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Abstract 

The conducted field survey shows there are many problems on this field. Level of 

awareness of the accountant and businessperson paying VAT is at low level on some 

provision of VAT Act. Their knowledge is very important so that proper use and 

implementation of VAT system can be ensured. Likewise, revenue administration has 

various issues that can be improved with good attitude of people. For example, making 

tax payer friendly environment at tax office and giving enough respect to the tax payer 

can improve the image of tax officer also. The reasons are poor planning, unaccountable 

staffs, weak and corrupt bureaucracy etc. corruption is widely spreading in political as 

well as administration from top level to bottom level of authority. People are less literate 

about theoretical concept of VAT, so they cannot play creative support for the implement 

of VAT. It is necessary for the taxpayers to know that the VAT with its benefit. Different 

education programs, seminars etc. should be organized for taxpayers as well as general 

public in all over the country with the objectives of aware them about VAT which helps 

to bring more and more tax payers in the tax circumference. The internal revenue is 

sometimes in sufficient even to meet regular expenditure and most of the development 

activities depend on foreign aids where Nepal has been compelled to harmonize the 

donor. The major problems of domestic resource mobilization are poor utilization of the 

poor natural resource base, small and stagnant industrial sector, poor economic growth 

and inadequate tax effort etc. So, in this context, revenue generation from internal sources 

is very important in which income tax is one of the major sources and it is considered as a 

good remedy to cure growing resource gap problem in Nepal. Income tax was introduced 

in the FY 1959/60 and the percentage of income tax to the government revenue is in 

increasing trend at present but it is not regarded as satisfactory in comparison to other 

developing countries. Due to the various problems related to income tax, revenue 

collection from income tax is low in Nepal. It is thought that Nepalese income tax is not 

appropriate enough and the administration is worse. 
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INTRODUCTION 

1.1 Background of the Study 

Every government requires sufficient funds to execute development plans, manage daily 

administration, ensure peace and security, and support public welfare activities. These 

funds primarily come from two sources: debt and revenue. Debt can be sourced 

domestically or internationally. Domestic debt refers to borrowing within the country, 

while foreign debt comes from international sources. On the other hand, government 

revenue comes from two main categories: tax and non-tax sources. Non-tax revenues 

include income from gifts, grants, earnings from public enterprises, and administrative 

revenues like registration fees, fines, and penalties. Tax revenues, such as customs duties, 

excise duties, VAT, and income tax, constitute a significant portion of government 

income in Nepal. Taxation alone contributes approximately eighty percent of the 

government's revenue, highlighting its crucial role as the primary income source 

(Bhattarai & Koirala, 2064:1). 

The background of the study on the VAT (Value Added Tax) system analysis in Nepal 

encompasses several key factors and contexts that influence the understanding and 

implementation of VAT within the country.VAT was introduced in Nepal as part of 

broader tax reforms to modernize the tax system and enhance revenue collection 

capabilities. The VAT system replaced the previous Sales Tax system and aimed to 

broaden the tax base while ensuring equitable taxation across various economic activities. 

Understanding the legal framework surrounding VAT in Nepal involves examining the 

VAT Act and related regulations. This includes provisions related to registration, filing 

returns, input tax credits, exemptions, and compliance requirements. The effectiveness 

and clarity of these legal provisions are crucial for both taxpayers and tax 

administrators.The study would likely address the challenges faced in the implementation 

of the VAT system. These challenges may include inadequate awareness and 

understanding among taxpayers and tax administrators, administrative inefficiencies, 

compliance issues, and difficulties in enforcement. 

It is crucial to assess the impact of VAT on businesses and the wider economy by 

examining its effects on prices, consumer behavior, competitiveness, economic growth, 



 
 

and revenue generation. This evaluation aims to determine whether VAT has successfully 

met its economic objectives and contributed positively to fiscal sustainability. 

Additionally, it involves analyzing the administrative framework and capabilities of tax 

authorities tasked with VAT collection and enforcement. This includes evaluating their 

effectiveness in taxpayer education, audit and enforcement strategies, IT infrastructure, 

and overall efficiency in managing VAT-related issues. 

Studying public perception and awareness of VAT is crucial as it directly influences 

compliance rates. It involves understanding how taxpayers perceive VAT, their 

knowledge of their rights and responsibilities, and their satisfaction with VAT 

administration. This understanding helps identify areas needing improvement. 

Comparative analysis with VAT systems in other countries, especially within the region 

or among developing nations, provides insights into best practices, challenges, and 

potential reforms that could enhance Nepal's VAT system. Based on these findings, the 

study typically concludes with policy recommendations aimed at addressing identified 

challenges, improving VAT administration, boosting compliance, and maximizing 

revenue collection. The goal is to ensure fairness and efficiency in the tax system. 

Taxation entails compulsory financial contributions from individuals and businesses to 

the government as stipulated by law. Taxpayers do not receive direct benefits 

corresponding to their tax payments; instead, these funds are utilized by the government 

for public welfare and developmental initiatives. Effective taxation plays a crucial role in 

promoting economic stability and growth. Therefore, tax systems should encourage 

investment while discouraging excessive spending, thereby improving revenue collection 

and promoting equity in society by reallocating resources from less productive to more 

productive sectors. 

Taxation is generally classified into two main categories: direct and indirect taxes. 

Income tax, a notable form of direct tax, contributes substantially to government revenue. 

It is imposed on individuals' earnings derived from diverse sources such as business 

profits, investments, and employment wages. Income tax is regarded as fair because it 

correlates with the taxpayer's income level—higher earnings incur greater tax liabilities. 



 
 

Value Added Tax (VAT) stands out as a significant indirect tax applied to the value 

added to goods and services at every stage of their production and distribution. The 

primary objective of VAT is to simplify tax collection processes, enhance operational 

efficiency, and mitigate instances of tax evasion. In Nepal, VAT holds pivotal importance 

as a fundamental component of the tax system. Nepal's economy is largely dependent on 

agriculture and tourism, with tourism being a crucial contributor to foreign exchange 

earnings. However, these sectors alone are insufficient to meet the country's 

developmental requirements, primarily due to Nepal's broader economic 

underdevelopment. Key factors contributing to this include limited natural resources, its 

landlocked geographic position, inadequate modernization of institutions, weak 

infrastructure, and ineffective developmental policies. 

As a developing nation, Nepal confronts considerable hurdles in mobilizing adequate 

domestic resources for funding its development projects. This shortfall necessitates a 

heavy dependence on foreign aid to finance its developmental expenditures. External 

assistance, comprising grants and loans, forms a significant portion of Nepal's 

development budget. 

Despite implementing planned economic policies over several decades, Nepal has faced 

challenges in achieving its development objectives as outlined in successive five-year 

plans. These plans aimed to bolster economic output, employment rates, infrastructure 

development, stability, industrial expansion, commercial growth, international trade, and 

the establishment of robust public institutions. Socially, the plans aimed for 

advancements in health, education, and equitable income distribution. However, resource 

allocation frequently did not align with these priorities, necessitating significant reliance 

on foreign assistance for plan implementation. 

In conclusion, while Nepal's government plays a crucial role in infrastructure 

development, social services, and poverty alleviation, the country's limited resource 

mobilization capacity necessitates substantial foreign aid dependency for development 

initiatives. Achieving sustainable economic development requires addressing these 

challenges through improved domestic revenue generation, effective resource allocation, 

and strategic policy reforms tailored to Nepal's unique economic and social landscape. 



 
 

Nepal's economic performance in recent years has been below expectations, with an 

average growth rate of around 4 percent over the last decade. This is notably lower 

compared to neighboring countries that have experienced much higher growth rates. 

Political instability has emerged as a major obstacle, preventing Nepal from achieving its 

desired economic potential. Furthermore, challenges such as ongoing concerns about 

peace and security, inadequate infrastructure particularly in electricity supply, and 

strained labor relations have compounded these economic difficulties. These persistent 

issues collectively present significant hurdles to Nepal's economic advancement, 

impeding efforts to attain more robust and sustainable growth rates (Economic Survey 

2021/2022). 

In Nepal, Value Added Tax (VAT) was introduced on November 16, 1997, replacing the 

Sales Tax, Hotel Tax, Contract Tax, and Entertainment Tax. However, due to political 

instability and strong opposition from the business community, its full implementation 

was delayed until the fiscal year 1998/99. VAT was designed to generate equivalent 

revenues as the four taxes it replaced. Its effective implementation is crucial as both 

customs duties and income tax collections are significantly influenced by VAT revenues. 

VAT functions by taxing the estimated market value added to a product or material at 

each stage of its production or distribution, ultimately borne by the consumer. Since its 

introduction, VAT has played a pivotal role in enhancing tax collection efficiency in 

Nepal, marking a significant milestone in the country's tax reform efforts. 

Taxation can be implemented through either direct taxes or indirect taxes. Direct taxes 

are levied directly on individuals or entities by the government. Examples include 

Income tax, Property tax, Interest tax, Estate tax, Vehicle tax, Expenditure tax, and Gift 

tax. These taxes are borne directly by the taxpayer upon whom they are imposed. 

In contrast, indirect taxes are imposed on one entity but the burden may be passed on to 

others, either partially or entirely. Examples of indirect taxes include Sales tax, Hotel tax, 

Excise duty, Entertainment tax, Passenger tax, Import and Export duties, and Value 

Added Tax (VAT). VAT, as indicated by its name, is imposed at different stages of sales 

based on the value added to goods and services. It is a contemporary and systematic tax 

system aimed at enhancing tax collection efficiency and minimizing tax evasion. 



 
 

Ultimately, the final burden of VAT is borne by consumers who purchase goods and 

utilize services. 

VAT is considered a progressive tax reform system of the 21st century and has been 

widely adopted in over 135 countries worldwide. Its implementation contributes 

significantly to modernizing tax systems and enhancing revenue collection capabilities 

globally. The concept of Value Added Tax (VAT) originated with Dr. Wilhelm Von 

Siemens in Germany in 1919. Further development of VAT occurred in Japan in 1949 

under the guidance of Prof. Carl Shoup during a tax mission. Initially, VAT remained a 

theoretical concept until it gained practical consideration in the early 1950s as a 

replacement for the multi-stage sales tax known as "Umsatzsteuer," which was criticized 

for issues like cascading and vertical integration effects. Germany initially hesitated to 

implement VAT due to concerns about administrative complexity. Instead, they reduced 

the rate of Umsatzsteuer in 1953.  

In the early 1920s, Prof. Thomas S. Adams in the United States advocated for replacing 

the current tax system with a Value Added Tax (VAT), coinciding with the introduction 

of corporate income tax. France took the lead by implementing VAT in 1954, initially 

targeting the industrial sector. Throughout the late 1960s, VAT gained increasing 

popularity and has since been embraced worldwide as a contemporary and effective tax 

mechanism. Countries such as Denmark and Brazil adopted VAT in 1967, drawn by its 

capacity to reduce tax cascading and enhance tax administration efficiency. 

France, pioneering the implementation of VAT, expanded its application to include retail 

for the first time, while Germany followed suit in the same year. By 1969, Netherlands 

and Sweden had also adopted VAT, with Luxembourg, Belgium, and Ireland following in 

1970, 1971, and 1973 respectively. In Asia, Vietnam became the first country to adopt 

this advanced tax system in 1973. The global popularity of VAT continued to grow, with 

South Korea, China, Indonesia, and Taiwan introducing VAT in 1977, 1984, 1985, and 

1986 respectively. The Philippines followed suit in 1988, Japan in 1989, Thailand in 

1992, and Singapore in 1994. 

In the SAARC region, Pakistan led the way by adopting Value Added Tax (VAT) in 

1990. India initially introduced Modified Value Added Tax (MODVAT) in 1996, but 



 
 

fully transitioned to VAT as a replacement for sales tax nationwide on January 4, 2005. 

Although some states initially hesitated due to political reasons, most, including 

significant states like Andhra Pradesh and Maharashtra, eventually adopted VAT. Each 

state in India has the autonomy to determine its own VAT rates under the framework 

established by an Empowered Committee. 

Nepal initiated its exploration of VAT in the early 1990s, aiming to shift from a two-tier 

sales tax system to a VAT framework starting from the fiscal year 1992/93. To facilitate 

this transition, a VAT task force was established in 1993 with support from USAID to 

develop VAT legislation. The Nepalese Parliament subsequently passed the Value Added 

Tax Act in 1995 (2052 BS), with VAT regulations finalized by 1996. However, due to 

political instability and opposition from the business community, its implementation was 

delayed until November 16, 1997. VAT in Nepal replaced several previous taxes, 

including sales tax, hotel tax, contract tax, and entertainment tax. 

Initially set at 10 percent, Nepal increased its VAT rate to 13 percent starting from 

February 15, 2004, in response to fiscal challenges and the necessity for enhanced 

revenue collection through an efficient tax mechanism. VAT in Nepal operates as a 

consumption-based tax, applied up to the retail level with a focus on destination. The 

system incorporates provisions for input tax credits and includes exemptions for specific 

goods and services, such as agricultural products. Unlike approaches in some other 

countries, Nepal has chosen to implement a single VAT rate system to streamline 

administration for taxpayers and tax authorities, aiming for effective compliance and 

implementation. 

