitude of Indirect Tax Revenue

(Rsin million)

Fiscal Indirect Land Customs Tax on consumption
Y ear Tax & product of goods
and services
Amount | Percentage | Amount | Percentage

2001/02 | 28733.1 |12658.8 |44.05 16074.3 | 55.94
2002/03 | 332481.2 | 12783.2 | 42.59 172309 |57.41
2003/04 | 36260.9 | 15554.8 |42.89 20705.6 |57.10
2004/05 | 410329 |15701.6 |38.36 25331.3 | 61.73
2005/06 |43462.3 |15344.0 |35.30 28118.3 | 64.7
2006/07 | 52146.4 | 16707.6 |30.04 35438.8 | 67.96
2007/08 | 62067.7 |21062.4 |33.93 41005.3 | 66.07
2008/09 |82731.2 | 267929 |32.39 55938.3 | 67.61
2009/10 |114544.9 | 35150.8 | 30.69 79394.1 | 69.31
2010/11# | 787025 | 23055.7 |29.29 55646.8 | 70.71
Average | 57216.32 | 19626.5 | 34.30 37589.82 | 65.70

Source: Economic Survey 2010/11, Ministry of Finance (MOF), Nepal

# Provision

The components of indirect tax revenue are: Custom duties

(imports, exports, Indian duties and other), tax on consumption and

production of goods and services(industria products, liquor contract,

sales tax/value added tax, entertainment tax, hotel tax, air flight, contract

52



tax, road and bridges maintenance tax and others). Indirect tax provides
around seventy percentage revenue of the total tax revenue in Nepal. In
second part the value added tax plays the vital role to increase an indirect
tax.

4.2.5 Tax/GDP Ratio
The Tax/GDP ratio is shown in table 4.5. The table shows rather
disappointing scenario of Tax/GDP for the study period.
Table4.5
Tax/GDP Ratio

(Rsin million)

Fiscal Year GDP Tax Revenue Tax/GDP
ratio
2001/02 444052 39330.6 0.68
2002/03 473545 42587.0 8.64
2003/04 517994 48173.0 10.14
2004/05 566579 54104.7 10.64
2005/06 630330 57430.4 9.11
2006/07 697364 71126.7 10.20
2007/08 1779442 85155.5 10.93
2008/09 938671 117051.9 12.47
2009/10 1096037 156294.9 14.26
2010/11# 1261210 107031.0 8.49
Average 740522.4 77828.56 10.51

Source: Economic Survey 2010/11, Ministry of Finance (MOF), Nepal

# Provision

However, it has been rising from 9.68% in fiscal year 2001/02 to
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14.26% in 2009/10 but growth is not continuous. Once the growth
reached to 14.26% in F/Y 2009/10 and again started declines & reached
to 8.49% in fiscal year 2010/11, from fiscal year 2009/10.0Once the
Tax/GDP ratio declines and reached to 9.11% in the fiscal year 2005/06
and groth is increased contineously reached to 14.26% in the fiscal year
2009/10and again it declined in curent year 2010/2011(8.49%). This
implies that Tax/GDP ratio seems to be very low and it is marginaly

Increasing.

4.3 VAT Implementation Analysis
4.3.1 Registration
Table4.6
Trend of VAT Registration

(Rsin million)

Fiscal Year No of VAT |Registrants Per centage
Registrants each year I ncrease
2000/01 21093 3146 17.53
2001/02 25149 4056 19.22
2002/03 29872 4723 18.78
2003/04 34174 4302 14.40
2004/05 39776 5602 16.39
2005/06 46831 7055 17.73
2006/07 52965 6134 13.10
2007/08 59775 6810 12.86
2008/09 69653 9878 16.53
2009/10 82433 12780 18.35
Average 46172.1 6448.6 13.97

Sources: Annua Report (2010/11) Inland Revenue Department, Nepal
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The number of VAT registrants has increased consistently in the
last 10 years from 21093 in FY2000/01, to 25149 in FY 2001/02, to
29872 in FY 2002/03, to 34174 in FY 2003/04, to 39776 in FY 2004/05, to
46831 in FY 2005/06, to 52965 in FY 2006/07, to 59775 in FY 2007/08,
to 69653 in FY2008/09 and to 82433 in 2009/10. The growth rate of
registrants is satisfactory. Compromise made by government with
registrants has also helped to increase VAT registrant's number gradually.
There may be potential tax payer still outside from the tax net. According
to questionnaire, the registration process and service provide by tax office
IS not satisfactory.

4.3.2 VAT Revenue Collection

Value Added Tax is the best form of Sales tax, which is neutra
regarding method of production and helpful in generation of more
revenue collection. Because of its broad coverage, neutrdlity,
transparency and fairness VAT will generate more revenue with
distortion. The revenue collection from VAT in different fiscal year is
presented in the table 4.7 below:
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Table4.7
Trendsof VAT Collection

(Rsin million)

Fiscal Year VAT Collection Per centage
Change

2000/01 12048 22.31
2001/02 11948 -0.83
2002/03 13450 12.57
2003/04 14479 7.65

2004/05 18895 30.50
2005/06 21613 14.45
2006/07 26096 20.74
2007/08 29816 14.26
2008/09 39701 33.15
2009/10 54921 83.33

Sources: - Annual report (2010/11), Inland Revenue Department, Nepal.
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In the above table 4.7 VAT revenue was 12048 million in F/Y
2000/01. The next year VAT has decreased and reached of -.83 percent,
which were 11948. Similarly, revenue collection from VAT in fiscal year
2002/03 to 2009/10 are 13450, 14479, 18885, 21613, 26096, 29816,
39701 and 54921 respectively. In fiscal 2001/02 VAT collection was
decrease by 100 million or -0.83%. Fiscal year 2009/10 was increased by
15220 million or 38.34%. The VAT revenueisin increasing trend. It may
be due to increasing trend of registration into VAT. The interview
revealed that the causes of not collecting VAT as expected are economic
slowdown, lengthy accounting system and lack of social recognition to

taxpayer.

