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CHAPTER -1
INTORDUCTION

1.8 Background of the Study

The global economic scenario exhibits that some countries in the last twenty-five year
period have been stagnated as sitting ducks and others made a leap forward as flying
geese. The global economic growth has declined mainly due to slackness in the world
trade and industrial production, contraction in share market, Iraq war, Asian crisis and
other regional and global disputes. Still, an economic growth of more than 4 percent
in developed economies and more than 6 percent in developing Asian economies are
projected in the years to come. Market reforms and trade liberalization during 1990s
have opened opportunities for accelerating technological advances throughout the
developing world. Higher economic growth in developed economies could be
instrumental in supplementing additiona aid to developing economies in the world.
The export of developing countries is shifting from primary commodities to
manufacturing and services which have contributed to poverty reduction. China,

India, Bangladesh and Bhutan have shown changes in the last decade.

The global economy is passing through the first ever post World War 1l era big
economic crisis. Estimates are that in addition to contraction in the world economy,
employment opportunities will diminish with deepening of poverty especially in
developing countries. The catastrophic effect the crash of the US real estate business
is causing the US, other advanced economies, and developing countries face adverse
effect of economic contraction, instability, and uncertainty. Consequently, the global
economic growth has shrunk by 2.0 percent in 2008 from that of 2007. Further
deepening of crisis is expected to pull down the economic growth rate by 4.5
percentage points culminating into negative growth of 1.3 percent. The advanced
economies have launched relief and assistance programmes with huge economic
packages to cope with the financial crisis and bring recovery to their economies. Still,
achievements of these efforts are yet to be observed. Thisis a matter of concern to the
world economy (Economic Survey Report: 2009).
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Nepal is one of the poorest countries in the world with 31 percent of the people living
below the poverty line. Amidst the challenge of poverty reduction, the country has
shown ample opportunities for economic growth in the context of building new
Nepal. Nepal’s GNP is very low and has produced an average per capita income of
US $ 260. Agriculture is the main sector for employment and contributes 38 percent
to GDP. Despite agriculture being priority sector, resource allocation in this is
extremely limited of development expenditure. The trend shows that the investors
have been shifting from manufacturing to service and other sectors. Due to lack of
direct access to sea, Nepal lacks strategic success in commercia exploitation of
natural resources and effective utilization of human resources. It has less comparative

advantage from foreign trade.

Nepalese economy basically suffers from poor connectivity. Rugged topography with
limited croplands, poor natural resource base, lack of commercial exploitation of
natural resources, lack of optimal use of human resources, and absence of good
governance are some of the major challenges for Nepal’s fast economic growth and

development. The economy suffers from numerous structural constraints.

The government of any country requires sufficient revenue to develop plans, to handle
day-to-day administration, to maintain peace and securities and to launch other public
welfare activities. This is even so more in case of country like Nepal with such
versatile and up growing problems. The source of government revenue can be
classified into externa and internal two sources. External sources of government
revenue are foreign loans, grants, external borrowing etc. External sources are
uncertain, inconvenient and not good for healthy development of nation because they
have to be paid after a certain time and even more so increases dependency on foreign

hands. So, it is better to- mobilize internal sources rather than external sources.

As rightly stated by Mr. Edmund Burke “It is difficult to tax and to please as it is to
love & to be wise”. Among various sources of revenue to government tax is the most
prominent one. The revenue of government basically comes from two sources-tax and
non-tax. Non-tax revenue includes sources like grants & gifts, administrative income
and business income. Tax revenue includes income from customs, excise, VAT and

Income Tax.
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Nepal being one of the least developed countries in the world is hugely indulged with
serious commercial viruses such as. Corruption, Political influences, Lack of
professionalism, Lack of corporate discipline etc which has resulted in revenue
leakages to the country in surmountable amount.

VAT being one of the main sources of government revenue has been put into scrutiny
under this paper regarding its implementations and leakages. In day to day business
outing it is frequently used words and have acquired significant role among the

Nepal ese business stakeholders.

The basic psychology of any person liable to pay tax is to defer tax payment or even
uphold the same. This tendency even has some historical importance to it. From the
Rana regime to Panchayat system to King’s supremacy, people paying tax has rarely
witnessed any significant benefits and achievements from their contribution. Instead
only beneficiaries resulted from such contributions are the people who are the
members of the ruling government. This frustration of people pending long since has
flown down as the lava of revenue leakage to the government itself in various shapes
and sizes requiring immediate serious control measures. However, cent percent of
control over the subject matter is rarely possible but efforts should be forwarded to
bring the same at acceptable and minimal level.

In the least developed countries like Nepal, the role of indirect tax is seen to be more
important. Of the Indirect taxes, VAT is probably the best tax system and the most
important innovation of the second half of the twentieth century, which is considered
as an effective means to collect revenue as areformed sales tax of indirect tax system.
VAT is abroad based tax as it also covers the value added to each commodity by a
firm during all stages of production and distribution. It is a modern tax system which
enables to efficient collection system, to increase efficiency and to reduce tax evasion.
It is also refereed as the backbone of income tax system in Nepal. VAT plays great
role in the revenue mobilization in Nepal. The reason behind VAT system, it makes
transparency in al kinds of transaction, helps to make the wide area of tax and
discourages tax evasion. So it is needless to say that VAT is the most important
sources of the government revenue. VAT is intended to be levied — or charged —

whenever there is some value addition to raw material. The taxpayers on the other
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hand, will get credit for the amount of tax paid off at the stages of procurement. The
value added tax system has proven to be effective in avoiding problems that normally
might arise out of the double taxation of goods and services. The lesson learnt of tax
reforms in developing countries proves that VAT is the most important choice and
ingredient of tax reform. It may be adopted by a devel oping country with no difficulty
and is an important instrument for the mobilization of internal resources and the
pressure of VAT on economic activities is minimal or not at al. The tax reform and
adoption of a VAT, is therefore, essentially connected with the efforts of many

underdevel oped countries to achieve the goal of economic development.

1.9 Focus of the Study

The study is mainly focused towards analyzing effectiveness of VAT implementation
and highlighting loop holes it is carrying on. The study has been driven mainly
through actual practicalities in current taxation system in Nepa, difficulties
encountered to counter attack the weaknesses existing in the system and possible

corrective measures to overcome the same.

1.10 Statement of the Problem

Nepal being one of the underdeveloped countries in the world is rich in corruption,
poverty, lack of discipline, political instability, lack of security and infrastructure
development. As such basic challenges in front of Nepaese government today is to
address al such issues in intelligent manner to overcome all such adverse richness.
Economic development being one of the prime objectives of any government has been
seriously hampered at present scenario due to various factors. One of the common
factors for the sameis lack of adequate resources and where resources are adequate its
implementation has led down in dramatic fashion. Acquisition of resources and its
effective mobilization is far from satisfactory level. Nepal has also been facing
serious problem of resource gap and high dependency on alien financia support. The
rate of increment of government genera expenditure is increasing in unacceptable
manner and revenue to cover up the same has shown downward trend which therefore
has resulted in huge resource gap or budgetary deficit which seems quite difficult to
be fulfilled. This has led to huge dependence on externa sources for the required
funds. However, such annua increment in foreign hands has aso raised serious

problems of independence and integrity of the nations as a whole. As such the best
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source of government revenue isinternal one. Internal sources could be tax revenue or
non-tax revenue. The contribution of tax revenue in the GDP was 9.86 percent in
2000/01, 10.64 percent in 2004/05 and 10.29 percent in 2005/06. Likewise the non-
tax revenue on GDP was 2.58 percent in 2000/01, 3.15 percent in 2004/05 and 2.66
percent in 2005/06. In Nepal the contribution of tax revenue to total revenue is not so
satisfactory.

Nepal’s low revenue collection from tax is mainly due to poorly implemented and
defined tax laws and rules. The taxpaying habit isreally very poor. Tax authorities are
psychologically barred from honesty, discipline and also concrete knowledge of the
acts and rules. Incompetent tax personnel are other maor problems. There are no
integrated programs for taxpayer’s education, assistance, guidance and counseling.

Nepa being poorest country in the world is highly dependent on tax revenue for
launching significant government programs. The importance given on the collection
of the tax by recent government itself shows that no more description on the subject
matter is required. The bulk of income on the part of the government is through tax
revenue. In this context, study on effectiveness of VAT implementation, being one of
the major sources of tax revenue in Nepal, is surmountable. However, the subject
matter is rarely touched on and debated upon. Although the topic is very well known
to every single layman, its multiplier effect has rarely been analyzed upon. The study
has tried to wholeheartedly cover the following areas within in the subject matter:

1. Contribution of VAT in Nepal
Current status of VAT in Nepa
Prospects of VAT in Nepal
Major problems and weaknesses of VAT in Nepa

o k W DN

Remedial measures to encounter the same

1.11 Objectivesof the Study
The specific objective of the study is to gain an insight into the effectiveness of VAT

implementation in Nepal and |eakages within it and to give appropriate suggestion to
address the same. Followings are the main objectives of the study:

1. Toassessthe current status of VAT in Nepa

2. Todisplay maor strength and weaknesses of present VAT system in Nepal
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3. To recommend possible corrective measures to overcome weaknesses

encountered

1.12 Significance of the Study
The paramount need or significance of the study is to bring out the implementation

aspects of tax and leakages on its various systems that is currently hampering
government revenue vis-a-vis development process of the country as a whole. This
study has to some extent drawn logical framework between tax planning and tax
evasion. The study has covered magjor constituents of the VAT system, its output and
also loopholesiit is taking on. The study will be important for following stakeholders
of the society

1. Future researchers

2. Government agencies

3. Students desirous of keeping intact with related motion.

4. Tax administrators, Tax officers, Tax experts, Tax payers etc

1.13Limitations of the Study
The study is mainly based on the secondary sources and financial dataif any provided

is also secondary as such some doubt relating the same may be inherent. Following
are some of the limitations of the study:

1. The study is conducted only to fulfill the requirement of Master of Business
studies (MBS), so the whole dimensions of the subject matter may remain
untouched.

2. Thestudy isonly partial analysis of the whole tax system.

3. The consistency, accuracy and reliability of the ends presented are subject to
consistency, accuracy and reliability of information passed on to us.

4. Time frame and resources are other constraints of the study.

5. Thestudy is mainly based on secondary sources and datas.

6. Also due to time constraints only annual report for the fiscal year 2007/08 of

Inland Revenue Department could be taken into consideration.

21



1.140rganization of the Study
The chain of this study has been organized in following fashion:

Chapter- 1 Introduction

The first chapter is basicaly an introductory one which includes the genera
background, statement of problem, focus of the study, objective of the study,
limitation of study, research methodology and chapter scheme.

Chapter -1 Literature Review
The second chapter deals with the review of related literatures, research study and

published & unpublished reports and articles, written and prepared by various experts
and researchers. This chapter also focuses on conceptual framework and provision

regarding VAT in Nepal.

Chapter -111  Research Methodology

The third chapter on “Research Methodology” presents the methodology used in this
study. It deals with research design, nature and sources of data, collection of data, data
processing and method of dataanalysis.

Chapter -1V Presentation and Analysis of Data

The fourth chapter fulfills the objectives of the study by presenting the data and
anayzing them with the help of various financia and statistical tools & techniques.
Same has tried to make the best possible critical analysis of VAT management in
Nepal.

Chapter -V Summary, Conclusion and Recommendations

The fifth chapter summarizes the whole study. Moreover it draws the summary of the
study and forwards the recommendation for the improvement of effectiveness of VAT

implementation and leakages and remedial measures to overcome the same.
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CHAPTER - 11
CONCEPTUAL FRAMEWORK AND
REVIEW OF LITERATURE

2.1Conceptual Framework

2.1.1 Introduction of Value Added Tax (VAT)
VAT is an indirect tax levied on consumption. This tax is levied on valued added at

each stage of production and distribution of goods and services. In both practice and
theory, this tax is a regressive one. The final burden of this tax goes on to the
consumer. VAT is one of the core members of the indirect tax. The main objective of
this tax is related to revenue mobilization. To obtain the exact definition of VAT, the
following section givesits practical and precise meaning.

2.1.2 Meaning of Value Added Tax (VAT)

VAT has been defined by various experts and institutions according to their own
likings having same meaning in whatever way it has been demonstrated. It’s only the
use of words that is different with core values and meaning of the VAT remaining
amost similar in every attempt of definition. Here are some of the interpretations

presented for the study.

VAT is asdes tax in advanced form. It is imposed on different stages. It is the tax
imposed on added value of goods and services. Value added tax is one of the forms of
indirect taxes too. Being a broad based tax, it is imposed on producer, whole sdller,
retailer and consumers also. It is related to both the goods and services. It islevied on
industry as well as commerce. Accordingly, it measures net value generated in a
country, i.e. GDP. Vaue added tax is also known as goods and services tax or added
value tax. It is tax system that aims to minimize tax evasion and increase resource
mobilization. It is imposed on value added amount in each stage and therefore, is
equivaent to multi-stage sales tax. In contrast to sales tax, VAT is imposed on added
value of production and distribution. The value is added in the form of profit, rent,
wages, saary etc (Kandel, 2003).
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Encyclopedia of taxation and tax policy says, “Value added tax is a broad tax on
business designed to measure net value generated in a country.”

Indian Tax Institute defines VAT as “a tax imposed on the seller of goods and
services based on value added by their respective units.”

According to economy watch website, Value Added Tax, popularly known as ‘VAT’,
isaspecial type of indirect tax in which a sum of money is levied at a particular stage
in the sale of a product or service (Source:www.economywatch.com/ business-and-

economy/vat.html).

According to Wikipedia Website, Vaue added tax (VAT), or goods and services tax
(GST), is tax on exchanges. It is levied on the added value that results from each
exchange. It differs from a sales tax because a sales tax is levied on the total value of
the exchange. For this reason, a VAT is neutral with respect to the number of
passages that there are between the producer and the final consumer. A VAT is an
indirect tax, in that the tax is collected from someone who does not bear the entire
cost of the tax. To avoid double taxation on final consumption, exports (which by
definition, are consumed abroad) are usualy not subject to VAT and VAT charged
under such circumstances is wusually refundable (en.wikipedia.org/wiki/
Vaue added_tax).

Vaue Added Tax is not an additional tax, but has replaced taxes such as sales tax,
hotel tax, contract tax and entertainment tax that used to be levied on the sale of goods
and services (Khadka, 1997).

From the above definitions, it is obvious that VAT is an indirect tax which is the
newest and significant experiment done on the modern tax system. Like its
predecessor, i.e. the sales tax, VAT is aso levied on the sale of goods and services
(GST). VAT isabroad-based tax as it also covers the value added to each commodity
by afirm during al stages of production and distribution. It is a modern tax system to
improve the collection of taxes, to increase efficiency and to lessen tax evasion. VAT
isamodern and scientific tax system. It is not similar to customs, excise duty or sales
tax that has borne the traditions or historical heritage. It is not a tax that has been
improved and amended and accordingly inserted and deleted. It is a tax of the 21%
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century since it is highly developed and refined. It is atax that suits the present speed
of knowledge, development and skill. Moreover, it confirms with the present context
of liberalization, privatization and globalization. It is easily adaptable with the open
economy system and matches with the private sector and the market economy of the
present day. It is a tax that is transparent and has an in-built system of self-control.
There can be no difference of opinion on the above facts. In summary, the value
added tax system is designed to address various problems associated with the
conventional sales tax system. It is atax that has developed as an alternative for the
traditional sales tax. That’s why it is also called improvised version of sales tax (IRD
and VAT Project, 2001:95).