1.2 Problem Statement  

Nepal is acknowledged as one of the world's poorest and least developed nations, 

characterized by low per-capita income and over one-third of its population living below 

the poverty line. The country encounters substantial challenges in achieving economic 

development and prosperity, amplified by its heavy dependence on foreign aid and 

internal fiscal inefficiencies. In response to these challenges and to enhance revenue 

generation, the government has adopted Value Added Tax (VAT) as a modern tax 

system. 



 
 

The Value Added Tax (VAT) system in Nepal is integral to the country's fiscal strategy, 

aimed at boosting revenue generation and fostering economic stability. Despite its 

implementation, Nepal faces several challenges and intricacies that necessitate a thorough 

examination. Evaluating the effectiveness of VAT involves assessing its impact on 

businesses, consumer behavior, price stability, and overall economic growth. 

Additionally, it is crucial to analyze the administrative capabilities of tax authorities in 

VAT collection, enforcement, and taxpayer education. Understanding public perception 

and compliance levels towards VAT is essential for identifying areas needing 

improvement. Comparative studies with VAT systems in neighboring and similar 

developing countries can offer valuable insights into best practices and potential reforms. 

Ultimately, this analysis aims to provide policy recommendations to optimize Nepal's 

VAT system, ensuring it contributes effectively to fiscal sustainability and economic 

development. 

In Nepal, the VAT system plays a critical role in bolstering government revenue and 

managing economic affairs, thereby supporting fiscal stability and promoting overall 

economic growth. However, persistent challenges such as compliance issues in the 

informal sector and inflationary pressures need to be addressed. Continuous efforts are 

necessary to streamline VAT administration, enhance taxpayer education, and adjust 

strategies to align with the dynamic economic landscape. 

In conclusion, while VAT represents a significant revenue stream for Nepal, ongoing 

reforms and strategic adjustments are vital to maximize its effectiveness and ensure it 

contributes optimally to national development objectives. This study aims to address the 

following key questions: 

a) How does VAT contribute to the total government revenue and income tax revenue? 

b) Is there any relationship between the relationships between Dependent variables i.e. 

Total Revenue And Independent variables i.e. Tax revenue, Non tax Revenue, Direct 

tax, Indirect Tax and Total VAT collection? 

c) What is the impact of Dependent variable i.e. Total Revenue on Independent 

variables i.e. Tax revenue, Non tax Revenue, Direct tax, Indirect Tax, Total VAT 

collection? 

 



 
 

1.3 Objective of the Study 

As indicated by its title, this study aims to analyze the practical implementation of VAT 

within the Nepalese context. The primary goal is to examine various issues 

concerning VAT and offer actionable suggestions. The specific objectives of the 

study include: 

A) To assess the contribution of VAT on total government revenue and income tax 

revenue. 

B) To examine the relationship between Dependent variables i.e. Total Revenue 

     And Independent variables i.e. Tax revenue, Non tax Revenue, Direct tax, Indirect 

Tax and Total VAT collection  

c) To analyze the impact of Dependent variable i.e. Total Revenue on Independent 

variables i.e. Tax revenue, Non tax Revenue, Direct tax, Indirect Tax and Total VAT 

collection. 

1.4 Rationale of the Study  

The study of the Value Added Tax (VAT) system in Nepal is crucial for several 

compelling reasons. Firstly, VAT serves as a fundamental component of Nepal's fiscal 

policy, playing a significant role in revenue generation for the government. 

Understanding its practical implementation and effectiveness in collecting taxes is 

essential to ensure fiscal sustainability and economic stability. Secondly, analyzing the 

VAT system provides insights into its impact on economic activities, prices, and 

consumer behavior. This evaluation helps in assessing its role in promoting or hindering 

economic growth and development.  

Thirdly, studying the VAT system in Nepal involves examining administrative challenges 

such as compliance issues, enforcement capabilities, and taxpayer education. Identifying 

these challenges can lead to recommendations for improving administrative efficiency 

and effectiveness. Furthermore, conducting a comparative analysis with VAT systems in 

neighboring and similar developing countries allows for benchmarking and learning from 

best practices and successful reforms implemented elsewhere. 

 

Moreover, the study aims to provide evidence-based policy recommendations tailored to 

Nepal's specific economic context. These recommendations can include reforms to 



 
 

enhance compliance, streamline administrative processes, and adapt VAT strategies to 

address emerging economic dynamics. Ultimately, the study seeks to contribute to the 

optimization of Nepal's VAT system, ensuring it aligns with national development goals 

of economic growth, poverty reduction, and sustainable development. 

 

1.5 Limitations of the Study 

The Limitations of the study are as follows: 

 The study focuses solely on corporate tax analysis, excluding other direct and indirect 

taxes like customs duty, excise duty, VAT, and property tax. 

 Due to a specific deadline, the research covers data from only 2012/013 to 2021/022, 

limiting the depth of analysis. 

 The literature on VAT is insufficient and dispersed, hindering a comprehensive 

understanding. 

 Primary data collection is restricted to the Kathmandu Valley, offering insights 

primarily from a metropolitan area. 

 Executives often avoided filling out questionnaires or left some questions 

unanswered, impacting the depth of analysis. 

 The study's results heavily rely on both primary data from respondents and the 

reliability of secondary data, which may vary. 

 

 

 

 

  



 
 

CHAPTER-II 

REVIEW OF LITERATURE 

2.1 Conceptual Review  

Before the implementation of Value Added Tax (VAT), sales tax played a significant role 

in Nepal's economy. While some form of sales tax had been collected since as early as 

1965, its contribution to the GDP never exceeded 3%. However, over time, sales tax grew 

in importance as a revenue source for the government, eventually contributing over 20% 

of total revenue collected. In terms of tax revenue alone, sales tax accounted for more 

than a quarter of the total taxes collected. As part of indirect taxes, its contribution 

exceeded one-third of total tax revenue. Initially overlooked, sales tax gained prominence 

later when the government's overall tax revenue efforts remained below 11% of GDP. 

Despite its increasing significance, the growth of sales tax revenue was constrained by 

structural issues in revenue collection, including challenges related to tax cascading and 

vertical integration. These issues hindered the potential for rapid growth in sales tax 

revenue, highlighting the complexities in Nepal's fiscal landscape prior to the 

introduction of VAT. 

Before the introduction of Value Added Tax (VAT), Nepal had already begun 

incorporating indirect taxes into its revenue system starting in the late 1950s. 

Government revenue primarily relied on sources such as land revenue, customs duties, 

and excise duties for several decades. Income tax and business profit tax were introduced 

for the first time in the fiscal year 1959-60 AD. The initial formalization of indirect 

taxation began with the government's finance bill of 1965 (2022 B.S), which introduced a 

retail-level sales tax set at 2% on a wide range of goods and services. Initially, this tax 

was implemented without a formal procedural law and was announced solely through the 

government budget. Subsequently, the Sales Tax Act of 1966 was enacted, formalizing 

the administration and regulation of sales tax in Nepal. This legislative step represented a 

significant evolution in Nepal's tax system, laying the groundwork for further 

advancements, including the eventual adoption of VAT. 

 

 



 
 

2.1.1 Introduction of Value Added Tax (VAT) 

Value Added Tax (VAT) is a consumption tax applied to goods and services at each stage 

of their production and distribution cycle, based on the value added at each stage. Unlike 

traditional sales taxes that are only imposed on the final sale to the consumer, VAT is 

levied on the incremental value added by businesses throughout the supply chain. 

Businesses are responsible for collecting VAT on their sales and remitting it to the 

government. The tax amount is typically calculated as the difference between the selling 

price of the product or service and the cost of materials and services used to produce it. 

One of the key features of VAT is its input-output mechanism: businesses can deduct the 

VAT they have paid on their purchases (input VAT) from the VAT they charge on their 

sales (output VAT). This ensures that VAT is ultimately borne by the final consumer. 

VAT rates can vary across countries and often include exemptions or reduced rates for 

specific goods and services deemed essential or deserving of preferential treatment. 

The VAT system is highly valued for its efficiency in generating government revenue, as 

it minimizes tax cascading effects (taxes on taxes) that can occur with traditional sales 

taxes. It also promotes transparency in tax collection and administration, making it harder 

for businesses to evade taxes compared to other tax systems. Globally, VAT has been 

widely adopted by many countries and plays a crucial role in their fiscal policies, 

contributing significantly to their revenue streams and aiding in effective economic 

management. 

2.1.2 Meaning of VAT 

Value Added Tax (VAT) marks a significant evolution from Nepal's previous tax 

systems, such as sales tax, by offering a more sophisticated and efficient method for 

revenue collection. Introduced on November 16, 1997, VAT replaced multiple existing 

taxes including sales tax, hotel tax, contract tax, and entertainment tax. This shift aimed 

to address longstanding issues associated with previous tax structures, particularly 

concerning tax cascading and administrative complexities. 

Before VAT, Nepal had experimented with indirect taxes, including a basic retail-level 

sales tax from the mid-1960s. However, these early tax measures lacked comprehensive 



 
 

procedural laws and formal administrative frameworks. The formal adoption of VAT in 

Nepal followed meticulous planning and legislative efforts, facilitated by the 

establishment of a dedicated VAT task force in 1993. This task force played a pivotal role 

in drafting the necessary legislation and laying the groundwork for VAT implementation. 

VAT is designed primarily as a tax on consumption, aligning with international norms 

where exports (goods and services consumed abroad) are typically exempt from VAT or 

subject to VAT refund mechanisms to avoid taxing the same product or service multiple 

times throughout its production and distribution cycle. This approach not only aims to 

streamline tax administration but also enhances transparency and compliance, thereby 

supporting Nepal's broader fiscal objectives. 

Despite facing initial challenges such as political instability and opposition from business 

sectors, Nepal successfully implemented Value Added Tax (VAT) with a unified rate of 

10%. Since its inception, VAT has adapted to economic changes and emerged as a 

significant contributor to government revenue. As a consumption-based tax, VAT is 

applied at each stage of production and distribution, ensuring that the final burden falls 

on the end consumer. This systematic approach not only enhances the efficiency of 

revenue collection but also brings Nepal's tax system in line with international standards, 

which in turn supports economic growth and ensures fiscal stability. According to 

Khadka (2000), VAT in Nepal has replaced various taxes previously levied on the sale of 

goods and services, such as sales tax, hotel tax, contract tax, and entertainment tax, 

streamlining the tax regime and improving administrative effectiveness. 

Value Added Tax (VAT) distinguishes itself from traditional taxes by its mechanism of 

providing input tax credits, which effectively prevent tax cascading and reduce the tax 

burden on consumers. This feature is crucial in discouraging tax evasion and maintaining 

price stability, thus supporting economic growth. In Nepal, VAT is recognized as a 

modern and scientifically designed tax system that reflects contemporary economic 

dynamics, including liberalization, privatization, and globalization. 

 



 
 

VAT integrates seamlessly with open economy principles and market-driven economies, 

enhancing transparency and promoting self-regulation within the tax system. As noted by 

IRD & VAT Project (2001), the VAT system in Nepal is an improved and reformed 

version of the conventional sales tax, addressing various shortcomings associated with 

the previous tax regime. By replacing multiple taxes like sales tax and others, VAT 

streamlines the tax structure, improves administrative efficiency, and aligns with 

international standards, thereby contributing positively to Nepal's fiscal framework and 

economic development goals. 

Value Added Tax (VAT) in Nepal signifies a progressive and sophisticated approach to 

taxation, designed to overcome the shortcomings of previous tax systems while fostering 

sustainable economic development. Its introduction reflects Nepal's dedication to 

modernizing fiscal policies and aligning with global economic standards, ensuring 

effective revenue mobilization and fair distribution of tax burdens. 

VAT's implementation in Nepal addresses key deficiencies observed in older tax regimes, 

particularly in terms of preventing tax cascading and reducing opportunities for tax 

evasion. Unlike traditional sales tax systems, VAT permits businesses to deduct the VAT 

they have paid on their inputs (input tax credit), thereby mitigating the accumulation of 

taxes at different stages of production and distribution. This feature not only promotes 

transparency and fairness but also helps maintain price stability in the market, which is 

essential for economic growth. 

As highlighted by Adhikari (2012), VAT's ability to allow input tax credits contrasts 

sharply with sales tax systems that lack such provisions, leading to cascading tax effects 

and higher risks of tax evasion. By incentivizing compliance and streamlining tax 

administration, VAT supports Nepal's broader economic goals by creating a more 

conducive environment for business operations and investment. 

Overall, VAT in Nepal represents a significant step towards enhancing fiscal efficiency 

and supporting sustainable economic growth, reflecting the country's commitment to 

modernizing its tax policies in line with global best practices. 

  



 
 

2.1.3 Development of VAT in Nepal 

The introduction of Value Added Tax (VAT) in Nepal marks a significant advancement 

in the country's fiscal policy framework, aimed at modernizing tax administration, 

improving revenue collection efficiency, and promoting economic stability. VAT was 

formally implemented in Nepal on November 16, 1997, replacing a range of previous 

indirect taxes such as sales tax, hotel tax, contract tax, and entertainment tax. This 

transition was motivated by the need to address longstanding issues like tax cascading, 

where taxes were applied repeatedly at different stages of production and distribution, 

resulting in increased costs for consumers and inefficiencies in generating revenue. 