4.3.3 Composition of VAT Revenue
VAT Revenue is divided in two domestic and import components
which isindicated in table 4.8.
Table4.8
Division of Total VAT Revenue

(Rsin million)

Fiscal VAT Domestic Imports
Y ear Revenue | products
Amount | percentage| Amount | Percentage

2000/01 | 12048 4745 39.38 7303 60.61
2001/02 | 11948 4608 38.56 7340 61.43
2002/03 | 13450 4802 35.83 8630 64.16
2003/04 | 14479 5604 38.70 8875 61.29
2004/05 | 18895 6624 35.00 12270 65.00
2005/06 | 21613 8150 37.71 13463 62.29
2006/07 | 26096 9631 36.91 16465 63.09
2007/08 | 29816 10808 36.25 19008 63.75
2008/09 | 39701 13919 35.6 25782 64.94
2009/10 | 54921 20380 37.11 34541 62.89
Average |24296.7 | 9829 36.75 15367.7 | 63.25

Sources: - Annua report (2009/10), Inland Revenue Department, Nepal
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Figure4.5
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Almost two —third of VAT revenue is generated from imports and
rest from domestic products. In the Fiscal Year 2000/01, the share of
domestic product products and import product in total VAT revenue was
39.38% and 60.62% respectively, whereas in fiscal year 2001/02 their
share was 38.56% and 61.44% like wise, in fiscal year 2009/10, the share
of domestic products and imports was exactly 37.11% and 62.39%. In the
above trend, total revenue from domestic products of VAT was
increasing condition but import product was increasing condition.
Imports product of VAT was declining condition due to membership of
WTO.

4.3.4 Shareof VAT Revenuein GDP (Gross Domestic Product)
The share of VAT Revenuein GDP is shown in table 4.9
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Table 4.9
Shareof VAT Revenuein GDP

(Rsin million)
Fiscal Year GDP VAT Revenue | % of GDP
2000/01 425454 12048 2.83
2001/02 444052 11948 2.69
2002/03 473545 13450 2.84
2003/04 517994 14479 2.79
2004/05 566579 18895 3.33
2005/06 630330 21613 3.43
2006/07 697364 26096 3.74
2007/08 779442 29816 3.83
2008/09 938671 39701 4.23
2009/10 1096037 54921 5.01
Average 656946.8 24296.7 3.69

Sources: - Annua report (2009/10), Inland Revenue Department, Nepal

Figure 4.6
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Table 4.9 and figure 4.6 shows that on an average the share of
VAT revenue as percentage of GDP was 3.69%
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The share of VAT revenue in total GDP is very low from F/Y
2000/01 to 2009/10. The ratio of the VAT in GDP was not comparatively
increase but it was dightly increasing in ratio of the VAT in GDP. VAT

revenue of Nepal as percentage of GDP is between 2.69% to 5.01% with

no higher fluctuation. Lacks of co-operation from business community

and awareness level of consumer are the main cause of VAT.

435 Shareof VAT in Total Revenue
The share of VAT revenuein total revenueisindicated in table 10

Table 4.10
Shareof VAT in Total Revenue

(Rsin million)

Fiscal Total VAT % of VAT in Total
Y ear Revenue Revenue Revenue

2001/02 50445.5 11948 23.68

2002/03 56229.8 13450 23.92

2003/04 62331 14479 23.23

2004/05 70122.7 18895 26.94

2005/06 72281.9 21613 23.90

2006/07 87712.1 26096 29.75

2007/08 107622.5 29816 27.70

2008/09 143474.5 39701 27.67

2009/10 179945.8 54921 30.52

2010/11 107031 38443 35.92

Average |95317.19 26935.2 28.26

Source: Economic Survey 2010/11, Ministry of Finance (MOF), Nepal

# Provision
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Figure 4.7

Share of VAT in Total Revenue
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Above table 4.10 and figure 4.7 shows that is an average VAT
revenue to total revenueis 28.26%.

The share of VAT revenue is total revenue is almost around
28.26% during the study period and the fiscal year 2010/11 is highest
percentage for the ten year implementation year. Hence, the percentage of
VAT played greater role in total revenue of the government justification
for the implementation of VAT is difficult to explain. The total revenueis
increasing but in F/Y 2010/11, it has decreased its causes may be lack of
co-ordination between business community and government and other it

may be instability of government.

4.3.6 Share of VAT in Total Tax Revenue: The share of VAT revenue

in total tax revenueis shown intable4.11
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Table4.11

Shareof VAT Revenuein Total Tax Revenue

(Rs. in million)

Fiscal Year Total tax VAT % of VAT in
Revenue Revenue Total Tax
2001/02 39330.6 11948 30.38
2002/03 42587.0 13450 32.89
2003/04 48173.0 14479 30.06
2004/05 54104.7 18895 34.90
2005/06 57430.4 21613 37.63
2006/07 71126.7 26096 36.69
2007/08 85155.5 29816 35.01
2008/09 117051.9 39701 33.92
2009/10 156294.9 54921 35.14
2010/11# 107031.0 38443 35.92
Average 77828.56 26935.2 34.61

Source: Economic Survey 2010/11, Ministry of Finance (MOF), Nepal
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In above tabled4.11, VAT revenue contributes 30.38% to 37.63% to
the total tax revenue. VAT revenue to total tax revenue is in increasing
trend from F/Y 2001/02 to 2010/11 and again it starts to decline.