As clarified by Chandra Mani Adhikari, It is aso an improved and reformed sales tax
(Adhikari, 2003:6). In sales tax, there is no provision for input tax credit, which
means that the end consumer may pay tax on an input that has already been taxed
previously. This is known as cascading and leads to increase consumer tax and price
levels, which increases the rate of evasion and can be detrimental to economic
growth. In contrast, VAT that has been levied in the previous level can be deducted
while paying taxes on the later levels. It has a specia system where a person trying to
deceive tax will be caught on either one of the subsequent levels. Therefore, the trend

of tax evasion is highly discouraged.

The following are the characteristics of full-fledged VAT system:

1. Itisanindirect tax introduced as an improvement over sales tax
Itislevied on added value at each stage of production and distribution
Itis broad based tax
It is based on self assessment system
It avoids cascading and pyramiding.

It tends avoid tax evasion to greater extent.

N o g &~ 0D

It isan equitable tax system.
(Kandel, 2003: 198)
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2.1.3 Objectivesof VAT

Asthe VAT is an indirect tax, its major objective is to provide a well developed and
scientific system of charging indirect tax. Other objectives of the VAT have been
highlighted below:

1. Modernization of tax system in place of old.
Making the tax system more transparent, effective and efficient.
Extending the tax net.
Avoiding the chance of cascading and pyramiding of indirect tax.

Improve revenue mobilization capacity of the country.

o g~ WD

Impose tax on each transaction either within or outside Nepal.

2.1.4 Typesof Value Added Tax (VAT)

Basically, there are three types or variants of VAT, namely, the product-type (P-
VAT), the income-type (I-VAT), and the consumption-type (C-VAT). The above
types of VAT can be best understood by comparison of income and expenditure
aggregates to the national income. Expenditures on the gross domestic product (GDP)
consists of fina private consumption expenditure (c), gross investment expenditure
(D), final government non-wages expenditure on goods and services (Gc), government
expenditure on wages and salaries (Gw), and the trade balance (the values of exported
(x) lessimported (m) goods and non factor service) (Howell, 1995).

GDP=C + 1 + GC + GW + (x-m)

While gross domestic income (GDI) is the sum of factor income payments (wages,
interest, profits, etc) - commonly referred to as the value added (v) of production - and
depreciation (D)

GDI=V +D

Above equation can be stated in terms of either factor cost (i.e., exclusive of indirect
taxes net of subsidies) or market price (i.e., inclusive of indirect taxes net of

subsidies)
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A. Product Type VAT (P-VAT)

Broadly speaking a P-VAT taxes al expenditure (except government wage
expenditure, which is infeasible to tax under any variants of VAT) on GDP if
implemented on the origin principle, and on GDP adjusted for the trade balance if
implemented on destination principle. This variant does not allow the deduction of
depreciation from the tax base in subsequent years either. Assuming for the time
being that the origin principle is employed, so that exports, being of domestic origin,
are taxed but imports, whose value originated from aboard, are not. Then the base of a
P-VAT is ssimply the sum of all expenditures on GDP (hence its name as a product
type VAT) net of government wage expenditure. This base can be expressed as
follows: (Howell, 1995).

Base of P-VAT =GDP-GW =C+1+GC + (x - m)
or,
Product Type VAT=Gross Receipts-Cost of Intermediate Goods

B. Income Type VAT (I-VAT)

Gross investment expenditure, which is part of the base of a P-VAT, reflects an
economy’s actual aggregate expenditure on capital goods (i.e. gross capital formation)
in agiven period. Part of this expenditure, however, is used to compensate for capital
goods that have been consumed or depreciated. While depreciation as such ismerely a
book-keeping entry and does not represent an actual economic transaction, it does
affect the computation of profitability, and thus the value added, of business. An |-
VAT excludes depreciation from its base. It therefore taxes the net, rather than the
gross, investment expenditure (Howell, 1995).

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

or,

Income Type VAT=Gross Receipt-Cost of Intermediate Goods-Depreciation
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C. Consumption Type VAT (C-VAT)

If, in addition to depreciation, expenditures on capital goods, which contribute to a net
augmentation of the capital stock, are also not taxed, then the entire gross investment
expenditure would in effect be excluded from the tax base. The resultant base would
be the base of a C-VAT:

Base of C-VAT =GDP-Gw-1=C+ Gc+ (x - m)

or,
Consumption Type VAT=Gross Domestic Product-Cost of Intermediate
Goods-Cost of Capital goods

Thus from above studies it can be understood that the types of VAT differ in its
treatment of capital goods. Among these three types of VAT, the consumption variant
is the most superior form of VAT and is universally practiced. The reasons for the
popul arity of thistype are as follows:

1. This variant doesn’t affect decision regarding investment and growth since it
relieves investment from any tax burden

2. Likewise, the consumption variant is attractive from point of view of tax
administration as there is no need to distinguish between the purchase of
intermediate goods and capital goods under this variant which is necessary
under the other two variants. Unlike the consumption variant, the other two
variants stimulate firms to classify their purchases of capita goods as
intermediate goods |leading to complication for the administration.

3. Furthermore, the consumption variant is more attractive than the income
variants from the consideration of foreign trade, because the consumption
variants are compatible with the destination principle of taxation, which has
been used by many countries. Under the destination principle, the tax base is
consumption and hence export is relieved completely from VAT. The
consumption variant, thus, posses several advantages over the income and the
product type variants. This is why, the consumption-type variants have been
widely used in several countries in Europe and elsewhere in recent year. The
Nepaese VAT system is based on this consumption variant (Khadka, 1997).
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2.1.10 Methods of Computing Value Added Tax
Basically, there are three methods by which VAT liability can be computed. They are:

1. Tax credit method
2. Subtraction method and
3. Addition method

Of the above methods, two methods namely Subtraction method and Tax credit
method are frequently used while Addition Method is rarely used.

1. Credit Method

Popularly known as Invoice Method, this method levies tax on the total value of sales
(excluding VAT) and it requires that the amount of VAT charged be explicitly stated
on the invoice associated with any taxable transaction. The tax liability is basically
derived by deducting tax paid by the seller in purchasing from the total amount of tax
collected from sales. Since the value added (VA) is sde value (SV) minus cost of
purchased inputs (CPl), a given tax rate, say (t), the tax revenue (T) will be:

T=tSV-tCPl

This method is by far superior in relation to other two methods and also is mostly
used by many countries in the world. The main reason behind the sameis as follows:

1. Easinessin finding out the amount of VAT collected, amount of VAT deposited,
and the amount of VAT to be refunded.

2. Cadculates VAT liability by subtracting the cost of materials from sale proceeds
being used for any time, i.e. one month, two months, six months etc., which is
less than one financia period.

3. Easiness in catching up the understatement of value at the earlier stage and
correcting on subsequent sales.

4. Since business is required to state the tax on invoices under the tax credit
method, it facilitates border tax adjustments. Thisimplies that the amount of tax
that levied on export can be refunded to exporters.

5. Similarly, this method is effective under the destination principle where exports
are zero-rated and the tax credit chain is not broken.

6. It aso providesthe facility of cross checking.

29



7. This method is particularly useful if it is desired to reduce the rate of value
added tax at certain stage in the process of production and distribution. Since
this mechanism puts an equal burden of taxation on both imports and domestic
products, it is further preferred.

The tax credit method, thus, is desirable for severa reasons and has been adopted by
many countries of the world. Nepal has adopted the tax credit method. The following
example may help understand the subtraction method in a better way. Let’s suppose
an importer imported a cooler for Rs. 20,000.00. VAT was paid on its import. This
product passes through three stages before reaching to the final consumer. The value
added (profit) by each businessman on the cost price are: importer - 30%,
Manufacturer - 50%, Wholesaler - 20% and Retailer - 10%. The VAT is calculated in

the following table with al the given information.
Table2.1

Calculation of VAT under the Credit Method

(inRs)
Stages CPI- | Added SV- | VAT @ | SV + VAT | VAT
VAT | Value | VAT 13%

Imported Cooler 20000 - - 2600 - 2600
Imprter to Manufacturer 20000 | 6000 | 26000 | 3380 29380 780
Manufacturer to Wholesaler | 26000 | 13000 | 39000 | 5070 44070 1690
Wholesaler to Retailer 39000 | 7800 |46800| 6084 52884 1014
Retailer to Customer 46800 | 4680 | 51480 | 6692.4 58172.4 | 608.4

2. Subtraction Method
Under this method, each merchant’s tax liability is computed by applying the

applicable VAT rate to the difference between his total sales (inclusive of the VAT
element in his sales price) and his total purchases (inclusive of the VAT element in
his purchase price). Hence, unlike the credit method, the amount of VAT connected
with a taxable transaction is not required to be explicitly stated on the associated
invoice (Howell, 1995: 94). This method is appropriate for the consumption variant of
VAT. Thetax revenue under this method can be calculated by using this formula.

T=t(SV - CPI)
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Table2.2
Calculation of VAT under Subtraction Method

(inRs)
Phases of production Net Purchase | Net Sales | Value Added VAT
and Distribution Price (CPI) (sv) (SV-CPI) @13%

Raw materials Producer - 3000 3000 390
Producer 3000 4500 1500 195
Wholesaler 4500 5800 1300 169
Retailer 5800 6500 700 91
Total 13300 19800 6500 845

3. Addition Method
Under this method, the tax base is obtained by adding the incomes produced by the

firm or by adding the payment made by the firm to the factors of production
employed in turning out the product, such as wages, interest, rent, royalties and

profits. This method is appropriate for the income type of VAT.

2.1.11 Principles Governing Value Added Tax
Basicaly VAT can be implemented under either the origin or the destination

principle.

1. Origin Principle

Under this method, the tax base is obtained by adding the incomes produced by the
firm. Thisimplies that all exports are taxable and all imports are non-taxable. Where
there is a border and cross-country trade, this principle gets important to imported
goods or services over domestic production. Countries with international boundaries
do not prefer to have this principle. But in European community (EC) wherethereisa
common border this principle of taxation is essential. The main reason behind not
following this principle is of revenue loss. It also discourages the export either

directly or indirectly.

2. Destination Principle

The most popular form of principle adopted by a large number of countries is
destination principle. Under this principle, goods or services are not taxed on at the
place where they are produced but the place where they are consumed. This means all
imports are taxed while all kinds of goods and services are free to taxation. The main

advantage of this principle is non-discrimination between import and interna
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production. This principle is favorable for promoting export. Many countries follow
this principle because they are eager to boost export. Nepal’s VAT system is also

characterized by the Destination Principle.

2.1.12 Reasonsfor thelncreasing Popularity of VAT
VAT is definitely a new and modern tax as compared with other traditiona tax

systems. Actually, VAT is thought of being the most important tax reform in the 21%
century. Of all the indirect taxes that evolved in the past, VAT is by far the best tax
system. By contrast, other tax system had never risen into prominence in such a short
gpan of period. Ever sinceitsintroduction in France around 1954, VAT has gradually
and promisingly won the heart of people and is currently implemented in about one
hundred and thirty countries. Several other countries, which so far have not adopted
VAT are trying to make necessary changes in their fiscal policies and lows to
assimilate and accommodate this scientific tax system into their economic set up.
Although VAT is out and out a new system as compared to other traditional tax
system, its popularity is growing fast. It is a precondition that any European countries
must have already adopted VAT to become a member of EEC. This precondition
plays a vital role in the popularization of VAT. In addition to them, there are some

factorsthat are attributed to its growing popularity.

1. Making tax System more Transparent

Nepalese economy is not based on accounting system. Some part of the economy is
underground, whereas the part which is over ground is aso not under real accounting.
The business persons use to keep double accounting-one for tax purpose and another
for its own purpose. In economy where most part of economic activitiesis not whithin
transparent accounting system, tax evasion is pervasive. Nepal ese economy is also not
an exception in this respect. Since, value added tax is an account-based tax system,

the objective of using thisis to make the tax system more transparent.

2. Removing Cascading Effect

Cascading in tax system means tax on tax. Within sales tax system, tax paid at one
stage becomes the cost for another stage. So, there is tax on tax. This case happens
within multistage sales tax system. However, within value added tax system, the tax at

32



one stage does not become the part of the cost for another stage. The value added item
and tax item are kept separate within this tax system. Due to this separation of added
value and the tax item, thistax systemisfree of cascading.

3. Increasing the Tax Base

Nepalese economy is small. The tax evasion in Nepalese tax system is very common.
It is estimated that around 50 percent of the Nepalese tax is evaded or avoided. This
situation has made the Nepalese tax net very small. Only a small part of the Nepalese
supposed taxpayers is within tax net. Tax GDP ratio in Nepa is only 12 percent in
comparison to up to 50 percent in some countries in the world. One of the desirable
features of a good tax system is the revenue productivity. VAT is popular from the
revenue point of view. VAT is well known in the world for its effective revenue
generation. It is important instrument for the mobilization of recourses. There is
tremendous scope for increasing the revenue from VAT. It offers greater revenue
potentiality as compared to other forms of sales taxes. VAT is an improved version of
sales tax, which has the virtue of mobilizing substantial amount of revenue. Hence,
VAT has become an important source of revenue on many developing as well as

developed countries. It yields more than 20 percent of tax revenue.

4. Maintaining Neutrality

The guiding principle of current tax system is neutrality. Neutrality concept in relation
to taxation says that tax system should not discriminate one economic activity against
other. It should not disturb production, distribution and consumption pattern of the
economy. VAT is atax system which is neutral in this respect. In other words, such a
tax system does not bring any unintended and undesirable effects in the methods of
production and distribution or in consumption. Added at each stage in the system, tax
liability remains the same regardless of the system of production and distribution.
Total tax paid on a given commodity depends on the rate of tax and on the total value
added (i.e. the fina price) of the commodity but not on the number of states through
which it has passed. Since VAT does not interfere with the optimal allocation of
means of production, it is considered neutral. Likewise, VAT is neutral with respect to
consumer’s choice too. VAT does not affect the relative price. Consequently, there is
no need for the consumer to shift from one commodity to the other as responsive to

tax. Thus VAT does not affect the preference of the consumer. It also avoids
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probable distortions of the optimum alocation of resources. All other form of sales

taxes is not neutral in respect to consumer’s choice.

5. Encour aging the Export

Another reason of circulation of VAT is to encourage the export. Within VAT, under
destination principle, the goods and services are taxed at consumption point. The
goods and services are not taxed based on production. Exports are commonly relieved
from taxation in order to maintain the competitive power of domestic manufacturers
in the international market. The goods and services that are exported are taxed under
zero tax rates. In case of zero rating, the taxpayer can get refund of tax earlier paid.
That means, under zero rating, the exporter should not pay tax on added value but he
can get refund of tax that he pays in purchasing the raw materias and interrelated

goods. In such away, VAT can promote the export.

6. To Increase the Revenue M obilization

As aready said, the tax revenue mobilization in Nepal is very small. It is insufficient
even to meet the ordinary expenses. There is urgent need of increasing the revenue in
the country to meet regular expenditure and afford for development activities. One of
the objectives of value added tax system, therefore, is revenue mobilization (Kandel,
2003: 201).

7. Taxing Services

For increasing tax revenue or broadening the base of tax, there is need of taxing the
service sector too in Nepal. Service sector is the flourishing sector of the Nepalese
economy. It contributes a significant part of the GDP in Nepal. Transportation,
telecommunication, hotel business, heath services etc. are the examples of service
sectors.