Before Value Added Tax (VAT) was introduced, Nepal's tax system predominantly relied 

on basic forms of indirect taxation, notably a retail-level sales tax that was initiated in the 

mid-1960s. These early tax measures operated without comprehensive procedural laws or 

formal administrative frameworks, resulting in inconsistencies and difficulties in 

collecting revenue effectively. Recognizing the shortcomings of these outdated tax 

structures, Nepal undertook a deliberate effort to transition towards VAT implementation. 

This transition was supported by thorough planning and preparation efforts aimed at 

modernizing the tax system to enhance efficiency and effectiveness in revenue collection. 

The journey towards implementing Value Added Tax (VAT) in Nepal commenced with 

the formation of a dedicated VAT Task Force in 1993, supported by technical assistance 

from international organizations such as USAID. This task force was instrumental in 

drafting comprehensive VAT legislation and establishing the necessary administrative 

procedures. These included taxpayer registration processes, filing mechanisms, and 

protocols for audits and enforcement. 

Despite encountering initial challenges such as political instability and opposition from 

vested interests within the business community, Nepal successfully rolled out VAT with 

a standardized rate of 10%, applied uniformly across all sectors of the economy. This 

implementation marked a significant milestone in Nepal's fiscal reform efforts, aiming to 

streamline tax administration, enhance revenue collection efficiency, and align with 

international best practices in taxation. 



 
 

The Value Added Tax (VAT) system has undergone substantial evolution since its 

inception, marking a global shift towards more efficient and equitable taxation practices. 

Originating in France during the 1950s, VAT was introduced to address the deficiencies 

of traditional sales tax systems, particularly in combating tax cascading—where taxes are 

levied repeatedly on the same product throughout its production and distribution stages. 

Initially applied within the industrial sector, VAT gained momentum across Europe and 

internationally due to its capacity to streamline tax collection processes, reduce economic 

distortions, and bolster government revenue generation. 

Central to VAT is its application at each stage of the production and distribution chain. 

Businesses levy VAT on the value they add to goods and services, deducting the VAT 

already paid on their inputs. This mechanism ensures that the final burden of taxation 

rests with the end consumer, promoting fairness and alleviating the overall tax burden 

compared to conventional sales taxes. 

The implementation of VAT typically necessitates comprehensive legislative reforms and 

administrative adjustments. This includes establishing frameworks for taxpayer 

registration, compliance monitoring, and audit procedures. International organizations 

often provide technical assistance to aid countries in transitioning to VAT, facilitating the 

development of robust tax administration systems. 

Despite its advantages, the introduction of VAT can encounter challenges such as initial 

resistance from stakeholders, administrative complexities, and the imperative for 

extensive taxpayer education. Nevertheless, many countries have successfully integrated 

VAT into their fiscal policies over time, tailoring it to fit national economic contexts 

while contributing to sustainable economic growth and fiscal stability. 

In conclusion, the evolution of the VAT system represents a significant milestone in 

global tax policy. It enables countries to modernize their tax frameworks, enhance the 

efficiency of revenue collection, and foster economic development, all while ensuring a 

more equitable distribution of tax burdens across society. 

Since its introduction on November 16, 1997, Value Added Tax (VAT) has held a crucial 

role in Nepal's tax system. However, in the fiscal year 2012/013 budget speech, the 

government highlighted the importance of strengthening VAT implementation further. 



 
 

Effective strategies typically involve expanding the tax base while considering reductions 

in tax rates to stimulate compliance and economic growth. In contrast, the government 

chose to raise the VAT rate to 13%, which some view as a less than ideal approach to 

achieving comprehensive VAT implementation in Nepal. This decision underscores the 

necessity for a more nuanced and strategic plan to optimize VAT administration and 

efficacy within the country. 

2.1.4 Types of VAT 

There are three main variants of Value Added Tax (VAT), namely Product Type VAT 

(P-VAT), Income Type VAT (I-VAT), and Consumption Type VAT (C-VAT), each 

characterized by distinct approaches to taxation and methods of calculating the tax base. 

A. Product Type VAT (P-VAT): 

P-VAT taxes all expenditures within the Gross Domestic Product (GDP) framework, 

excluding only government wage expenditures. Under the origin principle, P-VAT taxes 

exports (which originate domestically) but excludes imports (as their value originates 

abroad). Thus, the base of P-VAT can be described as encompassing all domestic 

expenditures, except for government wages. 

Base of P-VAT = GDP - Gw= C + I + Gc+ (x - m) 

B. Income Type VAT (I-VAT): 

I-VAT excludes depreciation from its base calculation. It taxes the net investment 

expenditure rather than the gross, reflecting the economy's aggregate expenditure on 

capital goods adjusted for depreciation: 

Base of I-VAT = GDP - Gw- D = C + (I - D) + Gc+ (x - m) 

C. Consumption Type VAT (C-VAT): 

C-VAT, considered the most superior form of VAT, excludes gross investment 

expenditure entirely from its base. It focuses solely on consumption expenditures, 

aligning with the destination principle of taxation, which relieves exports from VAT: 

Base  of C-VAT = GDP - Gw- I = C + Gc+ (x - m) 

 



 
 

The Consumption Type VAT is preferred for several reasons: 

- It does not affect investment decisions since it does not tax investment expenditures. 

- It simplifies tax administration by not requiring differentiation between intermediate 

and capital goods. 

- It aligns with the destination principle, beneficial for foreign trade as exports are exempt 

from VAT. Nepal has adopted the Consumption Type VAT, recognizing its advantages 

and aligning its tax system with international practices. 

In international practice, Value Added Tax (VAT) systems can vary based on their 

structure and implementation approach. Here are the main types of VAT commonly 

observed: 

1.Destination Principle VAT (Consumption-Type VAT): 

   This is the most widely adopted form of VAT globally. Under this system VAT is 

imposed at each stage of production and distribution, but the tax burden ultimately falls 

on the final consumer.Exports are zero-rated or exempted, ensuring they are not subject 

to VAT to maintain competitiveness in international markets.Imports are typically subject 

to VAT at the same rate as domestic goods, promoting neutrality and fair competition. 

The base of taxation is consumption expenditure, reflecting the value added at each stage 

of production and distribution. 

2. Origin Principle VAT (Product-Type VAT): 

 This variant of VAT taxes goods and services based on their origin rather than their 

destination.It taxes goods and services at the point of production or origin, including 

exports. Imports are exempted or taxed minimally to avoid double taxation. The base of 

taxation includes all domestic sales and imports, but excludes exports to prevent taxation 

on foreign consumption. 

3. Income Type VAT (I-VAT): 

 Income Type VAT is less common but exists in some forms, particularly in academic 

discussions and theoretical models.It excludes capital goods and sometimes excludes 

investment expenditures from the tax base. This variant aims to tax final consumption 



 
 

more directly by focusing on income-related transactions rather than value added at each 

stage of production. 

4. Sectoral VAT: Some countries implement VAT systems that vary by sector or 

industry, applying different rates or rules depending on the type of goods or services. 

This approach can be used to incentivize certain sectors or discourage consumption of 

specific goods. It may complicate administration but can be tailored to address sector-

specific economic goals or challenges. 

5. Dual VAT: In some countries, particularly those with federal structures or complex tax 

environments, dual VAT systems may exist. These systems apply different VAT rates or 

rules at federal and state levels, allowing for regional variations in taxation. The aim is to 

balance national tax policy with regional economic conditions and priorities. 

In general, Consumption-Type VAT is the most widely adopted model globally, valued 

for its simplicity, neutrality, and efficiency in generating revenue. However, variations 

such as Product-Type VAT, Income-Type VAT, and sector-specific approaches highlight 

the flexibility of VAT systems in addressing diverse economic and administrative 

requirements across different countries. 

2.1.5 Methods of Computation of VAT 

The computation of VAT (Value Added Tax) can be approached through different 

methods, each tailored to suit specific economic considerations and administrative 

capacities. Here are the main methods of computing VAT: 

1. Tax Credit Method (Invoice Method): 

 Description: Under this method, VAT is levied on the value added at each stage of 

production and distribution. Businesses charge VAT on their sales (output VAT) and 

deduct the VAT paid on their purchases (input VAT) from other businesses. The 

difference between output VAT and input VAT is remitted to the tax authority. 

Calculation: The tax revenue (T) is calculated as: 

T = t.SV - t.CPI. where, 

 

 

 



 
 

2. Subtraction Method: 

Description: The Subtraction Method for calculating VAT operates similarly to the Tax 

Credit Method in that it assesses VAT based on the value added at each stage of 

production and distribution. However, unlike the Tax Credit Method which relies on 

explicitly stated VAT amounts on invoices, the Subtraction Method does not require 

VAT to be separately itemized. Instead, VAT under this method is computed as a 

percentage of the difference between total sales (which include embedded VAT) and total 

purchases (also including embedded VAT). This approach simplifies the administrative 

burden on businesses by focusing on the net value added rather than detailed invoicing of 

VAT amounts at each transaction stage. 

Calculation: The tax revenue (T) is calculated as: T = t (SV - CPI) 

3. Addition Method: 

Description: The Addition Method involves adding the VAT amount to the value of 

goods or services at each stage of production and distribution. Unlike the Tax Credit and 

Subtraction Methods, where VAT is deducted or calculated based on input VAT, the 

Addition Method simply adds a predetermined VAT percentage to the sales price at each 

stage. 

4. Sector-Specific Methods: 

In some cases, especially in specific sectors or for certain types of transactions, countries 

may adopt sector-specific methods to compute VAT. These methods may include 

variations in how VAT is applied, exemptions, or special rules based on the nature of the 

goods or services involved. Each method of computing VAT has its own implications for 

tax administration, compliance, and economic impact. The choice of method often 

depends on factors such as administrative capability, economic structure, and policy 

objectives aimed at promoting transparency, efficiency, and revenue collection while 

minimizing tax evasion. 

2.1.6 Principles of VAT 

The principle of Value Added Tax (VAT) revolves around taxing the value added at each 

stage of production and distribution of goods and services. VAT is designed as a 

consumption tax where the ultimate burden falls on the final consumer, but it is collected 



 
 

incrementally at each stage of the supply chain. Here are the key principles that underpin 

VAT: 

1. Taxation at Each Stage: VAT is imposed on the value added to goods and services at 

each stage of their production and distribution. This means that every seller in the supply 

chain charges VAT on their sales (output VAT) and can deduct the VAT they have 

already paid on purchases (input VAT). The result is that VAT is paid only on the value 

added at each stage, rather than on the total value of the product. 

2.Consumption-Based Tax: VAT is fundamentally a tax on consumption. Unlike direct 

taxes such as income tax, which are based on individuals' ability to pay, VAT is applied 

to consumption expenditures. The final burden of the tax falls on the end consumer who 

purchases the goods or services. 

3.Uniformity and Standardization:VAT systems typically aim for uniformity and 

standardization in tax rates and procedures across different sectors and regions within a 

country. This simplifies compliance for businesses and ensures fairness in the tax system. 

4. Neutrality: VAT is designed to be neutral with respect to the decisions of businesses 

and consumers. It should not distort economic choices such as investment or 

consumption patterns. By taxing all final consumption equally, regardless of how goods 

and services are produced or distributed, VAT promotes economic efficiency. 

5. Transparency and Self-Policing: VAT systems are structured to be transparent and 

self-policing. Businesses are required to document their transactions thoroughly, 

including VAT paid on purchases and charged on sales. This documentation allows tax 

authorities to verify compliance easily and reduces the opportunity for tax evasion. 

6. Border Adjustments: VAT systems often include provisions for border adjustments, 

particularly when goods are exported or imported. Exports are typically zero-rated (i.e., 

taxed at 0%), while imports are subject to VAT at the point of entry. This ensures that 

goods are not subject to double taxation and supports international trade competitiveness. 

7.Destination Principle: Many VAT systems operate under the destination principle, 

where VAT is levied based on the destination or location of consumption rather than the 

origin of goods or services. This principle aligns VAT with consumption and economic 

activity within a country. 



 
 

8. Revenue Efficiency: VAT is recognized for its efficiency in revenue generation. It 

provides a stable and predictable source of government revenue, contributing to fiscal 

sustainability and funding public services and infrastructure. 

Overall, the principle of VAT is to create a broad-based, efficient, and fair tax system that 

supports economic growth while ensuring equitable distribution of the tax burden among 

consumers and businesses involved in the production and consumption of goods and 

services. 

2.1.7 History and Development of VAT 

The history and development of Value Added Tax (VAT) trace back to the mid-20th 

century, marking a pivotal evolution in modern taxation systems globally. VAT 

originated in France in 1954 as a response to the shortcomings of traditional sales taxes 

prevalent at that time. Sales taxes often resulted in tax cascading, where taxes were 

applied at each stage of production without accounting for taxes already paid in earlier 

stages. This inefficiency led to higher costs for consumers and administrative 

complexities for businesses. 

VAT was conceptualized as a more efficient taxation method that would address these 

challenges. It aimed to tax only the value added by each business in the production and 

distribution chain. This meant that businesses would charge VAT on their sales to 

customers but could deduct the VAT they had paid on their inputs (input VAT). As a 

result, VAT ensured that taxes were levied only on the value added at each stage, from 

raw materials to the final product, thereby eliminating the cascading effect and reducing 

the overall tax burden on consumers. 

The adoption of VAT gradually gained momentum beyond France, spreading across 

Europe and eventually to other parts of the world. Its appeal lay in its ability to streamline 

tax collection, minimize economic distortions, and improve revenue generation for 

governments. Over time, variations of VAT emerged to suit different economic and 

administrative contexts, cementing its status as a cornerstone of modern tax systems 

worldwide. 