4.3.7 Shareof VAT in Total Indirect Tax Revenue

The share of VAT in total indirect tax revenue is shown in table no 4.12

Table4.12
VAT Revenue percentage of Total Indirect Tax

(Rsin million)

Fiscal Year Total Indirect Tax | VAT % of VAT
Revenue Revenue | Indirect Tax
2001/02 28733.1 11948 41.58
2002/03 32481.2 13450 44.81
2003/04 36260.9 14479 39.93
2004/05 41032.9 18895 46.02
2005/06 43462.3 21613 49.73
2006/07 52146.4 26096 50.04
2007/08 62067.7 29816 48.04
2008/09 82731.2 39701 47.98
2009/10 114544.9 54921 47.95
2010/11# 78702.5 38443 48.84
Average 57216.32 26935.2 47.08

Source: Economic Survey 2010/11, Ministry of Finance (MOF), Nepal
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Figure4.9
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Table 4.12 and pie chart 4.9 shows the share of VAT in total
indirect tax. On an average share of VAT intotal indirect tax is 47.08%.

The share of VAT revenue is amost 47.08% of the total indirect
tax revenue and it isincreasing over time for the study period. VAT share
contributes from 39.93% to 50% of the total indirect tax. It may be
caused on private sector rising in Nepal after accession to WTO.

4.4 Empirical Findings

There have been various empirical studies conducted before and
after the implementation of VAT system in Nepal. It is viewed that this
system hasn't been implemented effectively as expected. Despite the
strong opposition from the business community during the earlier period,
VAT was implemented in its full fledged with the co-operation between
private sector and government. In the earlier period of VAT
implementation, there was lack of skilled and trained man powers,
administrative structure wasn't setup properly. But currently different
informative programs, seminars and meeting were held to make

businessmen, consumers and people known to the VAT. Currently
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business community is also in favor of VAT and further demanding to
identify all the traders having taxable capacity and include into the net. In
such situation an empirical study is done to know the views of persons of
different field on different aspects of VAT.

For the purpose of survey, different questionnaire were prepared to
know the opinion of the various persons of different field including tax
expert/tax officers, businessmen and consumers about various aspects of
VAT.

The sample for this survey is taken only from different fields as given in
the table

Table 4.13
Sample Size of the Field Survey
S.N Respondents Sample Size Per centage
1 Tax Expertg/Officers | 15 33.33
2 Businessmen 15 33.33
3 Consumers 15 33.33
Total 45 100

Source: - Opinion Survey 2012
The results and the interpretation of the survey results have been

presented below:-

4.4.1 Viewson VAT asan appropriate Means of Raising the

Government Revenue

In the context of Nepal where, government expenditure is aways
increasing but the revenue collection is not increasing proportionately as
required to finance the government expenditure. It is just fifteen years of
VAT implementation in Nepal. in the study period the impact of VAT has
not seen properly. Theoretically VAT is the best form of taxable but
practically it depends on the environment provided by the country for its
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Implementation. It is necessary to know whether VAT is an appropriate
means of raising fund or not in the views of its appropriateness regarding
Its revenue collection can be shown in the following table:

Table4.14

Views on VAT as an appropriate Means of Raising the Gover nment

Revenue
Respondents Yes No Total
Number | Percent | Number | Percent

Tax 15 100 - - 15
Experts/Officers

Businessmen 14 93.33 1 6.67 15
Consumers 14 93.33 1 6.67 15
Total 43 95.55 2 4.44 45

Source: - Opinion Survey 2012

In the above table it is observed that aimost al the respondentsie.
95.55 % of respondents agreed that the VAT is an appropriate means of
raising government revenue which include 100 % of Tax experts/Tax
officers, 93.33% businessmen and 93.33 % consumers, whether 4.44%
gave their negative opinion which comprise 6.67% from businessmen,
6.67%from consumers and non from Tax officer and Tax experts. It

showsthat VAT isthe appropriate means of government revenue.

4.4.2 Causeson VAT asan appropriate M eans of Raising
Government Revenue

To see the answer why the VAT is appropriate mean of raising

government revenue, a question asked. The answer given by the

respondents has been presented in table 4.15
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Tabl

e 415

Causeson VAT asan appropriate Means of Raising Gover nment

Revenue
Respon dents Broad overage | Control tax Proper Stopillegal All Total
evasion implementation | trade
number | % number | % number | % number | % number | %

Tax 6 40 4 2667 | 1 6.67 | 3 20 1 16.67 | 15
Expertdofficers

Businessmen 3 23 7 5384 | - 2 1538 | 1 7.6 13
Consumers 4 2857 | 5 3571 | - 3 2142 | 2 14.28 | 14
Total 13 30.95 | 16 3809 |1 228 | 8 19.04 | 4 9.5 42

Source: - Opinion Survey 2012

It is observed that 38.09% respondents viewed that it is appropriate

means to control evasion followed 30.95% due to broad base, 19.04% to

stop illega

trade, 9.5% due to all the reasons and 2.28% for proper

implementation tax system in Nepal.

4.4.3 Views on appropriate means of Raising Gover nment Revenue

To know the opinion of respondents why VAT is not an appropriate

means of raising government, a question was asked, if not, what the

appropriate mean to raise government revenue. The opinion suggested by

the respondents are presented in table 4.16
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Table 4.16

Views on appropriate means of Raising Gover nment Revenue

Respondents Sales tax Contract tax | Entertainment Excise duty Others Total
tax
Number | % Number | % | Number | % Number | % | Number | %
Tax

Expertdofficers

Businessmen 1 50 - - 1 50 - - - - 2
Consumers - - - - 1 100
Total 1 3333 | - - 2 66.67 | - - - - 3

Source: - Opinion Survey 2012

It is observed that those who disagreed that Vat is the appropriate
means of raising of government revenue 33.33% respondents viewed
sales tax is main source of raising government revenue, 66.67% of
respondents viewed the entertainment tax is the main source of raising
government revenue. But no one accepted that contract Tax and Excise
Duty were the main source of government revenue. Thus it is concluded
that neither Sales Tax nor Contract Tax nor Entertainment nor Excise

Duty are the main source of government revenue.