8. Minimizing Tax Evasion

Tax evasion is a common phenomenon in Nepal. As aready stated different surveys
have shown that around 50 percent of the present tax revenue is leaked. VAT is
transparent tax system. The effective use of VAT makes the whole tax system
transparent since VAT is account based tax system. If VAT is implemented

effectively, income tax, property tax, and customs become transparent. Transparency
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in tax system certainly reduces tax evasion. Moreover, VAT has a catch up
characteristics that helps in capturing the tax evaded in earlier stage of sales. This self

policing nature of value added tax system minimizes tax evasion.

9. International Pressure

One of the reasons of introducing VAT in Nepal was the pressure from international
financial agencies like International Monetary Fund, World Bank, Asian
Development Bank; European Union etc. all these agencies pressurized to introduce
VAT in Nepal.

2.1.13 Value Added Tax as a Substitute of Sales Tax
A tax based on the sale of goods and services imposed for generating revenue is sales

tax. There are three types of sales taxes, namely, multiple stage sales tax; single stage
sales tax and value added tax. The tax imposed on each stage of sales is multi-stage
sales tax; whereas the tax imposed on only one stage is single stage sales tax. In other
words, if tax isimposed on manufacturer, wholesaler and retailer, it is multistage sales
tax. In contrast, where the tax is imposed either on manufacturer, wholesaler or
retailer, it is single stage sales tax. The nature of sales tax is that the tax in case of
sales tax is levied on total amount of cost of sales and the tax amount of earlier stage
becomes the cost of the goods or services for next stage. Vaue added tax, in opposite,
is levied not on the total amount of cost of sale but on the amount of value added in

each stage.

Sales tax in the world of taxation was introduced during 1% world war. Before that
war, sales tax was only in Philippines and Mexico. However, due to severe need of
revenue, many countries used sales tax system during First World War. Up to world
war second, this tax had been indispensable part of most of the tax system in the
world. However, after 1955, this tax was gradually replaced by the value added tax.
Right now, there are scant numbers of countries that are under sales tax to collect the
revenue. Value added tax has replaced the sales tax in most of the countries in the

world.

In Nepal, sales tax was introduced in 2022 B.S. at first; sales tax in Nepa was levied
on retail stage. Nevertheless, in 2055 B.S., wholesalers were the point of taxation. In
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2031 B.S., the system was again changed and the sales tax was imposed on
manufacturing stage. Since Mangsir 1, 2054 B.S., sales tax was replaced by value
added tax.

To conclude, the expression of Alan A. Tait can be depicted to show why VAT
system was used in place of salestax in Nepal.

“Countries introduce a VAT because they are dissatisfied with their existing tax
structure. This dissatisfaction falls broadly into one, or possible all, of four categories,
(1) the existing sdes tax are unsatisfactory, (2) a customs union requires
discriminatory border taxes to be abolished, (3) areduction in other taxation is sought,
(4) the evolution of tax system has not kept pace with the development of the
economy.”

According to Tait, VAT system is adopted to avoid the defects of sales tax as regards
cascading, to avoid custom which discriminates internally produced goods and
imported goods, to reduce the rate of other taxation like income tax and customs and
to make the tax system neutral in the economy (Kandel, 2003: 203).

Superiority of VAT to Manufacturing Level Sales Tax (MST) & Wholesale Level Tax
(WST), MST isimposed on manufacturer or producer. MST and excise appear to be
identical since they both are imposed on manufacturer. However, excises are levied
on production not on sales while MST is imposed on the sale made by producers or
manufacturers. The main intention of a MST is to make the charge at that point by
reference to the ‘factory door’ price (Khadka, 1985). Wholesale tax (WST) is
imposed on the last wholesal e transaction. In other words, it appliesto the sales by the
wholesaler to the retailer. VAT has a broader base than MST and WST because
VAT, as dready known from its definition, is a broad based tax system while the
scope of MST and WST s rather limited and narrow. Moreover, VAT brings more
goods and services under its tax net than the MST and WST. In other words, VAT
earns more revenue than the MST and WST. So, alower rate can be applied to obtain
the same revenue. VAT is more neutral than the MST and WST. There is a possibility
for a cascading effect in that they are likely to impose tax upon the tax. The result of
cascading is that rise in price caused by the tax tends to become higher than the

amount of tax. Apart from it, tax levied on inputs stimulates the producers to
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economize their inputs, resulting in aless efficient choice of inputs. Thisin turn leads
to inefficiency in production. MST encourages producers to deliberately shift some of
their function to their dealers, thereby causing cutting out of the jobs or operations of
the firms. This lowers the tax base, resulting in the lower tax revenue. Asfor WST, in
developing countries much wholesaling is conducted on a small scale basis where
wholesalers do not keep adequate records. So it is difficult to control and administer
thistax. Nepal had a bitter experience with this form of sales tax. Furthermore, the tax
base of wholesale tax is also narrower than the VAT. Similarly, since WST is not
neutral, business persons could easily avoid tax liability through reorganization of
their business. In order to avoid tax, manufacturers directly sell to retailers keeping
the wholesal e stage out of existence (Khadka, 1985). AsVAT isimposed only on the
value added, input is exempt from taxation. Furthermore, the investment is also tax-
exempt; it is neutra regarding the investment decision. The MST discriminates
between the domestic products and imports because the profit margin of the
manufacturers is included under the base of this tax but not the profit margin of the
importers. In other words, the effective rate of MST becomes higher on domestic
products than on import. But, VAT, unlike MST, puts an equa burden on both
imports and domestic products since the burden of this tax depends on the fina price.
It improves the efficiency and competitiveness of domestic products in the
international market by freeing exports from tax burden. VAT is administratively
more binding than the MST and WST because VAT brings a larger number of
vendors, including retailers within the tax net. It can aso be said that VAT simplifies
tax administration in some ways. Another shortcoming of MST is that it is very
difficult to impose tax on services because services are directly rendered to the
consumers. In the similar fashion, the tax payers are very fearful in that the VAT is
levied right through the retail stage; they are caught at a later stage though they
somehow had an opportunity to evade tax at an earlier stage. Thus, they instinctively
feel proneto pay tax at the earlier stages. This leads to more revenue collection. Since
there is a high likelihood to evade tax under MST and WST, the revenue can hardly
be generated as expected. Moreover VAT is clearly shown on invoices. This certainly
facilitates the cross-checking as well. So conclusively it can be said that VAT
supersede both MST and WST in al the aspects described above.
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Superiority of VAT to Retall Sales Tax (RST), Retail salestax isimposed on the fina
sale to the consumer. By contrast, Retail Sales tax is considered to be better than the
MST and WST on many grounds. So thistax is aso identical to VAT in the sense that
the base of both taxes is consumption. Since the base of these taxes is the same, a
given tax rate should generate the same amount of revenue under the either system.
However, retail tax is also not free from limitations. Another similarity is that both
VAT and RST are neutral to production and distribution. As VAT is levied only on
the value added at each stage, tax liability remains the same irrespective of the system
of production and distribution. Total tax paid on a commodity or service depends
rather on the rate of the tax and on the total value added of that commodity or service,
but not on the number of stages through which it passes. Similarly the RST is aso
levied on the actual selling price to the customer. The total amount of tax depends on
the rate of tax and final price of a given commodity. It has nothing to do with the
stages. In this way both VAT and RST are considered vertically neutral. Both VAT
and RST appear to be foreign trade friendly, because there is a possibility to refund
the exact amount of tax levied earlier on export under VAT. Under the RST, most of
the exports take place before the tax is levied. Exports by retailers are exempted from
tax, so no necessity to refund tax on exports under the RST. Even if there are many
similarities between VAT and RST, still RST is also not free from limitations. The
first limitation is the large number of small retailers brought under the tax net.
Developing countries generally lack an adequate and efficient system of tax
administration which could administer effectively such number of retailers whereas
VAT has wide coverage. The direct impact of the tax is spread out over a much wider
range of taxpayers than is the case with any of the above sales taxes and much of the
tax is collected from large firms at stages prior to retailing (Due, 1968: p. 552).
Another limitation of RST is that tax evasion is more likely under this tax system
because if aretailer does not file his return, then there is no question to raise tax from
him or her. But under the VAT, tax evasion is more difficult and minimum. Since the
tax is levied at different stages, it spread out over a large number of tax payers.
Hence, each tax payer has to pay relatively a small fraction of the tax. So there will be
less incentive for tax evasion in comparison with the RST. Moreover tax evasion is
quite difficult at pre-retail stage because of the cross-checking method. Also it isin
the interest of a taxable person to insist on his suppliers collecting the tax and

furnishing an invoice, as otherwise he would not be able to claim tax credit (Khadka,
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1985). If the retailers do evade, there will be not much loss in revenue because alarge

part of the tax has been already collected prior to the retail level.

2.1.14 Origin and Development of Value Added Tax (VAT)
The concept of VAT was discussed by scholars as early as 1918 and was introduced

in 1919 by Dr. Wilhem Von Sieman in Germany to replace the “Usnatzsterller” (multi
stage sales tax) due to its undesirable effects, particularly cascading and vertical
integration of the latter tax (MST) for the first time. The Germany, due to fear of its
administrative complication, reduced the rate of unsatzsteuer instead of the
implementing the same. In 1921, the America implemented the corporate income tax.
Pro.Thomas S Admas suggested the tax for the United State of Americato replace the
existing tax system. Until early 50s the development of VAT remained limited only in
the theory.

A mission led by Professor Carl S. Shoup proposed a value-added tax for Japan in
1949 and developed its broad structure.

Mc Maurice Laure, who is known as the father of the modern VAT, in his capacity as
an official of French Ministry of Finance, developed the French levy based on the
principles of modern VAT. As such France was the first implementer of VAT in 1954
covering only in the industrial sector. But these countries limited the VAT only on

import and manufacturing stage.

In late 60s, VAT started to become popular. Countries like Denmark and Brazil
adopted this system of tax in 1967. France, the first implementer of VAT, extended it
to theretail level for the first time. And Germany also adopted VAT in the same year.
In 1969, the countries like Netherlands and Sweden also adopted VAT in their
countries. In 1970, 1971 and 1973, Luxembourg, Belgium and Ireland introduced the
VAT respectively.

In Asia, Vietnam was the first country to introduce this most scientific tax system.
The country adopted VAT in 1973 but avoided in the same year and again used in
1999. The popularity of VAT was increasing all over the world. In 1977, 1984, 1985,
1986, South Korea, China, Indonesia and Taiwan introduced VAT respectively.
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Similarly, VAT was introduced by Philippine in 1988, Japan in 1989, Thailand in
1992 and Singaporein 1994.

In SAARC region, Pakistan was the first adaptor of VAT. It implemented VAT in
1990. India introduced VAT first as modified value added tax (MOD VAT) in1996.
But actually in India, VAT replaced sales tax on 4 January 2005. Though some state
did not opt. for VAT (for political reasons), majority of the state embraced VAT,
states like Andhra Pradesh and Maharastra taking the lead. The Empowered
Committee, constituted by Government of India, provided the basic framework for
uniform VAT laws in the states but due to the federal nature of Indian constitution,
States do have a liberty to set their own valuations for the VAT levied in their own
territory. India introduced the full VAT in some prescribed regions of the country on
April 1, 2005. Around 130 countries have introduced VAT system across the world.
The list below shows the chronology in which VAT was implemented in different
countries.
Table2.3

Implementation of VAT in Different Countriesin the
Chronological Order isgiven below

Year | Countriesthat have started adopting VAT

1954 | France

1960 | Ivory Coast

1961 | Senegal

1967 | Brazil, Denmark

1968 | Germany, Uruguay

1969 | Netherlands, Sweden

1970 | Ecuador, Luxemburg, Norway

1971 | Belgium

1972 | Irdand

1973 | Austria, Bolivia, Italy, United Kingdom, Vietnam

1974 | Argentina, Chile, Colombia, Costa Rica, Nicaragua

1976 | Honduras, Isragl, Peru

1977 | South Korea, Panama

1980 | Mexico

1982 | Haiti

1983 | Dominican Republic, Guatemala

1984 | People Republic of China

1985 | Indonesia, Turkey

1986 | Morocco, New Zealand, Nigeria, Portugal, Spain, Taiwan

1987 | Grenada, Greece

1988 | Hungary, The Philippines, Tunisia
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1989 | Japan, Malawi

1990 | Iceland, Kenya, Pakistan, Trinidad and Tobago

1991 | Bangladesh, Benin, Canada, Jamaica, Mali, Algeria, South Africa, Armenia,
Azerbaijan, Cyprus, EL Salvador, Estonia, Fiji, Kazakhstan

1992 | Tqjikistan, Belorussia, Kyrgyzstan, Russia, Thailand, Turkmenistan, Ukraine,
Uzbekistan, Moldova

1993 | Burkina Faso, Czech Republic, Paraguay, Poland, Romania, Georgia, Slovak
Republic, Venezuela

1994 | Bulgaria, Finland, Lithuania, Singapore, Western Samoa, Madagascar, Niger

1995 | Gabon, Ghana, Switzerland, Zambia, Malta, Latvia, Liechtenstein, Mauritania

1996 | Albania, Belize, Guinea, Uganda

1997 | Barbados, Congo, Nepal

1998 | Croatia, Mongolia, Sri Lanka, Tanzania, Vanuatu, Surinam, French Polynesia

1999 | Cambodia, Cameron, Mozambique, Netherlands, Papua New Guinea, Slovenia,
New Jersey

2000 | Austraia, Chad, Macedonia, Namibia, Sudan

2001 | Botswana, Rwanda

2002 | Lebanon

2005 | India*

Source: The VAT Project Office (Revenue Administration Support), IRD,
IRD/DANIDA, 2001: 3-4) *

24 VAT in Nepal

2.2.30 History and Development of VAT in Nepal

The idea of introducing VAT was revealed by Nepalese government in the Eighth
Plan (1990-1995) document. In a process to reform task policy, it has mentioned that
sometimein the mid-plan period aVAT will be introduced in the country. Before that
VAT was completely new to the people of this part of the world. At that particular
time period two-tier sales tax system was in function. Under this system dealers and
distributors of nine-selected items were required to register for sales tax purpose and
collect tax on their sales. It was extended further to five more items in 1993/94. Only
the amount of tax paid to manufactures was allowed to credit. Further, sole
distribution or agents of the foreign firm or companies and their wholesalers were aso
required to register for the purpose of collection of sales tax. Making liberalisation as
one of its motto, the government of Nepal asked donors to study about various
prospects of VAT system in Nepal. Finally a VAT task force was created in the Sales
Tax and Excise Department in 1993 to make necessary preparations for an early
introduction of VAT. United States Agency for International Development (USAID)
and Consultancy Assistance for Economic Reform for International Development

(HIID) started the study in order to makes the necessary preparation for the
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introduction of VAT. The task force was fully devoted to accomplishing preparatory
work. It prepared the draft for VAT legidation, organization, staffing and exemptions.
Due to political instability and frequent changes in the priority for the implementation
of VAT, the task force could not continue itsjob. At the time of creation of task force,
Nepali congress was in absolute mgjority in the parliament. A mid-term poll changed
the political scenario. The United Marxist-Leninist (UML) party created a minority
government whereas the Nepali congress became the opposition party. The
government led by UML could not revea its positive attitude towards the
implementation of VAT. In contrary, the two-tier sales tax was declared to be
removed in its 1994/95 budget. This negative step hurt the donor agencies and
consequently the USAID suspended it support and Harvard Institute for International
Development’s experts returned. The VAT task force was dismantled. Soon after the
verdict of the Supreme Court to re-install the dissolved parliament, a coalition
government led by Nepali congress, formed and it showed as earlier, a firm
commitment to introduce VAT in its F/Y 1996/97 budget. The USAID resumed its
support but its allocated fund for the study of VAT had already been transferred to
other projects. Again, scarcity of fund is realized by the government and search of the
donor who can provide the necessary fund and technical assistance for the
implementation of VAT begun. After all, the DANIDA supported the VAT project. It
is continuously supporting till now. Asapart of preparatory work, the VAT Act was
passed in 1996 by the parliament. The government in 1997 approved VAT
Regulations. In the same year, the department of sales Tax and Excise were renamed
as the Department of Value Added Tax (VAT). After a year, the Ministry of Finance
approved nine volumes of manuals. Furthermore, VAT Taskforce organized a various
discussion and interaction program related to VAT in different parts of the country.
Various introductory brochures were published and distributed to the potential
taxpayers, businessmen and the administrative staffs. The VAT was initidly
scheduled to be effective form July 1997.