France's pioneering implementation of Value Added Tax (VAT) in 1954 set a precedent 

that influenced many European countries to adopt VAT during the late 1960s and early 



 
 

1970s. This adoption was driven by VAT's ability to address issues associated with 

traditional sales taxes, such as tax cascading. The European Economic Community 

(EEC), precursor to the European Union (EU), played a crucial role in harmonizing VAT 

systems among its member states, which facilitated its widespread adoption across 

Europe. 

Beyond Europe, VAT gained traction in other parts of the world. In Canada, the federal 

Goods and Services Tax (GST) was introduced in 1991, and subsequently, several 

provinces merged it with their provincial sales taxes to create the Harmonized Sales Tax 

(HST). This move aimed to streamline tax administration and reduce compliance costs 

for businesses operating across different jurisdictions within Canada. 

In Asia, countries like Japan and South Korea implemented VAT systems in the 1980s 

and 1990s as part of broader efforts to modernize their tax frameworks and improve 

revenue collection efficiency. VAT's adoption in these regions underscores its role as a 

preferred tax mechanism for enhancing fiscal stability and supporting economic growth 

through more efficient and equitable taxation.In the SAARC region, Pakistan led the way 

by adopting Value Added Tax (VAT) in 1990. Following Pakistan's initiative, India 

introduced a modified version called Modified Value Added Tax (MODVAT) in 1996. 

However, India fully replaced its sales tax with a comprehensive VAT system nationwide 

only on January 4, 2005. This transition was facilitated by the Empowered Committee 

established by the Government of India, which laid down the foundational framework for 

uniform VAT laws across different states. Despite this uniform framework, India's 

federal structure allows individual states the autonomy to set their own VAT rates and 

regulations within their respective jurisdictions. The complete rollout of VAT across 

India commenced on April 1, 2005, marking a significant milestone in harmonizing tax 

practices nationwide. 

Globally, VAT has gained widespread acceptance and has been implemented by 

approximately 130 countries. Its adoption underscores its effectiveness in modernizing 

tax systems, enhancing revenue generation, and reducing tax cascading effects prevalent 

in traditional sales tax systems. 

 



 
 

2.1.8 Reduction of Tax Liabilities 

In least developed countries such as Nepal, indirect taxes are pivotal for revenue 

generation, with Value Added Tax (VAT) standing out as a significant innovation since 

the latter half of the twentieth century. VAT supersedes traditional sales taxes by 

adopting a comprehensive approach that encompasses the value added at every stage of 

production and distribution. This modern tax framework aims to bolster revenue 

collection efficiency while minimizing opportunities for tax evasion. In Nepal, VAT 

plays a foundational role within the income tax system, contributing to its overall 

effectiveness in supporting fiscal stability and economic development efforts. 

VAT plays a critical role in Nepal's efforts to mobilize revenue by enhancing 

transparency in transactions and discouraging tax evasion across various sectors. The 

system ensures that taxes are applied at each stage of value addition to raw materials, 

allowing businesses to claim credits for taxes paid during earlier procurement stages. 

This mechanism effectively prevents the issue of double taxation on goods and services. 

Experience from tax reforms in developing countries underscores VAT as the preferred 

choice and a vital component of fiscal reform initiatives. Its implementation is relatively 

straightforward in developing nations and serves as a crucial tool for generating internal 

resources. Importantly, VAT imposes minimal or no additional burden on economic 

activities compared to other tax systems, thereby supporting sustainable economic 

development goals. 

VAT not only enables efficient revenue collection and administration but also aligns with 

the developmental aspirations of underdeveloped countries. Its adoption is integral to 

broader efforts aimed at achieving economic growth through optimized tax systems and 

fostering financial stability. 

 

2.2 Empirical Review  

The studies by Lambert (2022), Shoup (2021), Olabisi (2020), Abedisi and Ojara (2018), 

Alizadeha and Motallabi (2016), and Khan and Shadab (2013) collectively shed light on 

various aspects of taxation, particularly focusing on Value Added Tax (VAT) and its 

implications across different contexts. 



 
 

Lambert (2022) emphasizes the foundational principles of taxation, advocating for 

simplicity, fairness, and longevity in tax systems. He discusses the Cost of Service 

theory, which posits that those benefiting from government services should collectively 

share the costs through taxation, highlighting the disproportionate impact of consumption 

taxes on low-income earners. 

Shoup (2021) provides a historical perspective on VAT, tracing its development from 

traditional turnover and sales taxes to its adoption as a more efficient consumption-based 

tax system. He discusses VAT's application under different economic principles 

(destination vs. origin) and its effectiveness in replacing earlier tax regimes, aiming to 

minimize tax cascading and enhance revenue collection. 

Olabisi (2020) focuses on tax evasion and avoidance in Lagos State, Nigeria, highlighting 

their detrimental effects on government revenue. His study underscores the importance of 

public awareness and effective utilization of tax revenues to deter individuals from 

engaging in these practices. 

Abedisi and Ojara (2018) delve into the impact of tax avoidance and evasion on personal 

income tax administration in Nigeria. They explore how higher tax rates can incentivize 

tax avoidance and evasion, leading to suboptimal performance in tax collection. Their 

findings underscore the need for effective tax administration and public trust in tax 

systems. 

Alizadeha and Motallabi (2016) investigate VAT's influence on government expenditures 

in Iran, focusing on current and construction expenditures relative to GDP. They find a 

positive relationship between VAT and both types of expenditures, suggesting that VAT 

primarily boosts construction expenditures compared to current expenditures as a 

proportion of GDP. 

Khan and Shadab (2013) examine the implementation and impact of VAT in India 

following its introduction in 2005, replacing traditional sales taxes across states. Their 

study evaluates VAT's revenue generation, buoyancy, and administrative efficiency, 

offering insights into its role in enhancing fiscal management and efficiency at the state 

level. 



 
 

These studies collectively highlight Value Added Tax (VAT) as a crucial element of 

contemporary tax frameworks, impacting revenue generation, expenditure allocations, 

and broader fiscal governance across varied economic environments. Each study provides 

unique perspectives on VAT's development, its operational effectiveness, and the 

challenges it faces within different regional and economic settings. Collectively, they 

enhance our understanding of VAT's evolution as well as its pivotal role in shaping 

modern tax policies worldwide. 

 

2. 3 Review Nepalese Context 

Dhakal (2012) authored a comprehensive book titled "Income Tax and House and 

Compound Tax Law Practice," which covers income tax regulations in Nepal along with 

discussions on house and compound taxes and Value Added Tax (VAT). 

K.C. (2014) wrote "Tax Laws and Tax Planning: Theory and Practice," focusing on 

topics such as business income inclusion and exclusion, rules for deductible income, and 

fundamental timing and accounting issues in tax planning. 

Mallik (2013) published "Nepalko Adhunik Aaykar Pranali," analyzing Nepal's Income 

Tax Act of 2058 with examples. The book emphasizes the development of income tax 

laws, the significance of the income tax system, new provisions under the Act, 

computation of income tax, deductions, tax administration, documentation, and tax 

collection. 

Adhikari (2011) authored "Value Added Tax in Nepal: Theory and Practice," exploring 

the theoretical aspects of VAT, including its historical background, objectives, merits, 

and demerits. It also delves into Nepal's VAT implementation, tax administration system, 

legal provisions, and the Value Added Tax Rules of 1996 and 1997. 

Kandel (2016) wrote "Tax Laws and Tax Planning," covering key features of the Income 

Tax Act, different heads of income under the Act, provisions related to depreciation, tax 

planning strategies, corporate tax planning, capital structure, and Value Added Tax in 

Nepal. 

Thapa (2016) conducted a study on the effectiveness of Value Added Tax (VAT) in 

Nepal, analyzing VAT's contribution to total government revenue, trends in VAT 



 
 

collection, effectiveness of VAT administration, registration processes, location 

strategies, and staff behaviors in tax offices. 

Poudel (2017) studied the role of Value Added Tax (VAT) in tax revenue generation in 

Nepal, discussing both theoretical and practical aspects of VAT, focusing on its impact 

on tax revenue generation and structural issues within Nepal's tax system. 

Timsina (2019) presented on "Tax Elasticity and Buoyancy in Nepal," exploring tax 

elasticity and buoyancy concepts in Nepal's tax system, examining responsiveness to 

changes in import values and income tax growth. 

Koirala (2021) conducted a study titled "Performance of Value Added Tax System in 

Nepal: A Model-Based Descriptive Analysis," evaluating Nepal's VAT policy outcomes 

over nearly 24 years. Using econometric modeling and descriptive analysis, the study 

assessed VAT revenue trends, highlighting factors such as import growth, private 

consumption levels, and the impact of a new VAT withholding system on revenue 

generation. 

These studies collectively provide insights into the theoretical underpinnings, practical 

implications, and performance evaluations of tax systems in Nepal, particularly focusing 

on income tax laws, VAT, tax planning strategies, revenue generation dynamics, and the 

administrative effectiveness of tax policies. 

2.4 Research Gap 

The concept of Value Added Tax (VAT) represents a departure from traditional sales tax 

systems by aiming to levy taxes on the value added at each stage of production and 

distribution of goods and services, encompassing stages such as importation, 

manufacturing, wholesale, and retail. Adopted by both developing and developed 

countries, VAT serves multiple purposes: establishing a stable revenue source, 

broadening the tax base, fostering economic growth, addressing macroeconomic 

challenges, modernizing the tax system, and enhancing transparency in Nepal's fiscal 

regime. In Nepal, consumers, businesses, and industrial communities generally support 

VAT due to its transparency and accountability benefits, making it a significant 

contributor to government revenue alongside other indirect taxes. 

Despite its potential advantages, the effectiveness of VAT in Nepal hinges on successful 

implementation, an area where the country faces several challenges due to its status as a 



 
 

developing nation. These implementation challenges critically impact VAT's success. 

Key issues include inadequate infrastructure, limited awareness among accountants and 

business owners regarding VAT provisions, negative attitudes among tax officials, and a 

lack of accountability in government and political spheres. Field surveys highlight 

widespread issues such as poor planning, unaccountable personnel, and bureaucratic 

weaknesses, which undermine efforts to implement VAT. Corruption, prevalent across 

political and administrative levels, further complicates matters, contributing to 

suboptimal outcomes. 

Addressing these challenges necessitates comprehensive reforms aimed at enhancing 

taxpayer awareness, improving administrative practices, fostering a more supportive 

environment for taxpayers, and effectively combating corruption. Educating taxpayers 

about the theoretical foundations and benefits of VAT is crucial to gaining their support 

and cooperation. Ultimately, overcoming these obstacles is essential for maximizing 

VAT's potential as a revenue generator and ensuring its positive impact on Nepal's 

economic development and governance. 

 

  



 
 

CHAPTER-III 

RESEARCH METHODOLOGY 

Research methodologies for studying Value Added Tax (VAT) typically involve a blend 

of quantitative and qualitative approaches to comprehensively analyze its impact, 

effectiveness, and implementation challenges. A robust research methodology for VAT 

begins with defining clear research objectives and questions, followed by the selection of 

appropriate methods and techniques tailored to the specific context of the study. 

Quantitative methods often form the backbone of VAT research, leveraging statistical 

analyses and econometric modeling to quantify the relationship between VAT policies 

and economic variables. Researchers may utilize time-series data from economic surveys, 

tax records, or national accounts to track trends in VAT revenue collection, assess its 

buoyancy and elasticity, and analyze its contribution to government finances. 

Econometric models such as ARDL (Autoregressive Distributed Lag) or panel data 

models may be employed to explore the causal relationships between VAT rates, 

compliance behaviors, and economic indicators. 

Qualitative methods complement quantitative analyses by providing deeper insights into 

the subjective aspects of VAT implementation. Qualitative approaches involve 

interviews, focus groups, case studies, and content analysis of policy documents, legal 

texts, and administrative reports. These methods help uncover stakeholders' perceptions, 

attitudes, and experiences related to VAT, including challenges faced by taxpayers, 

interactions with tax authorities, and institutional barriers hindering effective 

implementation. 

Furthermore, comparative analysis across countries or regions with varying VAT 

structures and administration practices can enrich the research methodology. This 

comparative approach allows researchers to draw lessons from international experiences, 

identify best practices, and contextualize findings within a broader theoretical framework. 

Ethical considerations are paramount in VAT research, particularly concerning data 

confidentiality, informed consent for interviews, and maintaining impartiality in analysis 



 
 

and reporting. Researchers must navigate these ethical dimensions while ensuring the 

rigor and validity of their findings through triangulation of data sources and methods. 

In conclusion, an effective research methodology for studying Value Added Tax (VAT) 

should blend quantitative and qualitative approaches to offer a holistic understanding of 

its impact, challenges, and avenues for improvement. Integrating empirical analysis with 

stakeholder perspectives and international comparisons enables researchers to generate 

valuable insights that can inform policy decisions and optimize VAT administration and 

compliance strategies. 

Complementing quantitative analysis, qualitative approaches capture stakeholder 

experiences, perceptions, and behaviors related to VAT implementation. Interviews, case 

studies, and focus groups with taxpayers, businesses, and government officials offer 

nuanced insights into operational challenges, administrative bottlenecks, and factors 

influencing compliance or evasion. 