4.4.4 Viewson Billing System

Billing System is the backbone of the VAT system. All the
business has to receive the bills of actual transaction price while
importing and buying of goods and services. The price of the goods and
services with and without VAT has to be mentioned explicitly in the hill.
The business has to pay the amount of difference between tax collected
on sale and tax paid on purchase to the VAT office. He has to pay the
income tax as well as the profit of the transaction. Thus the billing system
plays important role in the field of VAT system. But in Nepal the billing
system has been one of the major problems. So, the question is designed
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to show the comments on billing system of VAT. The outcome of the

field survey is given below:

Table 4.17
Views on Billing System
Respondents Possible Impossible Costly Total
Number | Percent | Number | Percent | Number | Percent

Tax 15 100 - - 15
Expertg/Officers

Businessmen 10 66.67 | - - 5 3333 |15
Consumers 10 66.67 2 13 3 20 15
Total 35 77.78 2 4.4 8 17.78 45

Source: - Opinion Survey 2012

From the empirical survey, it is found that al the tax expert or
officers advocate for the possibility of hilling system. Out of 45
respondent 35 respondents who represent 77.78% replied that issuing bill
Is very much possible but 4.4% said issuing bill isimpossible and 17.78%

replied/viewed it is costly

4.45 Viewson Rising Pricedueto VAT System

In the earlier stage of VAT implementation, there was a strong
opposition from the business community regarding the possibility of rise
In the price of commodities due to VAT system. There was also a voice
from different people on price rising on commodities. Consumers also
complain that businessmen would charge more prices and vailate role of
the VAT. Here, attempt has been made to obtain the information from the
respondents to find out whether VAT would raise the price of the
commodity or not ? The views of the respondents have been presented in
table 4.18
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Table4.18

Viewson Rising Pricedueto VAT System

Respondents Yes No Total
Number | Percent | Number | Percent

Tax 15 100 15

Experts/Officers

Businessmen 6 40 9 60.00 15

Consumers 5 33.33 10 66.67 15

Total 11 24.44 34 75.56 45

Source: - Opinion Survey 2012

It is observed that out of 45 respondents 11 respondents which
represents 24.44% gave their opinion that VAT would increase the price
of commodity whereas 34 respondents which comes to 75.56% showed
their view negatively. It shows that price of the commodity would not
Increase due to implementation of VAT. Among them tax expert
opinioned that VAT would not increase the price of commodity, 40%
Businessmen, and 33.33% consumers however those respondents who
clamed that VAT would not increase the price were 100% Tax
expertg/officers, 60% businessmen and 66.67% consumers argue that
thereisno raisein price dueto VAT system. From the above analysisit is
clear that price of the commodity would not increase because of

implementation of VAT,

446 Causeson PriceRisedueto VAT System

Some respondents argue that price would be raised price due to
VAT system. The causes behind the rise in the price have been presented
table 4.19 below:
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Table 4.19
Causeson Price Risedueto VAT System

Respondents Compliance | High Profit | Non All Total
awar eness

of consumer

No | Percent | No | Percent | No | Percent | No | Percent

Tax - |- - - 1 | 100 - |- 1
Expertg/Officers

Businessmen 1 |16.67 1 |16.67 2 |3333 2 13333 6

Consumers 2 |40 1 20 1 20 1 20 5

Total 3 |25 2 | 16.67 4 |33.33 3 |25 12

Source: - Opinion Survey 2012

It is observed that those, respondents who argued that there isrise
In price due to VAT system, said that non awareness of consumers
33.33%, compliance cost, high profit 25%,16.67% and all the above 25%

are the main reason for increasing price of the commodity.

4.4.7 Opinionson Problemsin the Process of VAT Implementation

The taxpayers and the tax collectors both have to be well known
and conscious about the record keeping and process of VAT system. The
field survey was conducted to know the opinions of different respondents
to explore the problems in the process of VAT collection. The study
showed registration, collection and tax refund were the main problems for
the implementation of VAT.

It is common opinion of the people that there is problem to
implement VAT in Nepal. So to see the answer a question was asked
what kind of problem was observed in the person of VAT implementation
in Nepal. The responses given by the respondents have been presented in
thetable 4.20
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Table 4.20

Opinionson Problemsin the Process of VAT Implementation

Respondents | Registration Collection Refund Other Tot
Numbe | perce | Numb | perce | Numb | perce | Numb | perce | al
r nt er nt er nt er nt

Tax Expertd | 4 26.67 | 9 60 1 6.67 |1 6.67 |15

Officers

Businessmen | 6 40 5 3333 | 3 20 1 6.67 |15

Consumers | 3 20 8 53.33 13.33 | 2 13.33 | 15

Total 13 28.88 | 22 48.88 | 6 1333 | 4 26.67 | 45

Source: - Opinion Survey 2012

It is observed that out of 45 respondents 22 (48.88%) respondents
showed the collection problem followed by registration 28.88%, refund
13.33% and 26.67% others. Respondents who showed the problem in
collection were 60% Tax experts/Tax officers, 33.33% businessmen and
53.33% consumers. Similarly the respondents who showed registration
problem were 26.67% Tax Expertsofficers 40% businessmen and 20%
consumers. Those who showed the refunding problem were 6.67% Tax

experts/officers, 20% businessmen and 13.33%consumers.

4.4.8 Important Factor for the Effectiveness of VAT in Revenue
Collection

Although it has been fifteen year from the implementation of VAT,
however it has not yet secured the expected results. There are many
problems existing in the

Implementation of VAT. It is necessary to identify the existing
problems and efforts to solve them successively to make the VAT more
successful. There are many factors that effect of VAT. They are proper

implementation, broad coverage, tax education, effective and efficient
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administration and clear VAT laws and regulation. In order to know the
most important factor for effectiveness of VAT in Nepal, respondents
were requested to rank their responses on the given choice. The opinion
made on this context has been summarized in the table.