The government was planned to register the potential taxpayer in VAT from this
period. In support of VAT, the government decided to rationalize the tax structure by
educating the rate of income tax, sales tax and custom duties in advance. The VAT
was to replace the Hotel Tax, the entertainment Tax and the Contract Tax. For this

purpose the VAT task force was preparing its work in accordance with the schedule.
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Meanwhile the private sector of business field opposed the government policy on
adoption of VAT. Nepal Chamber of Commerce held a nationwide discussion
program among traders, businessmen, industrialists and their representative
association in March 1997 to collect the attitude towards the introduction of VAT in
Nepal. Most of the business community showed their dislike to the VAT which was
scheduled to be operated form two month later. Business persons protested the
decision of the adopting of VAT with the slogan “NO VAT” issue of VAT resulting
in a conflict between the government and the private sector. Confrontation continued
for a long time. Accepting the increasing pressure of business sector, finaly the
government decided to postpone the date of application for four months. The
government also announced the date for the VAT to be effective from November 16,
1997. With a view to facilitating the functioning of VAT the government made an
arrangement in the budget for F/Y 1997/98 to convert the Hotel tax into the Sales tax.
The rate of the sales tax reduced from 15 percent to 10 percent. Further the rate and
the slab of income tax and customs duty wee also lowered. The government took a
heavy revenue risk by curtailing the rate and structures of various taxes without prior
demand of the taxpayers. Whatever reasons were laid for the postponement of the
effective date of VAT, the preparatory team got a very vauable time for the
preparation of VAT. The government and its associated body tried to convince the
business community in favor of VAT. It was really avery hard work to implant VAT

without the dull cooperation of business community.

The VAT project, Ministry of Finance as well as Department of VAT devoted the
extended period of making friendly relations by providing more training, information
campaign meetings, talk program and interaction program between different groups of
people. In the mean time the business group was aso divided into two groups.
Industrialist was in favor of VAT whereas the trading group was against it. Despite
heavy protest by the trading group, the government implemented the VAT from the
scheduled date of November 16, 1997. Even after the adoption of VAT the days were
not as easy as expected. Trading businessmen were completely against the VAT
whereas industrialists were in favor of it with heavy concession on various taxes. The
government announced all the concessions without prior plan in budget speech four
month before the date of VAT implementation, which could not motivate the

businessmen. On the one hand the businessmen enjoyed the privilege provided by the
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government for the successful enforcement of VAT, on the other they continued to
protest against VAT. Political situation was also volatile. The government was in a
pressure to quit. As usual, the businessmen were against VAT. Industrialists were in
favor of further concession in tax regime that was against the principle of VAT. VAT
administrators were not fully aware of its system. Due to various reasons VAT could
not function as expected. The business community demanded the continuation of all
exemptions and incentives granted under the sales tax system. Businessmen were al'so
very angry at the function of octroi, a local tax. FNCCI, an apex body of private
sector, decided on February 4, 1998 that they would not sit for negotiations with the
government regarding the implementation of VAT unless the government scrapped
out octroi. On March 1998, the government and the private sector reached an
agreement regarding the modalities of the implementation of VAT. Exemption of
industrial machinery and tractors, soft behave towards the retailer, acceptance of the
bill value in import point, set up a committee in order to review the VAT law and
establishment of permanent revenue board where the main agreement. Since most of
the agreed points were not activated the businessmen again began to oppose VAT. A
series of discussion took place before the presentation for the F/Y 1998/99 budget.
The demands of Businessmen were increasing considering the volatile situation of the
political party. The government requested for the agreement but the businessmen
rejected the proposal and did not sign in agreement. Even though the government
addressed few issues that were asked by the businessmen, Finance Bill 1998
incorporated following changes.

The threshold was increased from Rs. 1 million to Rs. 2 million.

Cottage industry got relief from the registration in VAT.

A specia arrangement to be provided to settle the old stock of businessmen.

The rate of interest was reduced to 15 percent from 18 percent.

The rate of penalty of the late filing of return fixed at 0.1 percent per day instead

of 100 percent

Tax offices were empowered to issue a tax assessment if tax prayer cannot

justify the reason for under invoicing.

Firms, companies and industries are required to issue serially numbered invoice

with thelr names and addresses. The VAT administration may inspect, with prior

approval of the DG of the VAT Department, the books of accounts of

44



unregistered vendors in connection with VAT, and may penalize if the books of
accounts are not maintained properly.

A list of exempted items increased. Despite above mentioned provision, the
government also announced the several measures in the field of income tax,
customs duty and revenue investigation with a view to rationalize the tax in
accordance with VAT principle. Provision of some curative measures provided
for the simplification of tax collection irritated businessmen rather than

attracting them towards it. They continue to oppose the VAT system vigorously.

Finally both parties agreed not to implement the provisions provided by the Finance
Act until they reached an agreement. Ultimately, both parties agreed on 39 points on
September 1998. Most of the agreement was in connection with the further
exemptions and concessions in various fields VAT as well as to the taxes. Few of
them were in adverse direction of VAT principle. VAT administration had alocated a
TPIN (taxpayer identification Number) consisting of nine digits to registered taxpayer
with a view to process data in computer. It was developed as per international
standard. Last ninth digit was for checking the accuracy of the number, which is
called check number. All the records of taxpayer are stored in the computer in
database format. As the computer processed all the data of taxpayer, it has become an
integral part of VAT administration. Before that al the records were kept manually.
In accordance with the purpose of integrating VAT and Tax department into one
department from coming year a provision was made in Finance Act, 1999 that “A
PAN (Permanent Account Number) was allocated to the registrant of income tax from
the next fiscal year”. For this purpose a Taxpayer service center established under the
department of Tax. PAN was also similar to TPIN. Those tax payers who have
aready received the TPIN were converted to PAN with same number. The service of
this center was only confined to nine offices of Kathmandu valley. Issuance of PAN
was accessed to all tax payers of the country from December 16, 1999 after the
establishment of Inland Revenue Department (IRD).

For the simplification of management of date, a database computer system has been

developed since the inception of VAT in Nepal. With a view to provide al the

services from the same window and to make effective mobilization of internal
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resource, the government decided to integrate the Department of VAT and department
of Tax. The department of VAT merged into department of Tax on April, 2000.
Through the budget speech for F/Y 2001/02, the government announced to establish
“Inland Revenue Department” from July 2000. Before the merger, there were 17
offices under the VAT Department and 41 offices under the Tax Department. To over
the whole kingdom of Nepal, all those offices merged together and established 21
offices on the basis of including geographical region, number of taxpayer, taxpayer
services and potentially of tax collection. Out of them, four offices were classified
into “A” class, tow into “B” lass, five into “C” class, five into “D” class and Five into
“E” class. Officials and staffs were reorganized according to its work load. The newly
established department will administer the following taxes from the same window. 1.
Income tax (individual and corporate income tax, Remuneration income tax, interest
tax, house rent tax.) 2. Value added tax. 3. Non-tax (dividend, principal and interest
payment, royalty, charges and fees) 4. Other related charges and fees related to
excisable goods. VAT has been justified in the light of government fiscal imbalances
and need for extra revenue mobilization through an efficient tax system. The
Government of Nepal hasincreased VAT to 13% effective from Magh 1, 2061.

2.2.31 Basic Features of Nepalese VAT system
The main features of Nepalese VAT system are as follows:

1. VAT isfinaly borne by the consumer

The consumption of VAT through tax credit method.

The principle of destination.

The level of threshold is Rupees 2 million.

The facility of tax refund

The application of VAT to all business turns over through the retail stages.
Therate of VAT issingle and positive @ 13%

The provision of exemption and zero rate for the goods and services

© © N o gk~ W DN

The alowance of tax credit for taxable supplies including the zero rate supply
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. Small entrepreneurs are exempted to register in VAT office.
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. Self assessment system.
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. Provision for fine and penalty
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. Provision for appeal and review.
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2.2.32 Coverage of VAT in Nepal
As provided in the VAT Act section 5, VAT shall be imposed on the following

transactions:
1. Goods or services supplied into Nepal .
2. Goods or services imported into Nepal.

3. Goods or services exported from Nepal .

In other words, any transaction relating to goods or services executed in between
persons in Nepa or executed between a person outside Nepal and a person inside
Nepal shall be treated as a taxable transaction and tax shall be levied on the taxable
value of every such transaction. However, there are also certain transactions which are
exempt from tax and are provided in schedule 1 of the VAT Act. Again any tax levied
on such goods or services at the time of purchase shall not be allowed set-off pursuant
to section 17 and shall not be refunded pursuant to section 24. In case tax has already
been paid on the exempted goods or services, because they were not listed at that time
and the goods are in hand for sales, they shall not be available for set off against the
tax collected from taxable transactions or the refund of such taxes shall not be allowed

ether.

2.2.33 Transfer of Business

In case aregistered person transfers the whole of the business to any other registered
person, the transferor is not required to charge tax on the transfer. This is the facility
given to the transferor as against the genera concept of the VAT. But the total VAT
liability of the transferor shall be shifted to the transferee. For VAT purpose, the
transferee steps into the shoes of the transferor. In this case, VAT credit shall aso be
shifted to the transferee. However, the registered person, on sale or transfer of the
business, has to inform the related Inland Revenue Office in the prescribed format and

transferee shall also be required al the relevant document up to the period required.

2.2.34 Ratesof VAT
All the taxable transactions shall be taxed at the rate of 13% while the goods and
servicesincluded in schedule 2 of the VAT Act shall be charged with zero rates.
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2.2.35 No VAT and Zero VAT Concepts
Those goods and services which are necessary for the people and those that are

generally provided by the government are included in the ‘no VAT schedule’.
Exemptions primarily are proposed from three types of reasoning, they are for basic
necessities or services or on socia welfare grounds and reducing complexities in

administration. In such a case input tax credit is not deductible or cannot be refunded.

Schedule 2 of the VAT Act has prescribed certain circumstances such as export etc
under which VAT shall be charged at zero rate. If the goods or services are zero-rated
the input tax or tax paid on purchases is creditable or refundable. In other words, the
taxpayer not only does not pay tax on the value of his exports but also will be fully
compensated for the tax paid on input.

2.2.36 Negative Value Added
Sometimes the prevailing situation may compel a businessman to dispose off the

goods for a price lower than its cost in order to avoid further loss. This may be due to
damage of the goods, expiry, going out of fashion, deterioration of the quality of the
goods, market price going down in the supplier’s market, availability of cheaper
aternative goods, etc. That is, vaue deduction is the result of abnormal

circumstances.

Section 12(7) of the Act says that the taxable value of the goods or services supplied
for a partial consideration shall be equal to the market value. Thus, the negative value
addition due to a partial consideration received shall not be allowed in charging VAT.
That is, VAT shall be charged on the full value

Section 16 Kha alows negative value addition under certain circumstances; like theft,
damage by fire, accident, breakage, use period expiry etc. But it is provided that the
negative value addition is alowed in case al the procedures, as prescribed by the

rules, are adopted.

Rule 39 Ka has set a procedure for claiming the negative value addition.
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1. For set-off the VAT paid on some goods or for selling the goods below cost, the
person has to apply to the related Inland Revenue Office with available proofs
within 15 days of the goods being damaged, lost or the period of utilization
being expired.

2. The IRO shall forward the application to a committee appointed by the Inland
Revenue Department for investigation into the claim. On investigation, if the
committee finds that the claim is reasonable, it has to forward the application to
IRD with its recommendation, the amount of tax to be alowed for set-off and
the reason for the | oss.

3 On the favorable recommendation from the committee, IRD may take a decision
to allow the tax set-off or to sell the goods below cost.

2.2.8 Collection of VAT

In case of import, the respective custom offices collect VAT on the taxable value
calculated as per the Act. For this, the direct expenses incurred upto the custom office
are considered for calculation of the value of the goods. In other cases, each registered
person has to collect VAT on selling price. Unregistered persons are not allowed to
collect tax (Section 8).

229 VAT Creditsor VAT set-off (Full, Partial and Nil)

Full tax set-off is allowed for tax paid or payable on raw materials, and auxiliary raw
materias, finished goods, capital goods used for the taxable business, administrative
or other expenses incurred for the taxable business. Section 17 and Rule 39, 40 and 41
allows VAT paid on purchases and expenses for deduction under the following
conditions only:

1. Off-setisavailable to registered firm only for the goods or services in respect of
which a claim for deduction of tax has been made and which are directly related
with the taxable business.

2. In case of domestic purchases, atax invoice as per annexure 5 or the tax invoice
as per annexure 5K ha should be received.

3. In case of imports, a pragyapan patra evidencing the payment of tax should be
received.

4. The tax invoice or the pragyapan patra should be drawn in the name of the
taxpayer and should include the registration number of the taxpayer. But in case
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capital goods is imported or purchased in the name of the bank or finance
company on loan taken against the goods, the taxpayer can clam Vat as the
invoiceisraised on its own name.

5. Tax set-off should be claimed within one year from the date of the invoice or the
pragyapan patra. Once claimed, tax cannot be claimed again.

6. A taxpayer is allowed to deduct tax paid on purchases of wood from national
forests, or goods purchased from Nepa Government (Section 17(5b)).

7. Rule 43(1) further provides that a person can apply to atax officer in form No.
16 fro the set-off of tax paid on stock in trade outstanding on the day of its
registration.

Section 17(2) provides that no set-off or a partial set-off shall be granted in case of
certain goods that can be used for persona as well as for business purposes. Also,
Rule 41 provides that under following conditions tax set-off is not allowed at al
except that in case a registered person carries on a business of the following goods as
the principal business.

1. Beverages

2. Alcohol or alcoholic beverages such as liquor and beers

3. Light petroleum for vehicles and

4. Entertainment expenses.

Also samerule provides partial set-off of VAT paid on vehicles such as motor vehicle
with three or more wheels used on road for the carriage of passengers used as fixed
assets. Alternatively, tax paid or payable on vehicles having less than three wheels or
vehicles used for carriage of goodsis alowed afull set-off.

2.2.10 Proportionate VAT Set-Off
In case aregistered person carries on transaction of both taxable goods or services and
tax-exempt goods or services, such a taxpayer may deduct only the tax paid on

purchases or imports directly related to the taxable goods or services.

Under the conditions, the taxpayer has to classify the purchases and expenses into two
categories. purchases and expenses directly related to either taxable or non-taxable
transactions or purchases and expenses which are common for taxable and non-

taxable transactions. In case the purchases or the expenses are directly related to the
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taxable transactions, the VAT paid or payable on these is fully available for set-off.
Alternatively, in case the purchases or the expenses are directly related to the non-

taxable transactionsthe VAT paid or payable on theseis not allowed for set-off.