By combining these methodologies, researchers can deliver comprehensive research 

outcomes that illuminate VAT's multifaceted role in economic governance. Such insights 

are crucial for designing effective policies, enhancing administrative efficiency, and 

fostering compliance, ultimately supporting sustainable economic development and 

governance in Nepal. 

 

3.1 Research Design 

This study adopts a descriptive and analytical approach, emphasizing the importance of 

selecting an appropriate research design to effectively achieve its objectives. Research 

design is conceptualized as the blueprint outlining methods, structures, and strategies 

essential for obtaining answers to research questions while managing variability in data 

collection. 

Designing research on Value Added Tax (VAT) entails developing a structured 

framework to investigate its implementation, impact, and associated challenges 

comprehensively. A robust research design for VAT typically comprises several essential 

components: 

 



 
 

Firstly, clearly defining research objectives is paramount. For instance, the study may 

seek to evaluate VAT's effectiveness in revenue generation and economic stability within 

Nepal. These objectives serve as a compass throughout the research process, guiding the 

formulation of research questions and methodologies. 

Secondly, formulating specific research questions aligned with these objectives helps in 

focusing the investigation. Questions could delve into various areas such as the influence 

of VAT on consumer prices, compliance behaviors among businesses, or the efficiency of 

VAT administration in Nepal. 

Thirdly, selecting appropriate methodologies tailored to the research questions and 

available resources is crucial. Quantitative methods, like statistical analysis of VAT 

revenue trends and inflation rates, or qualitative methods such as interviews with tax 

officials and business owners, can offer comprehensive insights into different dimensions 

of the VAT system. 

Furthermore, providing recommendations and implications based on research findings 

ensures that the study contributes to policy discussions and advancements in VAT 

administration and compliance in Nepal. A structured research design integrating these 

components enables researchers to systematically explore and analyze various facets of 

the VAT system, thereby generating valuable insights to enhance its efficacy and address 

implementation challenges effectively. 

3.2 Nature and Sources of Data 

The data used in this study are taken from secondary sources. The major sources of the 

data are as follows: 

3.3 Procedure of Data Collection  

The data utilized in this study were sourced primarily from secondary sources, selected to 

support the research objectives effectively. The main sources of data included: 

 

- Economic Surveys from various years published by the Ministry of Finance, 

Government of Nepal. 

- Annual reports issued by the Inland Revenue Department across different years. 

- Economic Bulletins published by the Nepal Rastra Bank covering various years. 



 
 

- Budget Speeches from different years, provided by the Ministry of Finance, 

Government of  Nepal. 

- Various books and publications related to VAT. 

- Websites of organizations such as the World Bank, IMF, Ministry of Finance 

(MOF), Inland Revenue Department (IRD), and Central Bureau of Statistics 

(CBS). 

- Other pertinent records and datasets deemed relevant for the study. 

Throughout the data collection process, efforts were made to filter out unnecessary 

information, focusing solely on acquiring essential data aligned with the study's 

objectives. This approach ensured that the data used were pertinent and directly 

contributed to addressing the research questions and objectives effectively.3.3 Procedures 

of Data Collection. 

The secondary data & information has been obtained from various sources like, annual 

report, unpublished official records and other related documents, others newspapers, 

article and management etc. 

3.4 Procedures of Data Presentation and Analysis 

In analyzing Value Added Tax (VAT) data from secondary sources, a systematic 

approach to data presentation and analysis is crucial to derive meaningful insights and 

facilitate informed decision-making. The process begins with comprehensive data 

collection from reliable sources such as economic surveys, government reports (e.g., 

Ministry of Finance publications, Inland Revenue Department reports), central bank 

bulletins (e.g., Nepal Rastra Bank's Economic Bulletin), and data repositories of 

international organizations like the World Bank and IMF. Once collected, the data 

undergoes rigorous cleaning and preparation to ensure accuracy and consistency. This 

involves removing errors, handling missing values, and standardizing formats to enable 

comparability across different datasets and time periods. 

Descriptive statistics are then calculated to summarize key aspects of the VAT data, 

including measures of central tendency (mean, median, mode), variability (standard 

deviation, range), and distributional characteristics (skewness, kurtosis). Visual tools 

such as histograms, frequency distributions, and box plots are utilized to present these 



 
 

descriptive statistics effectively, providing insights into the distribution and patterns of 

VAT revenue or other pertinent variables. 

Time-series analysis is employed to examine trends and variations in VAT collection 

over time. This involves calculating growth rates, seasonal adjustments, and plotting 

time-series graphs to visualize fluctuations and long-term trends. Sectoral and 

geographical analyses are conducted to assess VAT contributions across different 

economic sectors and regions, employing maps, bar charts, and stacked area plots to 

highlight variations and patterns. 

Cross-sectional analysis compares VAT data across different segments of the economy or 

taxpayer categories, shedding light on factors influencing VAT compliance and revenue 

generation. Regression analysis may be utilized to explore relationships between VAT 

revenues and explanatory variables such as VAT rates, economic indicators, or policy 

changes. This helps in understanding the impact of these factors on VAT outcomes and 

identifying drivers of revenue fluctuations. 

Qualitative insights from policy documents, expert opinions, or stakeholder interviews 

are integrated where applicable to enrich the analysis. These qualitative inputs provide 

contextual understanding and help interpret quantitative findings in the broader policy 

and administrative context of VAT. 

Data visualization plays a crucial role in presenting analysis results effectively, ensuring 

clarity and accessibility for diverse audiences including policymakers, researchers, and 

stakeholders. Charts, graphs, and tables are used to visually communicate trends, 

relationships, and findings derived from the data analysis process. 

Finally, the interpretation of findings from the data analysis is synthesized into actionable 

insights and recommendations. This includes identifying policy implications, suggesting 

improvements in VAT administration, and highlighting areas for further research or data 

collection to enhance understanding of VAT dynamics. By following these procedures, 

researchers and analysts can conduct robust data presentation and analysis of VAT using 

secondary sources, supporting evidence-based decision-making and policy formulation in 

the realm of tax policy and economic management. 

 

 



 
 

3.5. Data Analytical Tools 

To effectively achieve the study objectives, the collected data was processed to ensure 

clarity and ease of analysis. The primary methods of data presentation included tables and 

diagrams, with Microsoft Excel serving as the primary tool for analysis. Various 

techniques such as percentages, graphs, charts, diagrams, and trend analysis were 

employed to present factual information and insights derived from the data. 

Upon completion of data collection, all information underwent careful organization, 

coding, categorization, and recording in both E-Views version 10 databases and 

Microsoft Excel files. This meticulous processing aimed to maintain accuracy and 

consistency in aligning the data with the intended research objectives. Statistical tools 

were subsequently applied to analyze the data comprehensively, addressing the research 

questions effectively. 

The presentation of findings utilized tables and figures, which are instrumental in visually 

representing trends and patterns identified through the analysis. Additionally, statistical 

measures such as mean, standard deviation, and frequency distributions were computed 

to draw meaningful inferences from the collected responses. 

Overall, these systematic procedures ensured that the data was handled rigorously and 

interpreted accurately, thereby facilitating a robust analysis and presentation of insights 

pertinent to the study of Value Added Tax (VAT). 

The research employs several tools for the analysis and interpretation of data: 

3.5.1 Descriptive Statistics 

Descriptive statistics serve as numerical summaries that effectively describe and 

summarize data collected from various sources such as experiments, surveys, or historical 

records. In the context of analyzing interest rates and other variables pertaining to 

commercial banks in Nepal, statistical tools like mean, standard deviation, and measures 

of maximum and minimum values are employed. These tools provide insights into the 

central tendency, dispersion, and range of the data, enabling a comprehensive 

understanding of the variables under investigation within the banking sector of Nepal. 

 



 
 

3.5.2 Correlation Analysis 

Inferential statistics play a critical role in statistical analysis, especially when the study 

aims to explore relationships between variables and make predictions. This type of 

analysis allows researchers to draw conclusions about the data beyond the sample 

studied. It helps determine whether the relationships observed in the sample data can be 

generalized to the entire population. In the context of this study, the effectiveness of VAT 

is analyzed in relation to various variables such as types of business, years of business 

operations, knowledge and perceptions of VAT, interactions with tax offices, satisfaction 

with procedures, and perceptions of VAT implementation. Inferential statistics will be 

used to explore these relationships, providing insights into how VAT impacts different 

aspects of business operations and stakeholders' perceptions in Nepal. 

 

3.5.3 Regression Analysis 

Regression analysis is a fundamental statistical method used to examine the relationship 

between a dependent variable and one or more independent variables. It is invaluable for 

assessing the strength of these relationships and for modeling future interactions between 

variables. In statistical modeling, regression analysis encompasses various techniques 

aimed at estimating and analyzing relationships among variables. It is particularly useful 

when investigating the dependency of a dependent variable, such as the effectiveness of 

VAT in this study, on multiple independent variables.  

In the context of this research, regression analysis will be applied to explore how the 

effectiveness of VAT relates to independent variables such as types of business, years of 

business operations, knowledge and perceptions of VAT, interactions with tax offices, 

satisfaction with procedures, and perceptions of VAT implementation. By doing so, 

regression analysis allows researchers to understand how changes in one independent 

variable affect the typical value of the dependent variable, while keeping other 

independent variables constant. This method provides insights into the nuanced 

relationships that influence the effectiveness of VAT in Nepal. 

 

 

 



 
 

Regression Models 

To examine the impact of firm specific variables on effectiveness of VAT in NEPAL. 

The following regression model is formulated; 

TR = b0 + b1TAR+ b2NTR + b3DT + b4IDT + b5TVC+………..e 

Where,TR refers to total revenue, b0 refers to intercept of regression equation, b1 refers 

to Tax Revenue (TAR), b2 refers to Non-Tax Revenue, b3 refers to Direct Tax (DT), b4 

refers to Indirect Tax (IDT), b5 refers to Total VAT Collection (TVC) and ‘e’ refers to 

error term of the regression equation. 

 

 

 

3.6 Research Framework and Definition of Variables 

Independent Variables                                                                  Dependent Variables  

 

 

 

 

 

 

 

(Source: Koirala, 2021) 

Figure 1: Research Framework 

Dependent Variable: 

Total revenue  

Exploring total revenue in the context of Nepal involves examining various sectors of the 

economy contributing to the country's overall revenue generation. Understanding and 
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optimizing revenue generation across these sectors is crucial for Nepal's economic 

growth and development. Additionally, addressing challenges such as poverty, political 

instability, and infrastructure deficits is essential for sustaining and increasing total 

revenue over the long term. 

Independent Variables: 

Tax Revenue 

Tax revenue refers to the income generated by the government through various taxation 

measures imposed on individuals, businesses, and transactions. Effective tax 

administration and compliance are crucial for maximizing tax revenue collection in 

Nepal. The government periodically revises tax policies and rates to align with economic 

objectives and revenue targets. 

Non Tax Revenue 

Non-tax revenue comprises income generated by the government from sources other than 

taxation. Effective management of non-tax revenue streams requires transparent policies, 

sound financial governance, and prudent investment practices to optimize returns and 

support sustainable development initiatives. 

Direct Tax  

Direct taxes are considered progressive because they are based on the ability to pay, with 

higher-income individuals and businesses typically subject to higher tax rates. The 

collection of direct taxes in Nepal is administered by the Inland Revenue Department 

(IRD) under the Ministry of Finance. 

Indirect Tax 

Indirect taxes are regressive to some extent because they may have a disproportionate 

impact on low-income individuals who spend a higher proportion of their income on 

consumption. The collection of indirect taxes in Nepal is administered by various 

government agencies, including the Department of Customs and the Inland Revenue 

Department. 

 



 
 

Total VAT Collection 

VAT was introduced in Nepal to modernize taxation, broaden the tax base, and boost 

government revenue. Despite initial challenges in compliance and administration, it has 

become a significant income source at both central and local levels. VAT's expansion to 

peripheral regions aimed to integrate them into the formal economy, but effectiveness 

varies due to infrastructure, economic activity, and compliance issues. The government 

has worked on simplifying procedures, educating taxpayers, and enforcing compliance to 

maximize revenue, including in rural areas. Official reports and government sources offer 

the latest data on VAT collection in Nepal's peripheral regions. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 
 

CHAPTER IV 

RESULTS AND DISCUSSION 

4.1 Analysis of Secondary Data 

Secondary data refers to information gathered previously for purposes other than the 

current study. This data is typically in the form of raw data or published materials. 

Additionally, unpublished records or statistics compiled by others prior to the study are 

also considered secondary data. In the context of this study, secondary data has been 

sourced from various sources including the Economic Survey, Budget Speech, Inland 

Revenue Department reports, Annual Reports, and relevant newspapers.  

 

The collected secondary data has been systematically tabulated, presented, analyzed, and 

interpreted to achieve the study's objectives. This process ensures that the insights 

derived from the data contribute effectively to addressing the research questions and 

goals of the study. By utilizing secondary data, researchers can leverage existing 

information to gain valuable insights into topics such as economic trends, fiscal policies, 

and tax administration without the need for primary data collection, thereby optimizing 

resources and time in research endeavors. 

 

4.1.1 Government Revenue of Nepal 

Taxation is a vital component of a nation's fiscal landscape, constituting a significant 

portion of domestic revenue alongside foreign aid. Often exceeding 75% of total internal 

resources, taxes reflect a country's fiscal policies and priorities, bolstering its financial 

capacity and supporting diverse economic activities. 