In the course of analysis each rank has given some score with it.1
marks has been given to the most important factor and 6 mark to the least
one. The rank given to each factors has been presented as under.

Table 4.21
Views on the most important factor for the effectiveness of VAT in
revenue collection

To know the important factor to make the VAT effective a question
was asked," what is the most effective factor for the effectivenessof VAT
Iin revenue collection?' The responses provided by the respondents has
been tabulated as under

Source: - Opinion Survey 2012

S. Factor No of Score % Rank
No. Respondents

1 Proper implementation 45 190 20.08 5

2 Broad coverage 45 142 15.01 2

3 Tax education 45 76 8.03 1

4 Effective and efficient 45 181 19.13 4
administration

5 Clear VAT laws and 45 157 16.59 3
Regulation

6 Others 45 200 21.14 6

Total 270 946
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From the above table it is observed that Tax Education is the most
important factor for the effectiveness of VAT in revenue collection. The
other important factors for the effectiveness of VAT were: Tax education,
Broad Coverage, Clear VAT laws and regulation, Effective and efficient
administration, Proper implementation and Others, which were ranked 1,
2, 3, 4,5& 6 respectively

Among the others proper billing system and accounting system,
effective tax audit and effective monitoring and regulating mechanism are

important factors.

4.49 Viewson Major Problems of VAT in Nepal

To achieve the expected result from the VAT, the problem related
to VAT should be settled. First of al, identifications of these problemsis
necessary and then required effective steps should be taken to settle the
problems relating to vat. The major problems may be lack of skilled
administrators/manpower, smuggling trade and under valuation of stock,
improper billing system, tax unconsciousness on the part of Taxpayer and
tax evasion. In order to know the major problems, respondents were
requested to rank their responses on the given choice. The result of
opinion survey on this context has been summarized in the table.

In case of analysis every rank has some score with it .1marks are
given to the most important problem and 6 marks to the least important

problem.
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Table 4.22

Viewson themajor problemsof VAT

S.N | Problems No of | Score | % Rank
respondents

1 Lack of skilled 45 165 |17.04|3
administration

2 Smuggling and Under 45 179 |1849 |4
Valuation

3 Improper billing system | 45 137 14152

4 Tax unconsciousness of | 45 67 692 |1
people

5 Tax evasion 45 203 | 2097 |5

6 others 45 217 |2241|6

Total 270 968 | 100

Source: - Opinion Survey 2012

From the above table it is observed that tax unconsciousness
people on the part of people are the most important factor. Other major
problems observed were improper billing system followed by ranked
Lack of skilled administrators/manpower, Smuggling and under valuation
Tax evasion and others

Among other geographical barriers is the main problem, weak
economic condition and stagnant situation of the country are the notable

creating problem for the implementation of VAT in Nepal ..

4.5 Major Findings of the Study

Value added tax played the most significant role to mobilize the
revenue in Nepal. In Nepal VAT was introduces in fiscal year 1997/98.
Like in any other country, the government of Nepal needs revenue to

fulfill the functions of an independent state. Generating revenue means
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collecting taxes. There are various forms of tax with in the systems.

Among others VAT is most scientific, innovative and powerful tax which

built in quality of universal application for both developed and

developing economics.

On the basis of above anaysis, some important findings have been

drawn and presented as follows:

1.

The registrant of tax payers are gradually increasing from 25149 to
82433 in fisca year 2001/01 to 2009/10. The highest registrants
were 82433 in fiscal year 2009/10.

The indexes of the revenue (VAT) collection for the
implementation year 1997/98 is Rs 7123 and the revenue(VAT)
collection in the FY 2000/01 is 12048, this trend was sowly
increasing. The highest VAT revenue collection was Rs. 54921
million in fiscal year 2009/10.

The share of VAT in total GDP is not significant because the ratio
of VAT to GDP is 3.06% in 2000/01 and the ratio of VAT to GDP
IS 5.01% fiscal year 2009/10. It is low percentage; hence it hasn't
contributed the major share for the GDP enhancement, through the
percentage to VAT in GDP showed an increasing trend over study
period..

The collection of VAT, the comparative study showed that the
revenue collection of goods from the imports is higher than
domestic products. The share of imports and domestic products are
60.61% and 39.38% respectively in fiscal year 2000/01 but the
ratio is gradually changing slowly changed and the share of import
and domestic product reached to 62.89% and 3.11% respectively in
fiscal year 2009/10.
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10.

11.

The collection of VAT revenue in total tax revenueisin increasing
trend and share of VAT in total indirect tax revenue is also
Increasing condition.

From the empirical survey it is found that VAT is an appropriate
mean of raising government revenue. 95.55% respondents viewed
in support of the aspect that VAT is an appropriate mean of raising
government revenue and 4.44% respondents went against the view.
From the study it has found that VAT billing system is possible,
77.78% respondents see the possibility of billing system and 4.4%
take billing system asimpossible and 17.78% take it costly.
75.56% of the total respondents reached to the conclusion that
VAT will not raise price of the commodities but 24.44% claimed
for price increment from VAT.

Opinion survey shows that the main problem in the process of
VAT implementation is tax collection process. 48.88% respondents
take it as amain problem in the process of VAT implementation.
Empirical study shows the most effective factors for the
effectiveness of VAT is the availability of educational programs
relating to VAT. Other factors mainly its proper implementation,
broad coverage; effective and efficient administration and clear
VAT laws and regulations can play the great role for the effective
implementation of VAT,

There are so many problems in the environment which are creating
the obstacle in the effective implementation on VAT. Lack tax
consciousness of people is the main problem. The other problem
are improper billing system, smuggling and undervaluation lack of
skilled administrators/manpower, tax evasion etc.

To achieve the potential benefit from the VAT is should be

effectively implemented. There are many factors which will increase the

77



effectiveness of VAT. The most important factor for the effectiveness of
VAT in revenue contribution is its proper implementation. The other
factors such as tax education, clear VAT laws and regulation and broad
coverage will also increase the effectiveness of VAT in revenue
collection.