VAT paid or payable on purchases of paper is not alowed for set-off in case the paper
is used for publishing books. But in case the paper is used for producing diaries, note
books etc the VAT paid or payable shall be allowed fully for set-off.

In case the registered person carrying out the transactions related to both taxable and
tax- exempted goods or services fails to establish the direct relationship of the
purchased or imported goods or expenses with taxable goods or services, such a
taxpayer may deduct the amount of tax paid on his purchases or imports or the
expenses by calculating the proportion of taxable transaction value out of his total

sales value.

If the same could not be implemented then tax officer may seek direction from the

Department to calculate it through another alternative method.

2.2.11 Structureof VAT in Nepal

The ministry of finance of Nepal Government is the supreme authority for planning
and performing VAT related matters. The IRD is responsible for the complete
administration of VAT, income tax and excise duty. The Director General is the chief

executive of the Inland Revenue Department.

Section 3 of the Act specifies that Nepal Government for the purpose of this Act may
appoint tax officers in the required number and if deemed necessary, may designate
any officer of Nepal Government to act as atax officer. Also section 4 specifies that
the jurisdiction of atax officer shall be as specified by Nepal Government.

2.2.12 VAT Registration (Section 9 and 10)

Section 10 specifies that every person wishing to engage in taxable transaction shall
apply to tax office in the prescribed form for registration before beginning to engage
in such a transaction. Also same section provides that a person who carries out the

transaction of goods or services mentioned in schedule 1 of the Act shal not be
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required to register. Also the person who has conducted their business in a metropolis,
sub-metropolis or a municipality and is dealing in hardware, sanitary, furniture and
fixtures, furnishing, automobiles, electronics and marbles is required to register their
businessfor VAT purpose.

Every person engaged in taxable transaction shall, in case its transaction exceeds the
threshold, be required to get its business registered with VAT. Here the transaction
means higher of sell or purchase and threshold limit is set at Rs. 2 million. In case the
person’s transaction, as per estimation, may exceed the threshold within three months,
the person has to apply for the registration. Also in case the person’s transaction

exceeds the threshold, within 30 days, it hasto apply for the registration.

Rule 7 further provides the following conditions for compulsory registration:

1. At the time of inspection by a tax officer, in case the stock of taxable goods
available with the person exceeds the limit, based on the nature of the goods,
prescribed by the Department;

2. In case a person’s sale of any month exceeds Rs. 200,000.00.

3. In case a person’s telephone expenses and house rent exceeds Rs. 1 lakh during
ayear; or

4. In case the business place exceeds the area specified by the Department for

different roads or different market areas.

2.2.13 Voluntary Registration

Section 9 provides that small vendors having two millions or less of taxable
transaction during previous twelve months shall not be required to get registered.
However, if a person wishes to get registered, the person may apply for voluntary

registration.

2.2.14 No Registration
A person not engaged in taxable transaction shall not be required to get registered for
VAT.
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2.2.15 Cancellation of Registration
Section 11 of the Act provides that a person can apply for cancellation of registration

in any one of the following conditions:

1
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In case of an incorporated body, if the incorporated body is closed down, sold or
transferred or if it otherwise ceases to exist;

In case of an individud, if the owner dies;

In case of partnership firm, if it is dissolved or any of the partner expires,

If the registered person ceases to be engaged in taxable transactions;

If apersonisregistered in error;

If the taxpayer acquires the registration voluntarily, he shall not be alowed for
cancellation of registration before the expiry of one year from the day of
registration. After the expiry of the period, it may apply for cancellation of the
registration.

2.2.16 VAT Invoices
Section 14 and rule 17 has prescribed the following provision with regard to invoice:

1

Every registered person is required to issue an invoice to the recipient, in
supplying any goods and services. While issuing the invoice, available
information, regarding kind, size, model, brand etc of the goods, shall be
mentioned on the invoice.

The format of the tax invoice is prescribed in annexure 5 of the Rules.

A retailer, with prior permission from the tax office, can issue a brief tax invoice
as provided in annexure 6 of the Rules. A brief tax invoice shall not be issued
for more than Rs. 5,000.00.

Section 14(6) provides that a person dealing in certain specified goods, has to
inform publicly the retail selling price of the goods. Nepal Government, by
publishing in the official gazzette, may prescribe the goods and period for which
the notification shall be applicable for the purpose. Section 14(7) further says
that, the person coming under the purview of the above sub-section has to issue
invoice on retail pricein case it is selling the goods to a non-registered person.
The format of invoice is prescribed in rules as annexure 5Kha. The discount, if

any payable, shall be allowed after charging VAT on the retail selling price.
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5. According to section 14(1), a person who is not registered but has an annual
turnover of more than Rs. One million has to issue an invoice at least specifying
the following information:

6. Name of the firm, address of the firm, PAN of the firm and consecutive serial
number of the invoice.

7. In case of the transportation of goods for the destination as prescribe by IRD for
more than Rs. 10,000.00 the tax invoice should flow along with the goods.

8. IRD is empowered to permit a person to issue tax invoice generated by a cash
machine or computer. It is also provided that DG can set the conditions for
granting such permission. DG, through a public circulation, has set the
following conditions:

8.1 Seria number of invoices should be redloted for each accounting year. The
software should generate two copies of invoices. one for the customer and
another for the person’s record. The person has to furnish the second copy of
invoice as and when demanded by atax officer.

8.2 The software should be programmed in such a way that an entry when passed in
the program cannot be deleted or amended. In case a deletion or amendment is
necessary that should be made through another entry or through reverse entry.

8.3 The person should get a hard copy of the available records in the software and
should keep these safely for aperiod of six years.

8.4 The software should not allow reprinting the same serial number once allotted to
an invoice. But in case it is needed, the software should print a duplicate on the
invoice.

8.5 The invoice generated by the program should be in the format as prescribed by
the Act.

8.6 Infringement of the provisions of this circular shall be punishable.

8.7 A person, who is using a cash machine or computer for issuing an invoice, has
to get the till roll in hard copy and should keep it safely for four years of the
submission of the tax return.

8.8 No person is alowed to issue invoice using a computer, unless it has obtained
permission from the related IRO. In case a person has obtained permission

before this circular, he has to follow the above-mentioned conditions.
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8.9 Section 15 of the Act restricts any person, who is not registered for VAT, to

issue an invoice or other document showing collection of tax. But as per sub
section 3 Nepal Government and a local authority are authorized to collect tax
on any taxable goods or services provided by them.

2.2.17 VAT Accounts (Section 16)
A taxpayer is required to maintain accounts mentioning the following data:

1

Date of transaction;

2. Vaue of each transaction;
3.
4. Other matters as prescribed.

The registration of the buyer, in caseit is aregistered person; and

A registered person shall use, for the purpose of keeping accounts, the purchase book

and sales book certified by the concerned tax officer and preserve the accounts of

transactions for a period of up to six years.

According to Rule 23, ataxpayer has to maintain the following records:

1
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Tax account as per annexure 7

Purchase book as per annexure 8

Sales book as per annexure 9

Records regarding transactions, cash etc.

Copies of tax invoices and brief tax invoices

Tax invoices received for purchases and expenses
Documents regarding import and export

Records of debit or credit notes

Register for free or sample goods.

Section 16(1ka) authorizes a tax officer to have an access, as and when needed, to the

computer database of the taxpayer. A registered person may, with the approval of

IRD, maintain the records required to maintain as per the rules by using a computer or

another similar mechanical system or the method as prescribed by IRD.

2.2.18 Return Filing (Section 18)
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Every taxpayer shall self-assessitstax liability every month and shall submit, in
a format as per annexure 10 of the Rules, a tax return to a tax office or by a
registered post, within 25 days after the close of that month.

Section 18(1ka) has given a facility to deposit tax and submit tax return at an
office of the Comptroller General situated in a district in which there is no any
IRO. The office of the Comptroller Genera has to send the amount and the
returns to the respective IRO within seven days of receipt.

Rule 26(1) provides that a taxpayer, having a turnover of more than Rs. 20 lacs
but upto Rs. 1 crore during the preceding 12 months, may submit tax returns of
upto the 25" day of these months; Shrawan, Ashwin, Marg, Magh, Chaitra and
Jestha

Rule 26(3Ka) provides that a taxpayer running Hotel and tourism business, in
case they need, may submit tax returns every two months.

Rule 26(3) provides that a taxpayer, who has taken aregistration voluntarily and
whose annual turnover is within Rs. Twenty lacs, has to submit the tax return of
upto the 25" day of Shrawan, Marg and Chaitra.

Those taxpayers keeping computer-based accounting may apply for a different

tax period.

2.2.19 Assessment by Tax Officer:

Tax return submitted by a taxpayer is treated as self-assessment of its tax liability or

the management’s assessment. But, under the following conditions a tax officer has a

right to make tax assessment:

1
2.
3.

If areturn is not submitted within the time limit

If an incomplete or erroneous return is filed

If afraudulent returnisfiled

If the tax officer has a reason to believe that the amount of tax was understated
or otherwise correct or

If the tax officer has a reason to believe that the taxpayer has caused under-

billing.

The assessment may be made on one or more of the following bases:

1
2.

Proof of transactions;

A tax audit report on transactions submitted by the concerned tax officer; and
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3. Tax paid on asimilar transaction by another person.

Further section 20(4) provides that the assessment of tax, if needed, shall have to be
made within four years from the date of atax return being filed. If the stipulated time

expires the returns so filed shall be considered to be true and valid.

Again section 20(4ka) provides that in case the taxpayer has prepared accounts,
invoice, or any other documents fraudulently; or if he has fraudulently been involved
in tax evasion, IRD can order an assessment at any time, irrespective of the above
time limit.

Also as per section 20(5), while assessing the tax pursuant to this section, the tax
officer shall provide a period of fifteen days to the concerned person to submit his
clarification. Moreover, the burden of proof lies on the tax officer for the reasons of

the assessment

2.2.20 Jeopardy Assessment (Section 22)
Whenever there is areason to believe that the collection of tax isin jeopardy because

any person is about to leave Nepal or to transfer his property to anybody or to remove
or conceal assets, atax officer, with the approval of DG, may immediately assess and

collect the tax due, or about to become due.

2.2.21 Right of Inspection and Examination (Section 23)
A tax officer may examine, if there is a reasonable ground to believe that a taxpayer

required to be registered under this Act has been involved in a taxable transaction

without being registered.

A tax officer may utilize the following powers for such inspection, for verification of
tax returns and for assessment of tax under section 20:
1. Toinspect all goods, premises, documents, records, books and accounts relating
to the tax liability;
2. To search a taxpayer’s place of transaction and other places, if he has grounds

for suspecting to possess evidence related to any offence under this Act;
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3. To require, in pursuance with discharging his own duties, information from a
person who prepares any records, books, accounts or other documents or makes
entry therein; and

4. To take possession of , remove and transfer any documents, books and records
from the taxpayer’s transaction place and other transaction places related
thereto; and

5. To perform audits at the taxpayer’s place of transaction, at a tax office or at any

other appropriate place.

If atax officer requests any person, including bank or financial institution for access
to any information about the taxpayer’s transactions, it shall be the duty of such
person to furnish such information to the tax officer. Further section 23 Ka provides
that if atax officer requests help from local authorities or police in execution of the
Act, it shall be the duty of the concerned authorities to provide them the required help.
Also as per section 23 Ga atax officer, in case thinks that the taxpayer has issued an
invoice for goods sold mentioning a price below its actual price and the same kinds of
goods are in stock of the taxpayer, can order for withholding the goods in stock and
IRD or an IRO may purchase or may arrange for the purchase of the goods at a price
that is mentioned on the invoice. In case the taxpayer is not ready for such sales, IRD
or any IRO shall take the delivery of the goods and shall pay the amount in demand of
the taxpayer. The goods so purchased shall be disposed off at a price and as per
directionsissued by the DG.

2.2.22 Determination of Market Price
As per section 13 of the Act the market value of goods or services shall be determined

as the consideration in money which the supply of these goods and services would
generally be agreed on if the transaction were made under similar circumstances at
that date in Nepal taking into consideration the characteristics, quality, quantity, and
any other relevant factors, being a supply freely offered and made between persons

who are unrel ated.

Rule 22 of the Value Added Rules specifies that a tax officer shall determine the

market price by studying the transactions and value of other vendors registered in
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regard to the transaction of the same nature. Even more section 13(3) and rule 22(2)
specified that where the market value of the goods or services could not be
determined as prescribed above, it shall be determined in accordance with a process
determined by the Director General.

2.2.23 Management Information System (M1S)
The term Management Information Systems (M1S) may relate to the MIS of the IROs

with IRD and other government departments with IRD. These systems are In-house
exchange of information about the activities of taxpayers. Custom offices maintain
computerized records of imports and exports by taxpayers. Custom offices provide the
record to IRD for its use. IRD uses the records to check the figures provided by the
taxpayers in tax returns. These figures are also being used for income tax assessment
of a taxpayer by reconciling the figures with the figures in income statement. In the
same way, there is an exchange of information between excise, VAT and income tax.
IRD has established a separate information technology section (IT Section) the access
of which is available to IROs through networking. Information received by way of
returns, inspections and other means are inputted to the computer for use by the IROs
or IRD. This network processes the return and payment vouchers and also calculates
the interest, fines, penalties, etc chargeable as per the Act. Management Information
System (M1S) does the following functions:

1. Processing of tax application form and related information.

2. Updating the taxpayers’ individual accounts.

3. Entering, Processing and preservation of the central data.

4. Preparing of master record in database format regarding tax collection, refund,

tax credit, registration, de-registration and the business closure.
5. Managing of integrated information between department and field offices.

6. Managing and preservation of data and information for along period.

The IRD receive the tax registration applications, tax returns, tax assessments and tax
payment vouchers. These offices prepare the batches of documents received and make
entry in computers under a designed program. Each batch contains the name of IRO,
date, number, type, number of returns or statements, name of batch-maker. Then they
transfer the data through on-line system to MIS division of IRD. IRD identifies the
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suspense filers and non-filers. The information of taxpayer is kept confidentia
according to VAT Act. DANIDA VAT Project has contributed a lot to
systematization of the MISin Nepal (Agrawal, 2004).

2.2.24 Tax Refund (Section 24)
As per section 24 of the Act and relevant Rules of the same Act, if a registered

person’s offset for a month exceed tax payable for the month, this excess may be
offset against any outstanding amount under this Act. The remainder of the excess
offset may be available as an offset for the next month. Furthermore, a registered
person may file a claim, in tax return as per annexure 10, to alump sum refund of the
amount of the remaining excess after offsetting for a continuous period of six months
under this section. However, in case of an export equal to or more than 50% of the
sales during the month, it may apply for the refund immediately after the close of the
month. The amount eligible for refund shall be paid immediately and if it is not
refunded within 60 days of the submission of the application, Nepal Government shall
have to provide interest @ 15% p.a on that amount. And when a person has applied
for the refund of the tax, it is not allowed for set-off against the tax payable for the

next month.

Further section 25 of the Act has laid down following conditions wherein if the
application for refund is submitted within 3 years from the date of the transaction on
which the claim for refund is based, tax shall be refunded immediately:
1. Diplomat of a foreign country if the foreign country grants, on a reciprocal
basis, the tax exemption privileges to Nepal ese diplomats;
2. In case Nepa Government, Ministry of Finance, has granted the privileges of
tax exemption;
3. Under a bilateral or multilateral agreement for which Nepal Government,
Ministry of Finance, has approved to grant atax exemption; and
4. Any tax collected by mistake.