The revenue derived from taxes plays a crucial role in nation-building by enabling 

governments to undertake essential social and developmental initiatives. These include 

infrastructure projects, social welfare programs, and improvements in public services. To 

fund such endeavors, governments rely on substantial resources sourced from both 

domestic and external channels. 

Tax revenue encompasses income generated through direct and indirect taxes levied on 

individuals, businesses, and other entities. In contrast, non-tax revenue includes fees, 



 
 

fines, dividends from state-owned enterprises, royalties, proceeds from asset sales, 

interest payments, and other miscellaneous sources of income. Financial reports and 

government publications often present a breakdown of tax revenue versus non-tax 

revenue through tables and diagrams, offering transparency and clarity on how different 

revenue streams contribute to the government's financial framework and overall 

economic stability. These visual representations provide stakeholders with a 

comprehensive overview of revenue distribution, highlighting the pivotal role of taxation 

in sustaining public finances and supporting national development agendas. 

Table 2 

Total Revenue Collection 

(Rs. in millions) 

Fiscal Year Total Revenue 

2012/013 98674 

2013/014 78952 

2014/015 87712 

2015/016 107622 

2016/017 143475 

2017/018 177991 

2018/019 198376 

2019/020 244373 

2020/021 296021 

2021/022 356620 

Source: Economic Survey of Ministry of Finance for the fiscal year 2021/2022 

 

The table shows an increasing trend in total revenue collection over the years, with 

occasional fluctuations. Tax revenue was gradually increasing in every year since 

2012/13 amounting Rs. 98674 Million. It was decreased in 2013/14 amouting Rs. 78952 

million. The Contribution of tax revenue was found Fluctationg in different years. The 

total revenue collection shows a generally increasing trend from 2012/013 to 2021/022, 

indicating growth in economic activities and tax compliance over the years. Some 



 
 

significant fluctuations were noticed i.e. decrease in 2013/014 and rapid increase in 

2017/018 due to some external and internal factors. 

 

Table 3 

Contribution of Tax Revenue Collection 

(Percentage ) 

Fiscal Year Tax Revenue Percent 

2012/013 84.29 

2013/014 82.30 

2014/015 81.09 

2015/016 79.12 

2016/017 81.58 

2017/018 89.77 

2018/019 89.34 

2019/020 86.64 

2020/021 87.57 

2021/022 87.61 

Source: Economic Survey of Ministry of Finance for the fiscal year 2021/2022. 

The table shows shows that after a period of decline and subsequent increase, the tax 

revenue contribution stabilized at a relatively high level from 2017/018 onwards. This 

stability indicates consistency in tax revenue collection as a significant source of income 

for the fiscal entity in the years following 2017/018. The contribution of tax revenue in 

total renenue in  F.Y 2012/13 was is 84.29%.   The percentage of tax revenue 

contribution declined from 84.29% in 2012/013 to 79.12% in 2015/016, indicating a 

decrease over these years. And There was a notable increase from 79.12% in 2015/016 to 

89.77% in 2017/018, showing a significant rise in tax revenue contribution during these 

years.From 2017/018 onwards, the tax revenue contribution remained relatively stable. 

There are minor fluctuations within this period but generally, the contribution remained 

within the range of 86.64% to 89.77%. 

 



 
 

Table 4 

Contribution of Non Tax Revenue Collection  

(Percentage) 

 

 

Fiscal Year Non Tax Revenue Percent 

2012/013 16.20 

2013/014 15.20 

2014/015 18.91 

2015/016 20.88 

2016/017 18.42 

2017/018 10.23 

2018/019 10.66 

2019/020 13.36 

2020/021 12.43 

2021/022 12.39 

Source: Economic Survey of Ministry of Finance for the fiscal year 2021/2022. 

The table shows that non-tax revenue contribution experienced fluctuations over the 

years a period of growth from 2012/013 to 2015/016, A sharp decline from 2015/016 to 

2017/018 and Followed by stabilization from 2017/018 onwards.Non-tax revenue 

contribution increased from 16.20% in 2012/013 to 20.88% in 2015/016, showing a 

steady rise over these years. There was a significant decrease from 20.88% in 2015/016 

to 10.23% in 2017/018, indicating a sharp decline in non-tax revenue contribution during 

these years. From 2017/018 onwards, the non-tax revenue contribution stabilized with 

minor fluctuations: While non-tax revenue remains a significant part of the revenue mix, 

its contribution stabilized at a lower level compared to tax revenue, which showed a more 

consistent and dominant share in the fiscal revenue profile over the years analyzed. 

4.1.2 Tax Revenue Structure in Nepal 

In Nepal, total tax revenue is categorized broadly into direct tax and indirect tax revenue 

streams. Direct tax revenue encompasses various taxes imposed directly on individuals, 

businesses, and other entities. These include income tax, property tax, interest tax, gift 

tax, vehicle tax, expenditure tax, contract tax, among others. On the other hand, indirect 

tax revenue comprises taxes levied on goods and services rather than on income or 



 
 

profits. This category includes sales tax (VAT), entertainment tax, passenger tax, hotel 

tax, import tax, excise duty, and similar levies. 

The allocation and impact of direct and indirect tax revenue are pivotal components 

within Nepal's fiscal structure. Direct taxes primarily encompass levies on income, 

wealth, and specific transactions, directly tied to individual or corporate financial 

activities. In contrast, indirect taxes are imposed on consumption or expenditure, 

affecting goods and services purchased rather than personal or business income directly. 

Tables 5 and 6 serve to illustrate the absolute figures and proportional contributions of 

direct and indirect tax revenue in Nepal. This presentation format is essential for 

stakeholders and policymakers alike, offering a clear overview of how each tax category 

contributes to the overall revenue generation of the Nepalese government. It enables a 

deeper understanding of the composition and relative significance of direct versus 

indirect taxes within the broader fiscal framework, aiding in informed decision-making 

and policy formulation aimed at optimizing revenue streams and fiscal sustainability. 

Table 5 

Contribution of Direct Tax on Revenue Collection  

(Percentage) 

Fiscal Year Direct Tax Revenue Percent 

2012/013 27.25 

2013/014 26.69 

2014/015 27.11 

2015/016 30.59 

2016/017 26.71 

2017/018 24.28 

2018/019 31.84 

2019/020 31.87 

2020/021 31.34 

2021/022 46.25 

Source: Economic Survey of Ministry of Finance for the fiscal year 2021/2022 



 
 

 The above table shows the significant variability in direct tax revenue contribution over 

the years, with fluctuations observed from 2012/013 to 2017/018, followed by a marked 

increase from 2018/019 onwards. The sharp rise in 2021/022 highlights the impact of 

direct taxes on overall revenue, potentially reflecting changes in tax policies, economic 

conditions, or taxpayer behavior. This analysis underscores the importance of direct taxes 

as a substantial component of total revenue collection in recent years. \ 

There are fluctuations in direct tax revenue contribution during these years, ranging from 

26.69% in 2013/014 to a peak of 30.59% in 2015/016, and dropping to 24.28% in 

2017/018. This indicates variability in the share of direct taxes in revenue collection. 

From 2018/019 onwards, there is a notable increase in direct tax contribution:2018/019: 

31.84%, 2019/020: 31.87%, 2020/021: 31.34% and 2021/022: 46.25%  Particularly, the 

jump to 46.25% in 2021/022 suggests a significant surge in direct tax revenue as a 

percentage of total revenue. 

 

Table 6 

Contribution of Indirect Tax on Revenue Collection  

(Percentage) 

 

Fiscal Year Indirect Tax Revenue Percent 

2012/013 74.12 

2013/014 73.31 

2014/015 72.89 

2015/016 69.41 

2016/017 73.29 

2017/018 75.72 

2018/019 68.17 

2019/020 68.12 

2020/021 68.65 

2021/022 53.75 

Source: Economic Survey of Ministry of Finance for the fiscal year 2021/2022 



 
 

 The table shows that, while indirect taxes historically constituted a substantial portion of 

total revenue, there has been a decline in their contribution in recent years. This decline 

may reflect changes in tax policies, economic conditions impacting consumption patterns, 

or shifts in the revenue mix strategy. The sharp decrease in 2021/022 highlights the need 

for further examination of factors influencing indirect tax revenue collection and its 

implications for fiscal planning and policy adjustments. 

Indirect tax revenue contribution remained relatively stable during these years, 

fluctuating within a range but generally maintaining a high proportion of total revenue. 

From 2018/019 onwards, there is a noticeable decline in indirect tax revenue 

contribution:2018/019: 68.17%, 2019/020: 68.12%, 2020/021: 68.65% and  2021/022: 

53.75% .The drop to 53.75% in 2021/022 indicates a significant decrease in the share of 

indirect taxes in total revenue collection. 

Table 7 

Contribution of Total VAT Collection  

 (in million) 

Fiscal Year   Total VAT Collection 

2012/013 18885 

2013/014 21613 

2014/015 26096 

2015/016 29816 

2016/017 39701 

2017/018 54921 

2018/019 61664 

2019/020 70930 

2020/021 83418 

2021/022 101110 

Source: Economic Survey of MOF 2021/022 

The table shows that a strong upward trend in VAT collection over the years, reflecting 

both economic expansion and potential changes in tax policy or compliance. The 



 
 

accelerated growth in recent years underscores the increasing importance of VAT as a 

significant revenue source for the fiscal entity. This analysis highlights VAT's role in 

contributing to overall revenue and suggests its continued significance in fiscal planning 

and budgetary considerations. 

VAT collection shows consistent growth from 18,885 million in 2012/013 to 39,701 

million in 2016/017. This period demonstrates a significant increase year over year. 

There is a notable acceleration in VAT collection from 54,921 million in 2017/018 to 

101,110 million in 2021/022. This represents a substantial increase over these years. 

 

4.2 Descriptive Analysis 

Table 8 

Descriptive Statistics 

Variables Range Minimum Maximum Mean Std. Deviation 

TR .59 1.36 1.95 1.7216 .23282 

TAR .625 1.25 1.85 1.69 .34756 

NTR 5.71 11.86 17.57 15.1580 2.06174 

DT 63.40 95.64 159.04 124.9496 25.49464 

IDT 65.12 88.25 165.20 136.30 26.30475 

TVC .74 3.85 4.59 4.1780 .29150 

      

The above table shows that  a detailed view of the variability and central tendencies of 

different revenue components. Tax revenue shows relatively stable values with low 

variability, while total annual revenue and non-tax revenue exhibit more variability. 

Direct and indirect taxes also show moderate variability, reflecting fluctuations in 

economic activity and tax policy impacts. The small standard deviation for total VAT 

collection suggests consistency in VAT revenue figures over the observed period. 

Tax Revenue (TR) ranges from 1.36 to 1.95, with a mean of 1.7216. The low standard 

deviation (0.23282) indicates that the values are closely clustered around the mean, 

suggesting consistency in tax revenue figures over the observed period.  The  Tax 

Revenue (TAR) ranges from 1.25 to 1.85, with a mean of 1.69. The standard deviation 



 
 

(0.34756) suggests some variability in total revenue, indicating fluctuations that may 

include non-tax revenue components. 

Non-Tax Revenue (NTR) ranges from 11.86 to 17.57, with a mean of 15.1580. The 

higher standard deviation (2.06174) indicates greater variability in non-tax revenue 

compared to tax revenue, suggesting fluctuations in sources like fees, fines, and other 

government income. 

Direct Tax (DT) ranges from 95.64 to 159.04, with a mean of 124.9496. The standard 

deviation (25.49464) indicates moderate variability in direct tax revenue, which includes 

taxes directly levied on income, profits, and capital gains.Indirect Tax (IDT) ranges from 

88.25 to 165.20, with a mean of 136.30. The standard deviation (26.30475) suggests 

moderate variability in indirect tax revenue, which includes taxes levied on goods and 

services rather than directly on income or profits.  

Total VAT Collection (TVC) ranges from 3.85 to 4.59, with a mean of 4.1780. The small 

standard deviation (0.29150) indicates that VAT collection figures are closely clustered 

around the mean, suggesting stability or consistency in VAT revenue. 

4.3 Correlation analysis 

In correlation analysis, the focus is on calculating the Pearson correlation coefficient, 

denoted as ( r ), which measures the strength and direction of the linear relationship 

between two variables. This coefficient ranges from -1 to +1, where a value closer to +1 

signifies a strong positive correlation, while a value closer to -1 indicates a strong 

negative correlation. A correlation coefficient of 0 suggests no linear relationship 

between the variables. The sign of ( r ) indicates the direction of the association: positive 

for a direct relationship and negative for an inverse relationship. 

Table 9 

Correlation Analysis  

Variables    TR TAR NTR DT IDT    TVC 

TR  1      

TAR  -.711
*
 1     



 
 

 NTR  .397 -.406 1    

DT  .544 -.080 .155 1   

IDT  .684
*
 -.393 -.080 .128 1  

TVC  -.145 -.073 .120 .111 -.467 1 

 

The table shows the insights into how different revenue components relate to Tax 

Revenue, highlighting potential dependencies and dynamics within the revenue structure 

of the entity.  