According to researcher and interviewed person, many
compromises were made in the principles of VAT due to political
instability and frequent change in economic slowdown. VAT could not be
fully implemented. In our environment where the tax awareness is
minimal, the practice of maintaining tax accounts is neglible or improper,
smuggling and under valuation is rampant and tax |eakages takes place
with negotiations between taxpayer and tax administration it was not easy
implement Vat and the politica instability only aggraded the situation
and made it more complex. Until these trends are resolved, there will not
be significant VAT collection. The key issues of VAT collection have

been eiminate.
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CHAPTER-V
SUMMARY, CONCLUSION & RECOMMENDATION

5.1 Summary

Taxation and economic development are interrelated. Taxation has
an important role in country’s economic development. In recent decades,
many developments around the world have begun to focus their
attentation on reforming their poorly designed defective tax structures as
an integral part of their development efforts.

The Vaue added tax (VAT) is a broad based indirect tax. VAT is
the most recent innovation in the field of taxation. VAT is the most
important tax reform in the 21% century as it has aready been
implemented popularly in more than one hundred-thirty countries. It is a
modern tax system intended when fully implemented to improve the
collection of tax, to increase efficiency and to lesser thetax evasion. VAT
IS multistage commodity and service based tax which is imposed on
goods and service at each stage of production and distribution. It is
imposed only on good and services eat each stage of production and
distribution. It is imposed only on value added amount. VAT is not
perfectly new form of taxation. It is a commodity based refined form of
sales tax.

VAT is the youngest member of sales tax family. Although the
concept of VAT was innovated in the year 1919 by Dr. Wilhelm V.
Siemoms of Germany but after three ands half decades of the evolution of
the concept of VAT, France became the first country to put VAT on
practice. France introduced Vat in 1954 AD. Then after amost al
countries started to take VAT as a best alternative of tax reform process.

Because of its special features such as input tax credit system, based on
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accounting system, less chance of tax evasion, avoidance of cascading
and pyramiding effects, it becomes vary popular tax system throughout
the world. In the context of Nepal, VAT system is completely new system
of taxation. Nepalese governments introduce VAT since Nov 16, 1997.
Before the implementation of VAT, task force was created in September
1993, with the technical assistance from USAID. But, due to the mid term
election 1994, VAT was not implemented as it was suggested by the task
force. Then after another task force was formed and it recommended the
VAT should be introduced. In earlier stage of VAT implementation there
was strong oppositions from the business community about the
implementation of the VAT. But with the follow of time VAT was slowly
accepted by the business community. Nepal has adopted destination
based consumption type VAT with tax credit mechanism extending right
through the retail level. The tax rate is 13% combined with zero on
exports with exemption on specified transaction or goods and services.
The registration threshold is Rs 2 million (Rs 2 Lacks for imports).

VAT islevied on each level of sales from production and import to
distribution of al goods and services except exempt one. But business
persons engaged in the sale of goods and services below specified
threshold level, it is not mandatory for them to register under VAT. The
transaction of tax-exempt goods and services remains outside the purview
of VAT. Those dealing in such transaction do not have to fulfill any
formalities, including registering under VAT. In case of zero rated
suppliers such as export, there is a provision of tax refund of VAT. Such
registrants have to collect VAT at the rate of zero percentage on their
sales and can deduct the tax incurred on their purchase of imports. In this
system, every persons or business firms, which are above threshold limit,
should compulsory be registered in VAT office registered

persons/business firms get credit facility on tax paid, on their purchases.
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Purchases pay VAT to the sellers and sdllers transfer it to government,
deducting g VAT paid on their business purchases.

The first step towards VAT operation is registration of vendor who
IS legal taxpayers. Each and every registered vendor should received and
given the bill while purchasing and selling the goods respectively. Each
VAT registrant should keep records of all tax invoices they issue and
receive, including the serial number and the data of the invoice, the
amount changed and the VAT charged. If a registrant’s output tax
liability is greater than his input tax credit, he required to limit of out put
tax and input tax to the authority with in specified time period. VAT is
self assessed tax. Tax payer determines their tax liability themselves and
pays tax. If a tax payer doesn’t assess is income himself and doesn’t file
his returns within specified time, he is terms to be a non filer. In such
cases, VAT officials may have to make a tax assessment. Penalties are
designed to punish tax payer for their VAT officials and to recoup the
revenue losses due to the mal-function of tax payers.

The main reasons behind the introduction of VAT in Nepal are to
increase revenue mobilization by broadening the tax base to make tax
system natural and efficient to establish afair and transparent tax system
and to promote economic growth.

Since the implementation of VAT, it has been generating
reasonable amount of revenue despite having too many challenges
regarding the implementation of VAT. The tax revenue structure shows
that the share of indirect tax in total tax has continuously declined but the
share of VAT to indirect tax has been increasing with some fluctuation.
VAT contributes more than 40 Percent to indirect tax revenue. Among
the major components of indirect tax, the share of custom duty and excise
duty are in decline tendency except VAT. Although the amount from

VAT revenues has been increasing but it is unable to achieve its potential.
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The reasons behind this are various problems relating its implementation.
But another positive factor is that there isincrement in the tax registrants’
year by year. Although it is the fifteen year of VAT implementation the
problems relating to VAT are yet to be eliminated. Billing system being
the back bone of VAT system, the main problem lies on the proper
invoicing system. Lack of required number of qualified and trained tax
administrations is another problem. Other problems relating to the
effectiveness of VAT are lack of awareness about VAT on different
groups of people, existence of ram pat corruption, smuggling and under
valuation, narrow tax payer and tax collector and between different
department of government, lack of courage to take accountability by
different groups etc.