However as per section 25(1ka), refund under this section shall not be alowed for a
purchase of goods or services at a time for less than Rs. 1,500.00. Also, as per
provision of section 25 KA, those foreign travellers who visit Nepa and returns from
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Nepa through airways and have purchased any taxable items for more than Rs.
Fifteen thousand possessing the goods with him/her at the time of departure from
Nepal, VAT paid on purchases of goods in Nepa shall be refunded as per the
procedure set by IRD.

2.2.25 Rightsof Taxpayer
The following rights are available to the taxpayer:
1. Right to defend (Section 20(5))
2. Right to refund tax (Section 24)
3. Right to apply for departmental review (Section 31Ka)
4. Right to appeal to the Revenue Tribunal (Section 32)

2.2.26 Administrative Review

As per section 31Ka, in case a taxpayer is not satisfied with any decision on tax
assessment made by a tax officer, it can file an application to IRD for an
administrative review within thirty days of receipt of the notice of the decision. In
case a taxpayer is not able to submit an application within the specified days, it can
apply to IRD for extension of the time, specifying the valid reasons for the delay,
within seven days from the expiry of the time. IRD may extend the time for a period
not exceeding 30 days from the expiry of the time. In case the IRD, on scrutiny of the
application and the documents submitted by the taxpayer, thinks that the application is
allowable, after noting the fact in afile, it may order a re-assessment by the same tax
officer or by any other tax officer. Again IRD has to decide on application within 60
days of the date of application being received. And in case IRD fails to decide on the
application within sixty days, the taxpayer may appeal to Revenue Tribunal.

2.2.27 Appeal to Revenue Tribunal (Section 32)
As per section 32 of the Act in case a taxpayer is not satisfied with a decision of the

DG for suspension of the business under Section 30 or a decision of IRD on
administrative review under Section 31A(4), it may appea to Revenue Tribunal in
accordance with the Revenue Tribunal Act, 2031. A taxpayer, who appeals to a
Revenue Tribunal, within fifteen days of such application, should submit a copy of
such appeal to IRD.
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2.2.28 Offences and Penalties
Section 29 of the Act has provided conditions wherein registered person is liable for
the penaltiesin following conditions:
1. Non-registration within prescribed time limit
2. Non display of the certificates of registration, use of the registration number on
certain documents and correspondence and information to IRO in case of
changesin any particulars within fifteen days
3. Tax board not displayed
4. Tax board not displayed at the prescribed place
Failure to issue a tax invoice and purchase of more than Rs. Ten thousand for
business purpose from other than registered person
Unregistered person issuing invoice or documents showing collection of tax
Accounts are not updated

Accounts are not made available for inspection

© © N o

Accounts kept do not have required information

10. Purchase books and sales books are used without certification
11. Accounts are not preserved upto six years

12. Return not submitted in time

13. Obstruction in inspection by tax officer

14. Invoice issued at lower than the actual price

15. Infringement of this Act and Rules.

2.2.29 Rewards

According to VAT Act, if a person provides information with solid evidence showing
that atax payer has evaded or attempted to evade al or some portions of tax, he will
be rewarded with the amount equal to 20% of the amount of tax collected on that
basis of such information. The DG himself is responsible for rewarding the

informants.

2.5 Review of Literature
4.23.4 Review of Books
The Vaue Added Tax does not have a long history even in the global context;
admittedly, there are not as much literatures available on this topic as other forms of
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tax system. So in other words, very few studies have been done on this particular
topic with special reference to Nepal. An attempt, thereby, has been made to review
the theory of tax reform as well asthe recent literature on VAT.

Pandit (1996), “Kardatako Guide” by Pandit gives the glimpses of different forms of
taxes and their provision. He tries to make aware about the general terminology of
Vat and its application in Nepal. He clearly defines the every term of Vat that is
associated with VAT system and the procedure that business community has to follow
if falls under the threshold.

Khadka (1997), “Nepalma Mulya Abhibriddhi Kar: Sddhanta ra Byabahar” is
collection of different articles published in various newspapers and written by Dr.
Rup Bahadur Khadka during 2051/54. The main objective of this book is to bring
public awareness regarding the implementation of VAT. It cites the examples of
India, China and Bangladesh where Vat had been already introduced. It has made an
attempt to justify the rational for introducing VAT in Nepal. The legal, procedural and
structural aspects of VAT are aso covered in the book. The success story of
Singapore and the failure story of Ghana and implication to Nepal are delineated in
the study.

Silwal (1997), “Value Added Tax: A Nepalese Experience” discloses the empirical
finding of VAT after its implication. He was actively associated in VAT
administration from the very beginning. He regarded salestax system as. -

1. Narrow tax base and low rate.

2. Low easticity and buoyancy.

3. Parochia administration

4. Abundance of tax but lot of evasion.
Taxpayers were initially scheduled to register in VAT from the July 17, 1997 and
VAT was scheduled to effect from the beginning of F/Y 1996-97. At the time of its
announcement he realizes that the preparatory work was not complete. In his own
words,

1. The computer system was not ready.

2. The staffing was not compl ete.

3. The manuals were not approved.
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The business community strongly resisted the introduction. He further added “taking
into account all these factors, it was quite reasonable to postpone the scheduled date
from April 16 to November 16, 1997 because the VAT being a modern a voluntary
tax had to rely on the computerized information system as well as the cooperation of
the business community” Tax base, rate structure, exemption and the threshold issues
were major factors affecting VAT design in Nepa. According to his study staff
recruitment, issue of retention and issue of attitudes of staff are crucia problems in
administration front.

Adhikari (2003), “Value Added Tax in Nepal: Theory and Practice” is written by
Adhikari which comprises of three chapters the first chapter deals with theoretical
concept of VAT which includes historical background, objectives, merit and demerit
of VAT. The second chapter comprises practice of Nepalese VAT which deals with
introduction of VAT system in Nepal, different terminologies associated with VAT,
Tax administration system and legal provision made for the VAT implementation in
Nepal. The third chapter consists of different model question of TU on VAT,
specimen of VAT related forms and Accounts and Vaue Added Tax Rule 1997 and
Value Added Tax Act 1996.

Kandel, (2004), “Tax Laws & Tax Planning in Nepal” was designed to fulfill the
needs of MBS and BBS levels under T.U. This book was very useful to the students
and teachers to know the legal provisions of Income Tax Act 2058. The book has
attached unofficial translation of the tax laws — both Acts and Rules — related to value
added tax and income tax. This book was more informative rather than analytical.

Amatya et al. (2004), “Taxation in Nepal (Income Tax, Property Tax & Value Added
Tax’ has exclusively been designed for the subject “Taxation in Nepal” as per the
syllabus prescribed by the Faculty of Management, Tribhuvan University for 31 year
of Bachelor of Business Studies (BBS). Unlike other books available on this subject,
this book makes an in-depth approach to the study of income tax, property tax and
value added tax in Nepal in order to meet the specific requirements of those students
who are studying taxation as a concentration/elective subject a BBS 3" year. This
book was very useful to know the legal provisions of Income Tax Act 2058 and Vaue

added Tax Act 2052. Theoretical aspects as well as numerical problems of income tax
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and value added tax are shrewdly presented in this book. However the book was
failed to analyze lega provisions with numerical examples on the topic of income

taxation of insurance business.

Bhattarai and Koirala, (2006), “Tax Laws and Tax Planning” described the income
tax system in depth. This book includes the separate chapter on Value Added Tax. It
describes VAT practices in Nepal with several theoretical aspects and numerical
examples. This book was specifically designed for the students of MBS 2™ years
under Tribhuvan University. However, the book was failled to mention legal
provisions with examples regarding taxation of income from insurance business in
detail.

Review of Research Papers, Articles & Journals
Lent et al., (1973), “Value added tax in developing countries™, state that “following

the adoption of value added taxes by Western Europe countries, many developing
countries have been giving increased attention to this form of tax as a means of

rationalizing their sales tax and improving their revenue.”

The study was proposed to examine the applicability of VAT in developing countries.
After the emperica study of VAT structures of seven countries i.e. Brazil, Equador,
Ivory Coast, The Malgasy Republic, Morocco, Senegal and Uruguay in 1973 and
draw the principle features of VATS in developing countries. Applying comparative
anaytical methodology and covering the issues such as revenue importance of the
VAT, problems of administration, comparison of the VAT with other forms of sales
tax, only with a comprehensive and uniform coverage it is possible to achieve a truly
neutral salestax i.e VAT.

The government of India in 1978 appointed L.K. Jha as the chair person of the
committee to examine “The adoption of VAT at retail level.” Such committee was
called Jna committee. After study, Jha committee presented the report in which the
VAT was regjected by saying no need to adopt comprehensive VAT because of

administrative constraints, constitutional problems and revenue consideration. But Jha
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committee concludes VAT can deliver better satisfactory solution of excise duty. It

means VAT should be applicable at manufacturing level.

Chang, Recente, and Lourdes, Ma. (1988), “The VAT experience in Republic of
Korea” states that the adoption of VAT was a response to the complex problems
arising from the indirect tax structure. On e of the reason for adopting the VAT was to
simplify the indirect tax structure of Korea.” This was also expected to contribute to
reduction of the price of commodities in the domestic and exports markets. Similarly,
on the advantages of VAT expecting to eliminate cascading effect of taxation,
efficiency in resource allocation, to increase revenue for the government (although it
was not primarily introduced to increase government revenue) being it a broad based

and built in cross-checking mechanism. VAT was introduced in Koreain 1977.

The study pictures out the VAT very precisely and detail after its implementation and
visualizes the conditions of the Korean economy before and after its adaptation using
with descriptive and analytical methodology, covering various empirical studies and
proposals made by various researcher, economists and practical men for VAT reforms
in Korea. The study draws the pre-VAT scenario saying that “Prior to adoption of
VAT.” The system of indirect taxes in Korea was complicated and distortionary with
several taxes and rates.” The study covers the issues reasons for adopting VAT,
guidelines for adopting VAT, the VAT structure, the preparation for VAT reform,
implementation, administration and problems, measures to improve it and conclusions
giving various datas and illustrations.

Korea has introduced the consumption type of VAT covering all stages of production
and distribution, charged on supply of goods and services including imports with 10%
of normal rate, applying tax credit method for calculation, zero rating on exports and
basic necessities with some exemptions in very small firms, and supplemented the
VAT by excise duty on luxuries and giving special tax payer’s facilities on small

business.

Due and Meyer (1988), examine the VAT in Dominican Republic. The VAT in
Dominican Republic was in effect from November 1983. However, the genera

reaction towards the tax was hostile from the business sector. Labour unions as well

66



as political parties opposed the tax. Much of the complain rose from increased record
keeping requirements because the commercia sector of economy was dominated by
small and medium sized business. The other main objection was due to the belief that
VAT was responsible for increase inflation, but the inflation was due to other reasons.
There was a general agreement that the enforcement of the tax had not been adequate
mainly because of the lack of personnel. Evasion was wide spread, many firms failed
to register. The overall evaluation of the tax in the country, therefore, remains rather
negative. While the tax has brought additional revenue, the inadequate enforcement
and failure to extend it to the commercial sector as planned, and the use of make shift,
distorting system in the latter have resulted in serious failure to attain the advantage of
a complete value added tax. The experience of the country with the tax provides a
warning to other developing countries not to attempt to use a value added tax
extending beyond the import and manufacturing sectors without careful consideration
of the ability of the wholesale and retail sector to operate the tax, and general attitude
of these sectors towards the tax.

Ahmand and Ludlow (1989), identify the aternative tax reform packages on VAT
for Pakistan keeping the distributional consequence in consideration. The authors
have their own method for the tax reform analysis. In the first step, they describe the
existing taxes and then, examine the consequences of the tax changes (and thus price
changes) on households, resulting government revenue and also implications for
production. They analyze and compare the consequences of different options such as
the single rate VAT with selective exercise and some exemptions (or Zero ratings),
and multiple VAT rate. The reform with equal revenue and the reform with additional
revenue as well as the production implications of tax reform are also considered. The
work shows that instrument can be designed to increase revenue and at the same time,
protect the poor. A value added tax supplemented with selective excises would have
made Pakistan’s tax system more buoyant and reduced the production distortions

inherent in Pakistan’s current tax system and not at the expanse of the poor.

Binguang Hsiung (1991), has made an effort to assess the VAT in Taiwan, which
was in effect since 1986. According to her, the VAT in Taiwan was implemented in
order to increase the competitiveness of exports and improve the efficiency of

business tax structure. VAT had replaced business receipt tax, stamp tax and
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commodity tax, which constituted 28% of total tax revenue. The impact of VAT
showed that the business tax revenue increased considerably although the reform was
aimed to be revenue neutral. Adoption of VAT did not cause price fluctuations.
Another surprising impact of VAT was that the revenue from the business income tax
increased significantly immediately after the adoption of VAT. This may be attributed
to the cross-checking procedure provided by VAT. Asfor exports, there did not seem
to be adirect link between VAT and exports since exports are influenced by a number
of factors. The tax fell heavily on the public sector business and they were more
affected by VAT than the private sector business. Generaly, it can be said that the
VAT system tremendously improves the efficiency of tax collection. However, there
are some rooms for improvements especialy in administration. The experience of
Taiwan has attested to the superiority of VAT in taxing business activities.

On “Key questions considering value added tax for Central and Eastern European
Countries” Prof. Sijbren Cnossen developed a model for central and eastern European
countries, on the base of the observation on the value added tax in EC and OECD
countries. In this article, he states that it required nearly complete overhaul of the tax
system and in most countries the introduction of VAT is considered a corner stone of
the necessary tax reform.” In addition, he describes that this form of taxation is
worldwide, apart from that of a transaction based, accounts controlled VAT in the
market economy based on the free enterprise and pricing system.” At last, he has
concluded that and appropriate VAT for central and eastern European countries has
proceeded from the widely agreed promise that the tax should be used almost
exclusively to generate revenue for government budget in as neutral and
administratively feasible manner as possible. While the income tax can be employed
to achieve distribution objectives and excises and imports duties to attain allocate

goals, “the focus of the VAT should be on revenue”.

Due and Grany (1991), tell a successful story of VAT in Trinidad and Tobago in
their paper, “Trinidad and Tobago: The development of VAT” A value added tax of
genera type went into effect in Trinidad and Tobago in 1990. Development of VAT
was carefully planned and it went through the several phases from 1986 to 1989. A
tax performance committee was established to review the current tax system and

developed a preliminary recommendation for direction of reforms. The studies
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showed that the existing tax system was in urgent need of revision for severa
respects. The value added tax was put forward as an aternative. Further, the issues
such as choice of rate, structure, exemption, tax administration etc. were resolved for
the final adoption of VAT. The structure of VAT was drafted in the final report after a
careful examination of several issues including revenue and equity with the
development of analytical models. After so many detail works, it was finaly drafter

and passes by the legislation in 1989.

The VAT was well received and also welcomed by the business community. One
year’s experience showed that the operation was reasonably satisfactory. It yielded the
previous expected and forecasted results. For its success, there were several reasons
such as careful planning for tax structure and administration, a close cooperation
between the government and business sector, the extensive publishing program, the
coordination reform (reduction) in purchase tax and income tax and selection of
competent person in key positions. There are several things that can be taken as
suggestions from Trinidad and Tobago for the introduction and operation of VAT to

other devel oping countries as well.