TR (Total Revenue): Correlation with itself: 1. This is always 1 because it's the 

correlation of a variable with itself. TAR (Tax Revenue):Correlation with TR: -0.711 

(negative correlation). This indicates a strong negative correlation between Tax Revenue 

(TR) and Tax Revenue (TAR), suggesting that as Tax Revenue increases, Total Annual 

Revenue tends to decrease, and vice versa.NTR (Non-Tax Revenue):Correlation with TR: 

0.397. This positive correlation indicates a moderate positive relationship between Tax 

Revenue (TR) and Non-Tax Revenue (NTR), implying that they tend to increase 

together, though not strongly.DT (Direct Tax):Correlation with TR: 0.544. This positive 

correlation suggests a moderate positive relationship between Tax Revenue (TR) and 

Direct Tax (DT), indicating that they tend to move together.IDT (Indirect 

Tax):Correlation with TR: 0.684 (strong positive correlation). This strong positive 

correlation indicates that Tax Revenue (TR) and Indirect Tax (IDT) tend to increase 

together significantly.TVC (Total VAT Collection): Correlation with TR: -0.145 

(negative correlation). This negative correlation suggests a weak negative relationship 

between Tax Revenue (TR) and Total VAT Collection (TVC), indicating that as Tax 

Revenue increases, Total VAT Collection tends to decrease slightly, and vice versa. 

The negative correlation between TR and TAR (-0.711) suggests that changes in Tax 

Revenue are inversely related to changes in Tax Revenue. The positive correlations 

between TR and NTR (0.397), TR and DT (0.544), and TR and IDT (0.684) indicate that 

Tax Revenue tends to increase with increases in Non-Tax Revenue, Direct Tax, and 

Indirect Tax. The negative correlation between TR and TVC (-0.145) suggests a slight 

inverse relationship between Tax Revenue and Total VAT Collection. 



 
 

Table 10 

Model Summary  

Model R R Square Adjusted R 

Square 

Std. Error of the 

Estimate 

1 .977
a
 .955 .899 255.955 

a. Predictors: (Constant),  TR,TAR,NTR,DT,IDT, and TVC   

The table provides a snapshot of how well the predictors collectively explain the variance 

in the dependent variable, the strength of the relationships, and the accuracy of 

predictions made by the model.  

R Square: This indicates how well the independent variables (predictors) explain the 

variation in the dependent variable. An R Square of .955 suggests that the predictors 

collectively explain approximately 95.5% of the variance in the dependent variable. 

Adjusted R Square: This adjusts the R Square for the number of predictors in the model, 

providing a more accurate measure of how well the model fits the data. An Adjusted R 

Square of .899 indicates that about 89.9% of the variance in the dependent variable is 

explained by the predictors. 

Std. Error of the Estimate: This is a measure of the accuracy of predictions made by the 

model. A lower value (255.955 in this case) indicates better accuracy, suggesting that the 

model's predictions are relatively close to the actual values. 

The predictors listed (TR, TAR, NTR, DT, IDT, and TVC) are presumably independent 

variables used in the model to predict the dependent variable. These variables are 

presumed to be independent variables used in the regression model to predict the 

dependent variable. The constant term (intercept) is included by default in the regression 

model and represents the predicted value of the dependent variable when all predictors 

are zero. 

 



 
 

Table 11 

ANOVA  

Model Sum of 

Squares 

df Mean Square F Sig. 

1 Regression 5556817.197 5 1111363.439 16.964 .005
b
 

Residual 262051.703 4 65512.926   

Total 5818868.900 9    

a. Dependent Variable: TR 

a. Predictors: (Constant), TR,NTR,DT,ID, and TVC   

The ANOVA table provided summarizes the analysis of variance for a regression model 

with a dependent variable (TR) and several predictors. Here’s a detailed interpretation of 

each component.  

Regression Sum of Squares: This represents the sum of squared differences between the 

predicted values of the dependent variable (TR) and the mean of TR. A higher value 

indicates that the regression model explains a significant amount of variation in TR. 

Here, the regression sum of squares is 5556817.197. 

Residual Sum of Squares: This is the sum of squared differences between the actual 

values of TR and the predicted values from the regression model. It reflects the 

unexplained variation or the error of the model. In this case, the residual sum of squares 

is 262051.703. 

Total Sum of Squares: This is the total variation in the dependent variable, calculated as 

the sum of squares of the differences between each observed value of TR and the overall 

mean of TR. The total sum of squares is 5818868.900. 

Degrees of Freedom (df): 

Regression df: Represents the degrees of freedom associated with the regression model, 

which is the number of predictors (including the intercept) minus one. Here, df = 5. 



 
 

Residual df: Represents the degrees of freedom associated with the residual error, which 

is the total number of observations minus the number of predictors. Here, df = 4. 

Total df: Represents the total degrees of freedom, which is the sum of the regression df 

and the residual df. Here, df = 9. 

Mean Squares: 

Regression Mean Square: This is the regression sum of squares divided by its degrees of 

freedom. It represents the average amount of variance explained by the predictors. Here, 

Mean Square = 1111363.439. 

Residual Mean Square: This is the residual sum of squares divided by its degrees of 

freedom. It represents the average amount of unexplained variance or error in the model. 

Here, Mean Square = 65512.926. 

F-statistic: This is the ratio of the regression mean square to the residual mean square, 

weighted by their respective degrees of freedom. A higher F-statistic indicates a stronger 

relationship between the independent variables (predictors) and the dependent variable 

(TR). Here, F = 16.964. 

Significance (Sig.): This is the p-value associated with the F-statistic. It indicates the 

probability of obtaining an F-statistic as extreme as, or more extreme than, the one 

observed, under the assumption that the null hypothesis (that all coefficients are zero) is 

true. In this case, the significance level is .005 (b), which is less than the conventional 

threshold of 0.05, suggesting that the overall regression model is statistically significant. 

The regression model as a whole (including predictors: (Constant), TR, NTR, DT, ID, 

and TVC) significantly explains the variation in the dependent variable TR, as indicated 

by the low p-value (Sig. = .005). 

The F-statistic (F = 16.964) further supports the conclusion that at least one of the 

predictors has a statistically significant relationship with TR. 



 
 

This analysis suggests that the model has explanatory power and that the predictors 

collectively contribute to predicting the dependent variable TR. 

Table 12 

Coefficients  

Model Unstandardized 

Coefficients 

Standardized 

Coefficients 

t Sig. 

B Std. Error Beta 

1 (Constant) -748.454 1366.181  -.548 .001 

NTR -34.191 109.057 -.041 -.314 .005 

DT 124.007 50.795 .643 2.441 .024 

ID 4.504 73.918 .016 .061 .040 

TVC 48.369 16.020 .881 3.019 .001 

TR -748.412 165.583 -.515 -4.520 .011 

a. Dependent Variable: TR 

The table provided contains the coefficients from a regression model, including both 

unstandardized and standardized coefficients, as well as their respective statistical 

measures. Here’s a detailed analysis of each component.  

 Constant: This represents the intercept of the regression equation. In this case, the 

constant is -748.454 with a standard error of 1366.181. The t-value (-0.548) and the 

associated significance level (.001) indicate the statistical significance of the intercept. 

 Predictors (Independent Variables): 

NTR: The unstandardized coefficient is -34.191, indicating that for a one-unit increase in 

NTR, the dependent variable TR decreases by approximately 34.191 units on average. 

The standardized coefficient (Beta) is -0.041, suggesting that NTR has a small negative 

effect on TR when considering the standard deviations of both variables. The t-value is -

0.314, and the significance level is .005. 



 
 

DT: The unstandardized coefficient is 124.007, indicating that for a one-unit increase in 

DT, the dependent variable TR increases by approximately 124.007 units on average. The 

standardized coefficient (Beta) is 0.643, suggesting that DT has a moderate positive 

effect on TR after accounting for the standard deviations of both variables. The t-value is 

2.441, and the significance level is .024. 

ID: The unstandardized coefficient is 4.504, indicating that for a one-unit increase in ID, 

the dependent variable TR increases by approximately 4.504 units on average. The 

standardized coefficient (Beta) is 0.016, indicating a very small positive effect of ID on 

TR relative to their standard deviations. The t-value is 0.061, and the significance level is 

.040. 

TVC: The unstandardized coefficient is 48.369, indicating that for a one-unit increase in 

TVC, the dependent variable TR increases by approximately 48.369 units on average. 

The standardized coefficient (Beta) is 0.881, indicating a strong positive effect of TVC 

on TR relative to their standard deviations. The t-value is 3.019, and the significance 

level is .001.  Interestingly, TR appears as a predictor in its own regression model. The 

unstandardized coefficient is -748.412, indicating that for a one-unit increase in TR, the 

dependent variable TR decreases by approximately 748.412 units on average. The 

standardized coefficient (Beta) is -0.515, suggesting that TR has a moderate negative 

effect on itself when considering the standard deviations of both variables. The t-value is 

-4.520, and the significance level is .011. 

The significance level (Sig.) indicates whether each predictor's coefficient is significantly 

different from zero. Generally, a significance level less than .05 (or .01) suggests that the 

predictor is likely contributing to the prediction of the dependent variable. These 

coefficients allow for the comparison of the strength of each predictor's effect on the 

dependent variable, taking into account the different scales of the predictors. 

Based on the coefficients and their significance levels, TVC appears to have the strongest 

positive effect on TR (Beta = 0.881). TR (the predictor itself) has a negative effect on TR 

(Beta = -0.515), suggesting some form of negative feedback or self-regulation. NTR, DT, 



 
 

and ID have relatively smaller effects on TR, with NTR and ID showing negative effects 

and DT showing a positive effect. This analysis provides insights into how each predictor 

contributes to explaining the variability in the dependent variable TR in the regression 

model. 

4.4 Discussion 

Lambert (2022) explored taxation principles, emphasizing simplicity, fairness, and 

sustainability to foster broad societal support. The study discussed the cost of service 

theory as foundational in effective tax policy. 

Shoup (2021) examined Value Added Tax (VAT) as the latest evolution in national-level 

sales taxation, focusing on its application across production stages to tax value added. 

Koirala (2021) conducted a model-based analysis on Nepal's VAT system, highlighting 

increasing VAT collection and its role in discouraging tax avoidance and evasion through 

effective public goods utilization. High tax rates were found to correlate with increased 

tax avoidance and evasion in personal income tax. 

Alizadeha and Motallabi (2016) studied VAT's impact on government expenditures in 

their context, noting a greater influence on construction spending relative to current 

expenditures, contrasting with outcomes in developed countries. 

Khan and Shadab (2013) analyzed India's VAT introduction, emphasizing its reformative 

impact on state revenue efficiency compared to previous tax systems. 

Dhakal (2012) authored "Income Tax and House and Compound Tax Law Practice," 

focusing on Nepal's income tax, house tax, compound tax, and VAT provisions. 

K.C. (2014) wrote "Tax Laws and Tax Planning: Theory and Practice," covering business 

income criteria, allowable deductions, and timing considerations in taxation. 

These studies and publications collectively contribute insights into VAT's 

implementation, impact on revenue generation, and broader implications for fiscal policy 

in different contexts. Sure, here's a paraphrased version of the text: 



 
 

Nepal introduced Value Added Tax (VAT) in 1997 to replace the Sales Tax, aiming to 

streamline tax administration, broaden the tax base, and improve revenue collection 

efficiency. VAT in Nepal operates under a multi-stage taxation system, levying taxes at 

each stage of production and distribution. This approach ensures taxation across various 

economic activities and allows businesses to claim input tax credits, thereby preventing 

tax cascading and promoting compliance. 

VAT has become a critical revenue source supporting Nepal's public expenditures in 

infrastructure, healthcare, education, and social welfare. The stable revenue stream from 

VAT has strengthened the government's fiscal capacity, reducing dependence on foreign 

aid. Economically, VAT has established a predictable and transparent tax regime, 

enhancing Nepal's appeal to domestic and international investors aligned with global tax 

practices. Despite its advantages, implementing VAT in Nepal faces challenges. 

Compliance issues, particularly among small and informal businesses, hinder effective 

tax collection. Administrative constraints in enforcing VAT regulations uniformly across 

sectors and regions are also significant concerns. Moreover, complex VAT laws and 

procedures may deter compliance and increase administrative burdens for businesses. 

Additionally, VAT's regressive nature, potentially burdening lower-income groups 

through higher prices, necessitates policies to mitigate its impact on vulnerable 

populations. Addressing these challenges requires enhancing tax education, upgrading 

technological infrastructure for efficient tax administration, and simplifying VAT 

procedures. 

Looking ahead, improving VAT administration efficiency is crucial. This includes 

strengthening institutional capacity, leveraging technology for better compliance and 

enforcement, and engaging stakeholders to address their concerns. Exploring sector-

specific adjustments to VAT rates based on economic conditions can optimize revenue 

collection while promoting inclusive growth. 