To avoid above challenges major steps are required to get positive
effective from VAT system. To enhance its revenue collection there is a
need to establish proper accounting and invoicing system. Tax
administrators, tax payers and consumers need to be educated about VAT
system. If we can tackle the challenges relating VAT then there must be

great improvement in revenue collection from VAT,

5.2 Conclusions

Every country of this world wants to get better economic
development. To get the pace of economic development it is essentia to
have sufficient revenue generation, particularly tax revenue plays the
great role for development of nation’s economy. To achieve higher
growth of revenue, every country needs to reform some of its tax system.
In the context of present world VAT is one of the best aternatives of tax
reform process. In the process of tax reform, Nepaese government
adopted VAT by replacing four other tax system i.e. sales tax, hotel tax,

contract tax and adoption of VAT is that is broadens the tax base which
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Increase revenue mobilization, system is transparent and discourage tax
evasion. VAT is the most innovative, scientific and powerful tax with
built in quality of universal application for both developed and
developing economics. Being a developing country facing great shortage
of revenue, Nepal adopted VAT because VAT is revenue buoyant and
highly instrumental for resource mobilization.

VAT eliminates various defects of sales tax by replacing it such as
pyramiding and cascading effects. Other sources of taxation are not able
to get required level of revenue generation. So, implementation of VAT
for Nepal is both a compulsion and necessity. VAT is a broad-based
indirect tax. Nepal has adopted a destination based consumption type
VAT with tax credit mechanism extending right through the retail level.
Being consumption based indirect tax it does not maintain equity norms
but VAT isthe best alternative to get more amount of revenue.

In the Nepalese context the trend of revenue contribution is
fluctuating but the amount has been increasing reasonably. It is only the
fifteenth year of VAT implementation but the revenue collection from
Vat is not that bad. Theoretically VAT is the best alternative to gain high
revenue collection. But practically it depends on its environment where it
exists to get the potential target from VAT the environment relating to
VAT must be as required. It is only the preliminary stage of VAT
implementation in Nepal so the revenue collection from VAT is not as
high. If the government can make the people educated and conscious then
we can remove the minimizing factor regarding the better implementation
of VAT. First of al the system must be effective. There are certain
elements which increase the effectiveness of VAT. Availability of clear
VAT laws and rules, effective and efficient administration, honest tax
payer, a good education programme, establishment of proper invoicing

mechanism and extension of tax coverage are the most important factor

83



which obviously increase the revenue mobilization through VAT and
effectiveness of VAT can be achieved. The government needs to have
that particular mechanism to control and monitor the different practical
aspects relating to VAT. The government needs to be cregtive to take
actions against those who are acting against the proper effectiveness of
VAT.

In conclusion if properly implemented VAT can able to contribute

towards the economic development of any country.

5.3 Recommendations
The implementation of VAT has not devoid the challenge yet. To

establish this tax on a completely successful scale and to make it a part of

the daily of the people requires much bigger efforts than what we have
now.

Nepal has been undergoing through server fisca crises due to
limited sources of revenue and increasing government expenditures. The
trend of ten years (2001/02 to 2010/11) shows revenue expenditure gap.
The country is heading toward debt trap situation. In the wake of such a
crisis Nepal has adopted VAT.

According to interviewed person and researcher, to overcome the
major challenges faced in the implementation of VAT. The following
measure could be adopted.

1. A collection strategy needs to be developed and implemented
effectively in order to collect the increasing amounts of arrear. To
improve billing condition in the market needs regular supervision,
audits and investigation. Consumer education is required to
promote the use of invoice.

2. While the design of the returned system is good, it has not been

implemented properly. It is necessary that the refund procedure be

84



implemented in atimely and proper manner and that both taxpayer
and tax officia be educated on the procedure to prevent any misuse
of the refund procedure.

Awareness program on VAT about value added tax should be
carried out so that consumer may become aware of the tax.
Recently the government has introduced a lottery program to
encourage demanding invoice during purchase. All conscious
citizens should be aert and aware regarding these facts.

The fragile political situation should be ended for economic
development, peace and mandatory

For effective implementation, big responsibilities remain with the
shoulders of tax administration. Therefore the administration has to
implement this tax in the right spirit of VAT. Indepth training must
be provided to tax officials to expertise them in the field of taxation
To establish VAT invoices in the form of a campaign, college
students could be hired and mobilized. This could provide the
student part-time employment and also enhance publicity. It would
be appropriate to mobilize such students to find out the status and
presences of VAT in the market. If group of students are placed in
busy market places, it creates psychological pressure on the
vendors to issue invoices. Similarly, they could be aso used to
collect information on various issues of VAT.

To make VAT effective and transparent, unnoticed inspection on
the road of goods being transported from time to time would
discourage incorrect business transaction. Unreal business
transaction should be banned to promote real business.

It is essential to widen the base of the domestic commodity tax

system and increase revenue mobilization. The VAT administration
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10.

11.

should expand audit and investigation activities in order to identify
and remove artificial credit.

To make VAT effective, it is essentia to create an environment in
which invoices are issued properly, accounts are maintain
accurately, tax is based on transaction, there is acceptance of the
taxpayer correct accounts and a fair competition among
industrialists and businessmen should be established.

The proper co-ordinations among various Government departments
involved in revenue collection must be maintained.

Computer networking system should be established in all the
customs point with department so that related information can be
accessed to al the concerned officers for the access of international
price.

VAT would definitely help to increase revenue collection of Nepal,

If implemented properly. The present situation of VAT shows that the

system need for understanding and commitment at the political level and
administration level.
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ANNEX -1

I nterview schedule

“A study on contribution of Value added tax in tax revenue in Nepal”

Questionnaire
Respondent’s Details:-
Name Profession
Sex Address

Please provide your opinion on VAT. Number one is for the most

important rank and the last number for the least important rank.