Shahabuddin M. Hossain (1995), investigates income distributional implications of
different VAT schemes in Bangladesh in his paper” The equity impact of value added
tax in Bangladesh”. Applying the method developed by Ahamad and stern and using
the data of household consumption expenditure and input-output table, the results
obtained indicate that a revenue-neutral uniform VAT is regressive (relative to pre-
reform situation) in its impact on the income of different households. The paper aso
explores the income distributional impact of an alternative policy package, and the
welfare consequences of the alternative package are found to be superior to those of
uniform VAT. The findings of the study suggest that, among different possible VAT
schemes, a selective VAT with exemption (or zero ratings) and additional exercise is
clearly preferable than to a complete uniform VAT if the distribution issues are of

dominant concern in tax reform.

Nepal Chamber of Commerce also made a study to analyze the possible effects of
VAT in Nepalese economy in 1997: Dr. Pushpa Raj Rajkarnikar headed the team, the

main findings of the study according to report is as follows:
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1. VAT effectsadversely in price level

It increases the price of imported goods. Ultimately increase the cost of

N

production there by reduces the export business.
Requirement of book keeping is complicated.

It would finally affect the small traders.

It isuntimely to implement.

It would be unjustifiable on social ground.

N o o &~ W

Present administration in incapable for handling VAT.

Computerization system is not sufficient and it is new concept for the tax
administrator. The report suggested for a partial VAT on some commodities. It was
in favour of phase-wise implementation of VAT. The study analyses negative impact

of VAT neglecting its positive impact.

Khadka, R. Bahadur (2001), has developed his experience and knowledge achieved
in the study tour in Germany into the small booklet named as “A report on the
German tax system study tour” in order to distribute its lessons and usefulness. This
book covers al useful discussion held in Germany with policy makers and tax
administrators as well as the taxpayers on the various related topics. Besides, the
study observes the tax administration, training center, tax rates, the excise tax system
and the distribution of the collected revenue. In relation with VAT, the government of
Germany includes VAT as a shared tax. In this category, the collected revenues from
the various tax systems are distributed among the different levels of the government.
VAT is imposed on the valued added a all stages of production, import and
distribution. The revenue received from the VAT tax by the state government is
distributed on the basis of population. Furthermore, when data becomes available, a
sound policy can be formulated and a tax system be made on the basis of the result of
introduction of VAT in Germany. “when introducing VAT, the number of taxpayers
will increase significantly and will be difficult to do al the work manually such as
checking whether the tax payers have submitted the tax forms or not, paid the tax or
not or whether the interest is paid or not. It is essential to introduce a computer
system, which is suitable to the country even though the standardized system

developed in countries.
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In a research under the title of “Tax reform in Singapore” Glenn Jenkins and Dr. Rup
Khadka has made an effort to assess the VAT in Singapore, which was in effect since
1993. This working paper carries the successful story of VAT’s introduction and
implementation in Singapore to be a good lesson for the non-VAT countriesand VAT
countries. According to the authors, Singapore put forward the VAT/GST in order to
make Singapore economy internationally competitive. In this direction, government
of Singapore formed a task force committee for the tax reformation. The committee
recommended that the government must shift from direct to indirect taxes as its main
sources of revenue.

The research papers concluded that Singapore would be facing the problem of an
aging population. In such a situation, income taxes will put a greater burden on a
smaller group of younger, working Singaporeans; this might inhibit growth and
enterprise. It is therefore, necessary to introduce a broad-based tax like GST/VAT to
distribute the burden of taxation among a larger section on the population, GST in a
tax on consumption and several features. It relieves investment and saving from the
tax burden and rewards enterprise and strengthens economic resilience. GST relives

exports commodity taxes through the zero rating mechanism.

Since, VAT isafairer tax and is levied on a large section of the population, including
the self-employed; it is less affected by economic cycles. GST provides a more stable
source of revenue than many other taxes. The main objective of Singapore to
introduce VAT isto make its economy internally competitive, to promote exports and
to develop a broad based and more stable source of tax revenue.

4.24
4.24.2Review of Previous Resear ches and Dissertations

There are quite a few dissertations relating to Value Added Tax Nepal undertaken by

various individua s and some institutions. Some of them are reviewed below:

Dhakal (2004), submitted his research work on “A Sudy on Practices of Value Added
Tax in Nepal” at Tribhuwan University. His thesis was guided by the primary
objectiveslike

1. Reviewing Nepal’s overall tax structure for the period 1009/91 to 2001/2002,

2. Examining the theoretical background of VAT,
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3.

4.

Analyzing the existing VAT system of Nepal with special emphasis on revenue
mobilization and

[dentifying the major problems of VAT in Nepal.

The major findings of his study are as follows:

1

The implementation of VAT system has a greater significance in Nepal.
However the VAT system in Nepa from its inception has been facing
innumerable problems, which curtail its merits and effectives.

Its progress has been dlow, initialy due to opposition from the business
community. There exists an immense administrative problem. Even after itsfull-
fledged implementation in 1999, the system has not been taking a considerable
place due to administrative inefficiency.

VAT regime is extremely challenging in a burgeoning economy like Nepal
where, with long open border, a large segment of the economy is yet to be
monetized. Resistance from the business community, ignorance of general
people and the lack of full support and commitment from the politicians and
government officials forced the authority responsible for implementation VAT
to make compromises on various aspects of VAT which has weakened the
process of implementation right from the beginning.

The establishment of proper co-ordination between Inland Revenue Department
and Ministry of Finance,

The amendment of Unpractical acts, rules and regulations, the need to review
the VAT laws on the basis of experience gained so far, cutting down of the
existing labyrinth of VAT exemption, adoption of dual rate VAT system: a
lower rate of tax on the goods and services of general consumption and higher
rate on luxurious goods & services, installation of computer and networking

system and so on.

Kuikel (2004), in his research study submitted to Tribhuwan University on

“Effectiveness of VAT in Revenue Collection in Nepal”, by using the analytical and

explanatory research design, having the objective to

1

2.

Anayze the trend of revenue collection before and after the introduction of
VAT in Nepal,
Investigate effectiveness of VAT and
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3.

Investigate the problems in VAT,

The major findings of his study are as follows:

1

The main reason behind the introduction of VAT in Nepa are to increase
revenue mobilization by broadening the tax base to make system neutral and
efficient to establish a fair and transparent tax system and to promote economic
growth.

The tax revenue structure shows that although share of indirect tax in total tax
has continuously declined the share of VAT to indirect tax has been increasing
with some fluctuation.

To enhance the revenue collection from VAT there is a necessity to establish
proper accounting and invoicing system.

Tax administrators, tax payers and consumers need to be educated about VAT
system.

The VAT diminates various defects of sales tax by replacing its pyramiding and
cascading effects. Other source of taxation are not able to get required level of
revenue generation so, implementation of VAT for Nepal is both a compulsion
and necessity.

It isonly the preliminary stage of VAT implementation in Nepal, so the revenue
contribution from VAT is not as high as expected due to various reasons such as
availability of clear VAT laws and legidation, effective and efficient
administration, honest tax payer, good education program, establishment of
proper invoicing mechanism and extension of tax coverage are the most
important factors which obviously increase the revenue mobilization through
VAT.

Aryal (2006), in his research work submitted to Tribhuwan University, “An Analysis

of Value Added Tax in Nepal’’, having the objective to

o ~ W NP

Review historical background of VAT,

Anayzethelega provisionsof VAT,

Anayze VAT & itsimportance in Nepalese economy,

Anayzeroleof VAT ininterna revenue collection in Nepal,

Find out problems in collecting VAT & giving recommendation for improving

them and
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6. Recommend for making VAT effective & efficient in mobilization for resources

The major findings of his study were:

1. Therewill beimprovementsin revenue collection dueto VAT system.

2. The main problems in VAT collection are smuggling & under valuation, tax
unconsciousness of people, tax evasion & improper billing system. Similarly,
the mgjor problem in VAT collection is registration, collection, tax refund.

3. VAT system has positive effect in nation’s economic growth. VAT in itself is
not more revenue generator, it is only scientific system of collecting revenue,
and it needs more administrative support & efforts.

4. The implementation of VAT in Nepal has very poor results than expectation.
Those reasons are poor planning, unaccountable staffs, weak and corrupted
bureaucracy. Corruption is widely spreading in politicd 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 implementation of VAT. It is necessary for the tax payers to know about
the VAT with its benefits. Different education programs, seminars etc. should be
organized for tax payers as well as general public in al over the country with the
objectives to aware them about VAT which helps to bring more and more tax
payersin the tax bracket. In order to make VAT effective, it is essentia to create
an environment in which invoices are properly issued and accounts are

maintained accurately.

Dangol (2006), in her research work submitted to Tribhuwan University, “Tax
Reform in Nepal: A study of Value Added Tax”, by using the anaytica and
explanatory research design and having the objective to:
1 Study the historical background of VAT,
2 Anayzethe contribution of VAT on national revenue,
3 Examine the problems arising due to VAT & its effectiveness in revenue
collection,
4 Examine the appropriateness of tax rate under VAT system in Nepal and
Provide suggestion for the improvement of VAT system of Nepal

The major findings of her study are as follows:
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The educational program must be organized,

Political instability should have lesser impact on VAT and advertisement should
be increased for effective implementation of VAT in Nepal.

Only under invoicing has not negative impact on the implementation of VAT
but also prevents fair competition between businessman and the professional
and tax paid by consumers end up in the pocket of tax evasior.

Issuance of proper invoicing and maintenance of accurate accounting by the
taxpayers will help implement Vaue Added Tax more effectively and

encourage fair competition.

Chhetri (2010), in his research study submitted to Tribhuwan University on “Value
Added Tax in Nepal: Past and Present” by using the anaytical and explanatory

research design, having the objectiveto

A W DN PP

Examine change in revenue structure after and before implementation of VAT,
Examine contribution of VAT in total GDP and tax revenue,
Examine the number of tax payers registered and cancelled under the VAT and

Forecast the amount of VAT collection for coming 10 years

The major findings of his study are as follows:

1

Vaue added tax system has been implementing in Nepal has completed
eleven year it hasthe target to increase 0.25 percent GDP per year but due
to various complexities and problem this tax system has not been able to
achieve the expected level of success.

The government expenditure is increasing continually but a revenue
resource is very limited which led to the country to fiscal crises. The major
cause of persisting fiscal deficit in Nepal is due to the poorly designed
and defected tax system which cause inadequate mobilization of resource.
Contribution of indirect tax revenue is large in government found where
the show of indirect tax revenue is more than 75 percent. The value added
tax is seemed position after custom in indirect tax revenue.

In Nepalese tax structure indirect tax is more important than direct tax from the
point of view of revenue generation. Before implementation of VAT t he

contribution of direct tax ratio was around 19 percent but after VAT is around
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10.

11.

12.

13.

22% automatically indirect tax contribution before implementation VAT was
around 79 percent and after VAT it isaround 76%.

Surefire of indirect tax revenue has the duties, three main tax revenue. These are
custom duties, sales tax/VAT and exercise duties. In average custom duties
is the main same and sales tax is the second position in indirect tax
revenue. But in the years 2006/ 07 fifty percent of indirect tax revenue
covered the VAT revenue. The VAT contributed the 50 percent in total
indirect tax revenue.

The contribution of sales tax was 1.95 on GDP in fiscal year 1991/02. value
added tax contribute in average around 3 percent of GDP in Nepa. Its
contribution on GDP reached to 3.90 percent in year 2005/06.

There is no significant change in revenue structure before and after
implementation of value added tax.

Before implementation of VAT there researchers varies types of those were
hotel tax contract tax, entertainment tax and sales tax having different tax
rates. Either the tax rate were less or more than VAT. Hotel tax was
between 10 to 14 percent, sales tax was 15 percent, contract tax was
more than 100 percent the flat rate 10 percent of VAT replaced and made
simplicity and easier.

Number of tax payers registered under VAT has been increasing year after
year but their increasing ratio in latest year seen unsatisfactory. The total
number of registered tax payers (under VAT) reached to 52965 in the year
2006/07.

Import generates more VAT revenue than domestic production. Thus import is
the main base of VAT in Nepal.

Projection of VAT coming 10 years shows the optimistic future by the base of
implemented the past sales tax and VAT.

Status of transaction reports shows the debit taxpayers are less than credit
and zero tax payers. The debit tax payers are about 25 percent.

The value added tax revenue for the year 2018/19 is estimated as Rs
22847 million.
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Pradhan (2010), in his research study submitted to Tribhuwan University on “Tax

Payers Education Regarding VAT Collection in Nepal” by using the analytical and

explanatory research design, having the objective to

1

2
3.
4

Assess the current status of tax payers education and awareness regarding VAT,
Find the relation between VAT collection and taxpayers education,
Examine the effectiveness of present management system of VAT and

Provide suggestion for improving taxpayers awareness in Nepal

The major findings of his study are as follows:

1

VAT has been the most essential choice as ingredient of tax reforms of
developing countries like Nepal, which leads to revenue enhancement and
sustainable economic development. There tremendious scope for increasing the
revenue through VAT and sound implementation of VAT will obviously
increase its contribution in coming days.

The contribution of VAT to government revenue (GDP) on Nepa is very
low with comparison to other developed countries. The contribution of
VAT revenue as apercentage of GDP remained 2.69, 2.73, 2.60, 2.73, 2.70,
3.21, 3.36, 3.67, 3.71 and 3.79 From the FY 1999/00 to 2008/09 respectively.
The contribution of VAT revenue to the total tax revenue is in increasing
trend, though it is fluctuating percentage wise. It is beneficial for sound
economic development. Despite the various difficulties on the implementation
of VAT, the collection trend of revenue through VAT is not so bad. It is
expected to generate more and more revenue in coming days. VAT generated
about Rs. 9850 million revenue in FY 1999/00. It has reached up to Rs.
29908.7 million in FY 2008/09, which is 203.64% increased in comparison to
FY 1999/00.

The contribution of tax revenue to the total revenue is higher than non- tax
revenue. The tax revenueisincreasing trend i.e. it is 77.29% in 1999/2000 and it
reached to the 82.75% in 2008/09 but non- tax revenue is decreasing as
22.71% to 17.25% in 2008/09. It shows that the tax revenue is important
revenue for the government so that the government should make program for the
awareness for the taxpayers.

The total tax revenue is divided into direct tax and indirect tax. The

direct tax and indirect tax is increasing from 89155 to 19460.7 in
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11.
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14.

1999/2000 to 2008/09 and 24200.7 to 5313.11 in 1999/2000 to 2008/09
respectively. The contribution of indirect tax is higher than direct tax in total tax
revenue.

The survey of the contribution of income tax to the government revenue is
important i.e. most of the respondents are in favor of income tax revenue
is contributing significant place to the government revenue.

From the survey most of the respondents are familiar with the Nepalese income
tax i.e. the respondents have knowledge about the Nepal ese income tax system.
Form the view of respondents, it found that present income tax exemption limit
is not appropriate it means most of the respondents are not feel
appropriate income tax in present situation .

The survey shows that the Nepalese income tax is not effective that means most
of the respondents show that Nepalese income tax system is ineffective.

From the respondents opinion it is clear that the education about tax for
taxpayer is necessary i.e. hundred percent respondents shows that the
education about tax for taxpayer is needed.

From the opinion of the respondents, it is clear that the good knowledge about
custom duty to taxpayer help to increase the government revenue i.e. most of the
respondents responded that good knowledge about custom duty increase
government revenue.