In conclusion, VAT has evolved into a cornerstone of Nepal's fiscal policy, significantly 

contributing to revenue generation and economic stability. Overcoming implementation 



 
 

challenges and ensuring fair tax distribution will be pivotal for sustaining VAT's role in 

Nepal's socio-economic development. Regarding the study on VAT collection trends and 

effectiveness of VAT registration and location, it highlighted an increasing trend in tax 

revenue over the study period. Indirect tax revenue notably exceeded direct tax revenue, 

underscoring VAT's substantial contribution. The study identified implementation 

challenges such as inadequate laws, administrative shortcomings, corruption, and 

political instability affecting compliance. Recommendations included structural 

improvements, business environment enhancements, strategic policy adoption, and the 

introduction of an online VAT payment system for efficiency and transparency. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

CHAPTER V 



 
 

SUMMARY AND CONCLUSION  

5.1 Summary 

This chapter presents a summary, conclusions, and recommendations based on the study 

conducted. Value Added Tax (VAT) stands as one of the most recent innovations in the 

realm of taxation, originally introduced by Dr. Wilhelm Von Siemens in Germany in 

1919 and subsequently adopted in France in 1954. Since then, it has been widely 

implemented across the globe, including in Nepal, a developing country striving for 

substantial resources to fuel its economic development. Despite various government 

measures to boost revenue collection, there remains a significant gap between 

expenditure and revenue. 

Taxation plays a pivotal role in the economic development of nations, deeply intertwined 

with their economic fabric. In recent years, many developing countries have prioritized 

overhauling outdated and inefficient tax structures as a crucial component of their 

development strategies. These reforms not only challenge traditional norms but also 

establish new precedents and principles in tax policy. Taxation fundamentally involves 

compulsory payments to the government by individuals or entities, forming a substantial 

part of government income used for public services, infrastructure development, and 

other essential expenditures crucial for economic growth and social welfare. 

Effective taxation policies are essential for fostering economic growth by ensuring a 

stable revenue source for governments to invest in various sectors. A well-designed tax 

system can also incentivize savings, investments, and entrepreneurship, stimulating 

economic activities and overall development. Conversely, poorly designed or inefficient 

tax structures can distort incentives, discourage investments, and promote tax evasion and 

informal economic activities. Thus, the relationship between taxation and economic 

development is symbiotic, with taxation crucial for financing development initiatives and 

shaping economic behavior and growth trajectories within countries. 

In Nepal, Value Added Tax (VAT) has significantly reshaped the fiscal landscape since 

its introduction in 1997. This tax reform aimed to modernize the tax system, improve 



 
 

revenue collection, and support economic growth through a more efficient and 

transparent taxation mechanism. VAT replaced the Sales Tax with a multi-stage taxation 

approach, taxing each stage of production and distribution. This change expanded the tax 

base and allowed for input tax credits, reducing tax cascading and enhancing compliance. 

VAT has emerged as a vital revenue source for Nepal, funding government expenditures 

in critical sectors such as infrastructure, education, and healthcare. The stable revenue 

stream has bolstered fiscal sustainability and reduced reliance on external aid. Moreover, 

aligning VAT practices with international standards has boosted Nepal's attractiveness 

for investments, contributing to economic stability and growth. 

Despite its advantages, VAT implementation in Nepal faces challenges including 

compliance issues among small businesses, administrative capacity constraints, and 

complexities in tax laws. The regressive nature of VAT also raises concerns about its 

impact on lower-income groups, necessitating policies to mitigate inequalities. 

In conclusion, VAT represents a cornerstone of Nepal's fiscal policy, significantly 

contributing to revenue generation, economic stability, and development. Addressing 

implementation challenges and ensuring equitable tax distribution will be crucial for 

sustaining VAT's role in Nepal's socio-economic progress. 

5.2 Conclusion 

On the basis of above analysis and conclusions, the following specific suggestions have 

been recommended for the effective and efficient mobilization of additional financial 

resources through customs duty. The implementation of customs duty has not devoid the 

challenge yet. To establish this tax on a completely successful scale and to make it a part 

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

are lots of major challenges faced in the implementation of custom duty. The following 

measure could be adopted. 

Taxation is considered as the most important source of development finance. The steady 

increase in the demand for governmental services and economic plans for the rapid 

growth of a country’s economy has considerably changed the role and scope of taxation. 



 
 

Taxation is treated as an important fiscal instrument in increasing the overall revenue and 

in achieving the economic and social objectives of the country.  

Nepal adopted the Value Added Tax (VAT) system for several compelling reasons. 

Firstly, it aimed to establish a reliable revenue source for the government, ensuring stable 

funding for public services and development projects. Additionally, VAT was intended to 

broaden the tax base by capturing transactions across multiple stages of production and 

distribution, thereby enhancing economic growth. The introduction of VAT was also 

motivated by the need to address Nepal's deteriorating macro-economic performance by 

generating adequate revenue. 

Moreover, implementing VAT aimed to modernize Nepal's tax system, making it more 

scientific, transparent, and efficient. This reform sought to enhance accountability and 

transparency for both taxpayers and tax collectors, fostering trust in the system. Indirect 

taxes, such as VAT, have become a crucial component of government revenue, 

constituting two-thirds of total revenue compared to one-third from direct taxes.VAT 

represents an improved and refined version of sales tax, focusing on the value added at 

each stage of the supply chain, including importation, manufacturing, wholesale, and 

retail. This approach has gained acceptance globally, with both developing and developed 

countries adopting VAT as part of broader tax reforms to streamline and standardize their 

tax systems.  

In Nepal, VAT has been well-received by consumers, businesses, and industrial 

communities for its transparency and accountability benefits. Since its implementation in 

1997, VAT has played a pivotal role in shaping Nepal's fiscal landscape, aligning it with 

international standards while supporting economic development and fiscal sustainability. 

The effectiveness of Value Added Tax (VAT) hinges significantly on its implementation 

process. In the case of Nepal, a developing country, several challenges have hindered the 

smooth implementation of VAT, thereby compromising its effectiveness. These 

challenges include issues like porous borders, public ignorance about tax compliance, 

insufficient support and commitment from political leaders and government officials, and 

political instability. These factors have collectively undermined the anticipated outcomes 

of VAT implementation. 



 
 

Addressing these challenges is crucial to enhancing the positive impact of VAT in Nepal. 

Efforts must focus on administering and minimizing the problems associated with VAT 

implementation. For instance, improving tax compliance could be achieved through 

initiatives aimed at fostering a culture of issuing and receiving proper invoices during 

sales and purchases. Moreover, rectifying negative behaviors among tax officials and 

instilling a greater sense of accountability among government and political entities are 

essential steps toward successful VAT implementation. 

Overall, overcoming these implementation hurdles is vital for Nepal to leverage the full 

potential of VAT as a modern and transparent tax system. By tackling these challenges 

effectively, Nepal can strengthen its fiscal framework, boost revenue collection, and 

contribute more effectively to economic development initiatives. 

VAT in Nepal has proven to be a cornerstone of fiscal policy, significantly enhancing 

revenue generation and economic stability. Its adoption of a multi-stage taxation 

approach has streamlined tax administration and minimized economic distortions. 

However, addressing challenges related to compliance, administrative capacity, and 

equity remains crucial for sustaining VAT’s effectiveness. 

Moving forward, Nepal should focus on strengthening institutional capacity, improving 

tax education and outreach, leveraging technology for better compliance, and considering 

sector-specific adjustments to optimize VAT’s impact. By doing so, Nepal can continue 

to harness the potential of VAT to support inclusive growth and achieve sustainable 

development objectives in the years ahead. Internal revenue generation in Nepal often 

falls short of meeting regular expenditures, necessitating heavy reliance on foreign aid to 

bridge the fiscal gap. This dependence compels Nepal to align its policies with donor 

requirements. The challenges in domestic resource mobilization stem from factors such 

as underutilization of natural resources, a small and stagnant industrial sector, slow 

economic growth, and inadequate tax efforts. Therefore, enhancing revenue generation 

from internal sources is crucial. 

Income tax stands out as a major component of Nepal's revenue stream, introduced 

initially in the fiscal year 1959/60. However, despite its increasing contribution to 



 
 

government revenue in recent years, income tax collection remains unsatisfactory 

compared to other developing nations. Various issues plague the income tax system in 

Nepal, leading to low revenue collection. There is a prevailing perception that the 

structure and administration of Nepalese income tax are inadequate and inefficient. 

Addressing these challenges is imperative to bolster internal revenue mobilization in 

Nepal. Improving the effectiveness and efficiency of income tax administration, 

alongside broader reforms to enhance tax compliance and economic growth, are essential 

steps towards reducing Nepal's dependency on foreign aid and achieving sustainable 

economic development. However, the income tax laws and administration in Nepal 

require thorough scrutiny and effective implementation. The tax laws themselves are not 

inherently flawed; rather, certain provisions need clearer articulation. There is a pressing 

need for strong commitment from authorities to ensure fair and consistent enforcement of 

these laws. 

Furthermore, revitalizing tax administration involves strategic manpower development 

planning. This initiative aims to enhance the efficiency and capabilities of tax personnel. 

Simultaneously, implementing tax education programs becomes crucial. These initiatives 

are intended to improve both tax administration and compliance among taxpayers. By 

addressing these aspects comprehensively, Nepal can strengthen its income tax system, 

foster better compliance, and ultimately enhance revenue collection for sustainable 

economic growth. 

5.3 Implications: 

Value Added Tax (VAT) implementation carries significant implications for both 

governments and businesses alike. Firstly, for governments, VAT represents a major 

source of revenue, often contributing a substantial portion to the national budget. This 

revenue is crucial for funding public services, infrastructure development, and social 

welfare programs. VAT's broad-based nature ensures that it captures consumption across 

various economic sectors, thereby diversifying and stabilizing the government's revenue 

base. Moreover, VAT promotes fiscal discipline and efficiency in tax administration. 

Unlike traditional sales taxes, VAT operates on a credit-invoice method, where 

businesses collect taxes on their sales and receive credits for the VAT they have paid on 



 
 

their inputs. This system reduces the likelihood of tax evasion and improves compliance 

due to the traceability of transactions throughout the supply chain. 

From a business perspective, VAT introduces both challenges and benefits. On one hand, 

businesses must navigate the complexities of VAT compliance, including accurate 

record-keeping, timely filing of returns, and understanding the tax implications of their 

transactions. This can impose administrative burdens, especially for small businesses 

with limited resources. On the other hand, VAT allows businesses to claim credits for the 

VAT they pay on their inputs, thereby reducing the overall tax burden on production 

activities. This input tax credit mechanism encourages investments in production and 

distribution processes, promoting economic efficiency and competitiveness. 

Overall, the implications of VAT extend beyond mere tax collection. They encompass 

broader economic impacts, including incentivizing formalization of the economy, 

promoting transparency in business transactions, and supporting sustainable fiscal 

policies. Effectively managed, VAT can contribute positively to economic growth, fiscal 

stability, and social welfare, making it a cornerstone of modern tax systems worldwide. 

In the context of computerized billing systems, there exists a concern that tax invoices 

may not accurately reflect the true value of transactions. To address this issue, the Inland 

Revenue Department (IRD) has implemented direct access to the software installed at 

businesses' premises to review such instances of potential discrepancy. Enhancing the 

effectiveness of publicity and educational programs is crucial to raise awareness among 

taxpayers about their obligations under VAT regulations. 

Furthermore, maintaining proper coordination among various government departments 

involved in revenue collection is essential for ensuring seamless operations and 

minimizing gaps in enforcement. Establishing computer networking systems at all 

customs points can streamline data exchange and facilitate real-time monitoring of 

transactions, enhancing overall tax administration efficiency. To simplify tax procedures 

and reform tax administration, it is imperative to undertake comprehensive reforms that 

reduce bureaucratic hurdles and improve transparency. Effective market monitoring 

systems should be enforced to promptly address cases where businesses fail to issue 



 
 

invoices or deliberately undervalue transactions. Legal measures should be swiftly taken 

against offenders to uphold compliance and deter tax evasion practices. 

Another critical challenge lies in ensuring proper accounting practices among businesses. 

Many small traders still adhere to traditional methods and may resist maintaining 

transparent records. The government should formulate robust policies and plans to 

incentivize and enforce sound accounting practices across all organizations. Additionally, 

controlling borders effectively is vital to curb illegal trade activities. Strengthening 

surveillance at warehouses and highways can prevent illicit transactions and ensure that 

all goods are properly accounted for under VAT regulations. These measures collectively 

aim to enhance VAT implementation effectiveness, promote compliance, and bolster 

revenue generation for the government.The success of VAT is not only the success of the 

IRD, but also the success of nation as a whole. The role of general media, radio. TV. 

Newspaper plays an important one. Emphasis should be given on mass media. Awareness 

towards VAT system should be created among general public, non-governmental and 

government organization. 

It is essential to foster a positive perception of VAT among the public, starting with 

educational initiatives targeting students at both school and college levels. Introducing 

VAT education into the curriculum can instill a sense of tax responsibility and obligation 

from a young age. Providing various incentives and facilities to VAT registrants can 

further encourage compliance among businesses. 

 

Incentivizing genuine businessmen through rewards and discounts can be an effective 

strategy to promote voluntary tax compliance. However, in the current Nepalese context, 

political instability poses a significant challenge. To mitigate this, the government must 

demonstrate strong political commitment and administrative capability. Establishing a 

robust recording system is crucial for ensuring transparency and accountability in VAT 

administration. 

Addressing the lack of proper accounting and auditing practices, and addressing 

indifferent attitudes among tax officials, is vital to overcoming obstacles to effective 

VAT implementation. Strengthening the appeal system to provide recourse for taxpayers 

facing issues with VAT assessments is also essential. Therefore, the government of Nepal 



 
 

should prioritize the enforcement and application of VAT regulations rigorously. This 

proactive approach is essential for fostering a stable financial environment, enhancing 

revenue collection as projected, and ultimately ensuring the country's economic stability 

and development 
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