1. Areyou familiar with VAT?
aYes b. No

2. Do you take the VAT as on appropriate mean of raising the
government revenue?
aYes b. No

3. If yes, why?
a. Broad coverage b. Control Tax evasion c. Proper implementation
d. Stop illegal trade e. All the above

4. If not, what are the appropriate mean?
a. Salestax b. Contract tax c. Entertainment tax d. Excise

duty e.if any others (please specify)....................
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5. What is your view about billing system?
a. possible b. Impossible c. Costly

6. Will pricerise dueto VAT system?
aYes b. No

7. If yes, how it raise the price?

a. Compliance cost  b. High profit c. Non awareness of
consumers

d. All the above

8. If not, why?

a. Billing system b. Tax education c. Control the tax evasion

d. Clear vat law and regulation e. All the above

9. What kind of problem has risen in the process of VAT implementation
in Nepal?

a. Registration b. Collection c. Tax refund

d. If any others (please specify)..........ccocoveinine,

10. What is the most important factor for the effectiveness of VAT in
revenue collection? (Answer on 1 to 6 measurement scale)

a. Proper implementation 1

b. Broad coverage ]

c. Tax education ]

d. Effective and efficient administration 1]

e. Clear VAT laws and regulations —

f. If any others (please specify) ................ ...
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11. What are the major problems of VAT in Nepal? (Answer on 1 to 6

]

measurement scale)

a. Lack of skill manpower —
b. Smuggling on under valuation

c. Improper billing system [ 1]

d. Tax unconsciousness of people ]

e. Tax evasion ]

f. If any others (please specify)................ -

12. Do you think that VAT will be more effective in the future?
aYes b. No

Thank you very much for providing your valuable time and suggestion.
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ANNEX - 11

List of VAT exempt goods and services

1. Basic agricultural products

a) Paddy, rice, wheat, maize, barley, millet, pulses, flour, and similar
unprocessed food materials.

b) Green and fresh vegetables, fresh fruits, fresh eggs and similar
products (except used in hotels, restaurants, bars, guest houses,
cafeteria and other similar organizations).

¢) Unprocessed cereals, (such as sugarcane, tealeaf, tobacco, cotton,
cardamom, jute, oilseeds, and soybean).

d) Herbs.

2. Goods of basic needs.

a) Unprocessed edible ail.

b) Piped water, including water supplied by tankers.

¢) Fuel wood and coal.

d) Kerosene.

e) Salt.

3. Liveanimals and animal products.

a) He goat, sheep, yak, he buffalo, bore, pigs, rabbit, and smilar other
animals; their fresh mil, and uncooked/unprocessed varieties.

b) Cows, she buffalo and she goat.

¢) Ducks, hens, cocks, turkey and similar other/birds and other fresh
meat, eggs and similar uncooked varieties.

d) Fresh or dried fish (other than packed).

4. Agricultural inputs.

a) Seeds of any platslisted in group I.

b) Manure, fertilizer and soil conditioners agriculture hand Implements.

) Pesticides made mainly for use of crops.
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d) Agriculture equipment, including tractors.

e) Birds and animal feed.

5. Medicine, medical and similar health services.

a) Media or surgical services provided by government institutions.

b) Human blood and products derived from human blood.

¢) Human or animal organs or tissue for medical research.

d) The supply of services by persons on the register of veterinary
surgeons and veterinary doctors.

e) The supply of goods made for and suitable only for the use of disabled
persons.

f) X-ray film and oxygen gas to be used for treatment.

g) Raw materials purchased or imported by the drug industries to the
extent approved by the department of drug management.

6. Education

a) The provision of research in aschool or university.

b) The provision, otherwise that for profit, of professional or vocational
training or refresher training.

¢) The provision of education in a school or university and supply of
goods made in connection with such services.

7. Books, Newspaper etc.

a) Books, newspaper, newdl etter and periodicals.

b) Newsprint.

8. Artistic and cultural goods and services, carrying services.

a) Painting, handicrafts, carving and related services.

b) Cultural program.

¢) Admission to libraries, archeology, museums, zoos and botanical
gardens.

9. Personal or professional services.
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Air transport, on-tourist passenger transportation: except cable car
and goods carrier except transportation related to supply.
10. Personnd or professional service.
(Personnel services rendered by artists, sportsmen, authors, writers,
designers, trandators and interpreters institutionally or individualy).
11. Other goods or services.
I. Postal services (provided by HMG only).
a) The service of conveyance of |etters, money and postal packets by the
post office.
b) The supply by the post office of any service in connection with the
conveyance of letters money and postal packets.
¢) Postage stamps.
Ii. Financial and insurance services.
lii. Bank notes, and cheque books.
a) The printing and issue of bank notes.
b) The supply of bank notes from outside the kingdom of Nepa to the
kingdom of Nepal.
¢) Cheque book.
Iv. Gold and silver.
a) Gold, gold coins and gold ornaments.
b) Silver and silver coins (other than ornaments and goods made or
silver).
v. Electricity.
vi. Raw tool.
vii. Battery operated tempo, their chassis and battery.
viii. Biogas, solar power and wind power operated power generation plant
and their main parts on the recommendation of the alternative energy
center.

IX. Aero plane, helicopter, fire brigade and ambulance.
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X. Jute goods.
xi. Industrial machinery included in section 84 of customers’ tariff and
subject to 5% tariff.
xii. Woolen carpet & woolen carpet weaving, dying, washing, knitting.
xiii. Aluminum, cooper, scrape, circle, plate and utensils.
xiv. Cotton sadi, lungi, dhoti, gamcha.
xv. Cotton yarn.
xvi. Woolen yarn to be used in hand knitting sweater (except artificial &
acrylic) domestically.
xvii. Donated goods received for calamities or philanthropic purpose
approved by Ministry of finance.
12. Land and building.
Purchase and rent of land and building (except the rental service
provided by hotels, guesthouses or similar organization).
13. Betting, Casino, Lotteries.
a) The provision of any facilities for the placing of bets or the playing of
games of chance.
b) Lottery.
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