From the survey, most of the respondents are familiar about the VAT.

Form the opinion of respondents, it is clear that current VAT rate is not
applicable it means most of the respondents show their view against the
applicability of current VAT rate. It is found that there are many problems of
VAT systemin Nepal.

From the survey the prioritized problems are unfar and weak
administration, lack of consumer awareness, underground economy and
others.

Research Gap

About ten years have aready been passed since VAT come into operation but

very

few studies had been undertaken on the topic of VAT inthe Nepaese context

and most of the studies were related with theoretical aspects. They mainly focused
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on the revenue portion of VAT. However, such special study related to effectiveness of
implementation regarding VAT has been limited. In this study, the researcher has
attempted to evauate the contribution of VAT to the government revenue, its
leakages and public awareness regarding VAT as well as taking the major market area
of Kathmandu City by conducting field survey, in order to know somehow about
the practical experience of VAT.
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CHAPTER - 111
RESEARCH METHODOLGY

3.1 Introduction
“Research methodology is the way to solve systematically about the research

problem” (Kothari, 1990). Research methodology is a procedure adopted to reach at
the desired ends related to certain motion being quested for. It refers to the various
sequential steps (along with rational of each steps) to be adopted by a researcher in
studying the problem with certain objectives in view. This is a procedure of planned
framework for the research study dealing with the research design, nature of the data,
data collection procedure, population and sample and data processing procedures.
Both primary as well as secondary sources of data are used to conduct this study.
Opinion survey technique was adopted while collecting primary data to find out the
views of respondents representing different groups related to tax. This opinion survey
was opted to find out the practical aspect of VAT. While conducting the opinion
survey, questionnaires were distributed to the tax experts, tax officers, business-men

and consumers in the sizeable manner in Kathmandu valley.

The collected data were tabulated into the separate format and table; some statistical
tools such as simple average and percentage were used where necessary.

3.2Research Design
“Research design is the plan structure and strategy of investigation conceived so as to

obtain answers to research questions and control variances” (Kerlinger, 1986). The
plan is overall scheme or program of the research. It includes the blueprint of what the
researcher will do from writing the hypothesis and their operational implications to
the final analysis of the data. This research study attempts to analyze the effectiveness
of current VAT system. Opinion of 50 respondents associated with the VAT such as
expert business persons, tax administrators and taxpayers are collected through the
guestionnaire. Different types of questions regarding VAT are used in questionnaire.
Similarly various publications regarding VAT are used for this study. In this way, the

research design of this research is descriptive, analytical and empirical.
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3.3 Population and Sample
The population for this study was comprised of the entire person belonging to or

associated with Vaue Added Tax in Nepal. They were Tax administrators, Experts
Business persons and Taxpayers. In order to fulfill the objectives of the study, 60
samples from the population in the Kathmandu Valey were carefully selected by
consultation with lecturers and best judgment of the researcher. Out of which 50
respondents replied to the matter. The respondents could be divided into three groups.
The following Table shows the groups of respondents and the size of samples.

Table3.1
Group of Respondents and Size of Samples
SN Group of Respondents Sample Size | Percentage (%)
1. Tax Administrators/Experts 20 40
2. Taxpayers 10 20
3. Expert business personnel 20 40
Total 50 100

3.4 Nature and Sour ces of Data
Both primary as well as secondary data were collected in order to achieve the real and
factual result out of this research. Since the nature of the primary as well as secondary
data is different, collection procedure also tend to vary in the same manner. All the
datas and information required have been collected in best possible way from relevant

sources. The sources and data collection procedure is explained below.

a. Primary Sour ces

Basically primary data can be collected using all or any of the following techniques:
1. Interview

Questionnaire

Telephone queries

Discussion with resource persons

Field Survey

o & WD

From above major tool used in this research work is questionnaire technique for
collection of primary data. First of all questionnaires were designed keeping in view

the results to be obtained and afterwards same were distributed among the personnel
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well known in the field of VAT and its implications such tax experts, administrators

and taxpayers.

b. Secondary Sour ces
The secondary data of this research were collected from the following sources:
1. Published and unpublished reports, articles and dissertations on the concerned
subject.
Published documents of National Planning Commission
Publication and annual report of Inland Revenue Department (IRD)
Different publication of Central Bureau of Statistics.
Publications of Nepal Rastra Bank
Various books written by tax officers and scholars

N o o~ WD

Publications, Budget Speeches and Economic Survey of various fiscal year of
Ministry of Finance, the Government of Nepal.

8. Newspapers, such as, Gorkhapatra, the Rising Nepal, Kantipur Daily, and so on
9. Publications of various VAT Department.

10. Websites

The collected data through secondary sources have been tabulated in different ways
according to the requirements of the study.

3.5 Data Collection Procedure
Data and information used in this study were collected from primary as well

secondary sources. To get the accurate and actua information in time, al
guestionnaires were distributed and collected personally through field visits. Also
where personnel were not in offer at the time of personal visit, information were
collected using other techniques of data collection such as mailing or telephonic

enquiry.

3.6 Data Processing and Analytical Procedure
The information received from primary and secondary sources were first recorded on

working papers and after wards were systematically placed on the computer using

anaytical tools available in the same. Tables and diagrams have been used to show
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the results in more lucrative form. Also, arrangements of the same are in systematic
order as required for the better understanding of the subject matter discussed.
Moreover, for the purpose of analysis, following simple statistical tools were used:
1. Simple Average
Simple Percentage
Graphs, Charts and Diagrams
Trend Analysis
Correlation
Hypothesis Testing (Student’s t-test)

o gk~ WD
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CHAPTER -1V
PRESENTATION AND ANALYSISOF DATA

This chapter is dedicated towards the appropriate presentation and analysis of
effectiveness of Value Added Tax in Nepa with referenceto VAT Act 2053 and rules
made under the same Act through definite course of research methodology. In order to
achieve the above stated objective of the study and to make easier the understanding
of the findings, both quantitative as well as qualitative data and information has been
used and analyzed.

4.1 Resource Gap in Nepal
Like other developed countries in the world, Nepal has been suffering from resource

constraint, mass poverty, and rapid growth of population, aggressive dependence on
agriculture, subsistence living standard etc despite over four decades of planned
development efforts.

In Nepal, the resource mobilization is still poor that does not cover the growing
expenditure. Fiscal deficit is due to the continuously growing expenditure of the
government instead of the low revenue performance in Nepal. That is why; country is
facing the increasing burden of foreign loan. Widening trend of the different resource

gap isshow in the table 5.

In the table (table no. 4.1), 1« resource gap of Rs.4137.6 million in fiscal year 1982/83
reached to Rs.53725.0 million in the fiscal year 2007/08. It is continuously in
increasing trend. Resource gap was decreased from the fiscal year 1991/92 to fiscal
years 1994/95. In these fiscal years, total revenue was increased in greater percentage
than expenditure, so resource gap was decreased. 2~ research gap (after considering
foreign grants) was Rs.3047.5 in the starting year and further widen up to Rs.33072.2
million in fiscal year 2007/08. It was decreased in the fiscal year 1989/90 by the
141.10 million than the previous year and also decreased in the fiscal year 1993/94.
The government takes internal and external loan to meet deficit finance. Foreign loan
had been taken amounting Rs.985.80 million in the fiscal year 1982/83 and Rs.9035.6
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million in 2007/08. After foreign loan financing, 3rd resource gap was Rs.2061.7
million in the fiscal year 1982/83 and which was increased to Rs.24036.6 million in
the fiscal year 2007/08. In 2000/01, maximum foreign loan was taken in comparison

to other years, so resource gap was decrease in thisfiscal year. The resource gap (after

considering foreign loan) was in fluctuating trend. The increasing resource gap

indicates that it is necessary to mobilize additional domestic resources. Ultimate and

the best measure to fill up the resource gap are to increase public revenue through

effective tax system.
Table4.1
Resource Gap in Nepal
(Rs. In Millions)
Fiscal Total Total Resource | Foreign | Resource | Foreign | Resource
Years | Expenditure | Revenue | Gap (1¥) | Grants Gap Loan Gap (3%
(A) (B) (C) (D) (2nd) (E) (F) (G)

1982/83 6979.2 2841.6 4137.6 1090 3047.5 985.8 2061.7
1983/84 7437.3 3409.3 4028.0 1090.1 3074.5 1670.9 1480.5
1984/85 8394.8 3916.7 4478.1 876.6 3151.4 1754.9 1799.8
1985/86 9797.1 4644.5 5152.6 923.4 3554.7 2501.1 1478.6
1986/87 11513.2 5957.1 5556.1 1172.9 3979.7 2705.8 1565.2
1987/88 14105.0 7350.4 6754.6 1285.1 4271.0 3815.8 862.0
1988/89 18005.0 77769 | 10228.1 | 2076.8 4677.8 5666.4 2881.1
1989/90 19669.3 92875 | 10381.8 | 1680.6 8547.5 5959.6 2446.8
1990/91 23549.8 10729.9 | 128199 | 19754 8406.4 6256.7 4398.4
1991/92 26418.2 13512.7 | 139055 | 2164.8 10655.1 6816.9 4444.8
1992/93 30897.7 15148.4 | 15749.3 | 1643.8 11261.7 6920.9 5035.1
1993/94 33597.4 19580.8 | 14016.6 | 3793.3 11956.0 1963.6 2459.4
1994/95 39060.0 24575.2 | 14484.8 | 2393.6 11623.0 7312.3 3235.4
1995/96 46542.4 27893.1 | 18649.3 | 3937.1 10547.7 9463.9 4360.3
1996/97 50723.7 30373.5 | 20350.2 | 4825.1 13824.2 9043.6 5318.3
1997/98 56118.3 329379 | 231804 | 5988.3 14361.9 11054.5 6723.3
1998/99 59579.0 37251.0 | 22328.0 | 5402.6 17777.8 11852.4 6139.0
1999/00 66272.5 42893.8 | 23378.7 | 4336.6 17991.4 11812.2 5854.8
2000/01 79835.1 48893.6 | 30941.5 5711.7 17667.0 12044.0 12144.1
2001/02 80072.3 50445.5 | 29626.8 | 6753.1 24188.1 7698.7 15242.0
2002/03 84006.1 56229.8 | 27776.3 | 6686.1 22940.7 4546.4 11880.8
2003/04 89442.6 62331.0 | 271116 | 11339.1 | 16437.2 7629.0 8199.2
2004/05 | 102560.4 70122.7 | 32437.7 | 11283.4 | 15828.2 9266.1 8780.4
2005/06 | 110889.2 72282.1 | 38607.11 | 14391.2 | 18046.5 8214.3 16565.3
2006/07 | 133604.6 877175 | 45887.1 | 15800.80 | 30086.3 | 10053.50 | 20032.80
2007/08 | 161350.0 | 107625.0 | 53725.0 | 20652.8 | 33072.2 9035.6 24036.6

Source: Economic Survey, 2008/09, Ministry of Finance, GON
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4.2 Revenue Structure of Nepal
The total revenue of government of Nepal is collected from tax and non-tax sectors.

The tax revenue, which is compulsory sacrifice of the people, can be divided into two
components i.e. direct tax and indirect tax. Those revenues collected as income tax,
land tax, property tax, etc are direct tax and those revenues collected as sales tax,
value added tax (VAT), customs and contract tax etc are indirect tax. And the revenue
received by the government in form of postal service charge, fees fines and forfeiture
etc are non-tax revenues. In Nepalese economy amount of tax revenue is generally
higher than that of non-tax revenue. In Nepal, the contribution of tax revenue used to
be amost 80% and non-tax revenue is only about 20% in relative manner. The

structure can seein the Table 4.2.

Table4.2
Revenue Trend in Nepal
(Rs. in Millions)
Fiscal Year Total Tax Tax Non-Tax Non-tax
(FS) Revenue | Revenue Revenue Revenue Revenue
(TR) (TXR) as% of TR | (NXTR) as% of TR

1991/1992 | 13512.60 | 9875.60 73.08 3637.10 26.92
1992/1993 | 15148.40 | 11662.50 76.99 3485.90 23.01
1993/1994 | 19580.80 | 15371.50 78.50 4209.40 21.50
1994/1995 | 24605.10 | 19660.00 79.90 4945.10 20.10
1995/1996 | 27893.10 | 21668.00 77.68 6225.10 22.32
1996/1997 | 30373.50 | 24424.30 80.41 5949.20 19.59
1997/1998* | 32937.90 | 25939.80 78.75 6998.10 21.25
1998/1999 | 37133.80 | 28752.90 77.43 8380.90 22.57
1999/2000 | 42893.80 | 33152.10 77.29 9741.60 22.71
2000/2001 48893.6 38865.1 79.5 10028.5 20.5
2001/2002 50445.5 39330.6 78.0 11114.9 22.0
2002/2003 56229.8 42586.9 75.7 13642.9 24.3
2003/2004 62331 48173 77.3 14158.0 22.7
2004/2005 70122.7 54104.7 77.2 16018.0 22.8
2005/2006 71733.1 57430.4 80.1 14302.7 19.9
2006/2007 87711.2 | 71126.73 81.1 16584.5 18.9
2007/2008 | 107622.5 | 85155.5 79.1 22467.0 20.9
2008/2009 | 1434745 | 117051.9 81.6 26422.6 18.4

Source: Annual Report 2008/2009, Inland Revenue Department

Economic Survey Report 2008/2009, MOF, GON

*Note: VAT Implementation Year

The above table demonstrates the structures of total revenue of the government before

and after implementation of VAT. The contribution of tax revenue on total revenuein
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the year 1991/92 is 73.08%. This slightly increased up to the year 1996/97 except in
the year 1995/96. In the year 1996/97 it reached to 80.41%. On the other hand, the
contribution of non-tax revenue on total revenue is 26.92% in 1991/92, which kept
decreasing until it reached to 19.59% in the year 1996/97. It proves that tax revenue
was in increasing order and non-tax revenue is in decreasing order before the
implementation of VAT. But after the implementation of VAT in the year 1997/98 the
contribution of tax revenue come down to 78.75% and does not cross 80% in any year
afterwards up to 2005/06, Which proves that tax revenue increased in amount where
as it does not lead to the proportionate increasing scenario. On the other hand, the
Contribution of non-tax revenue increased to 21.25% in the year 1997/98. But in the
fiscal year 2006/07 tax revenue exceeded 80%, which must be considered a good sign
in the tax revenue collection following the implementation of VAT. But overal
judging the figures presented in the table 4.2, no significant changes have occurred so
far after the implementation of VAT. This only proves the lack of contribution of
VAT to raise tax revenue of the government proportionately which can be presented
more clearly in the following bar diagram also.

Figure4.1
Revenue Trend in Nepal
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4.3 Structure of Tax Revenue
Tax is the compulsory levy made to govt. treasury by public. Tax is levied either
directly on income or indirectly on consumption of goods and services. Indirect tax is
collected mainly from customers on the consumption of goods and services.
Supremacy of tax user of indirect tax is one of the important features of the
developing economies. The propensity to consumption is higher in developing
countries due to their marginal income. The insignificant level of saving resultsin to
the poor level of the collection of direct tax. The heavy reliance on indirect taxation in

Nepal isjustified on the administrative ground.

Nepal is not in a condition to generate adequate revenue from direct taxation.
Agriculture is the main occupation of the Nepalese people. The industrial
development is very primitive in Nepal. It contributes only about 10% in the GDP.
The per capitaincome of Nepalese people is extremely low. In Nepalese economy the
contribution of direct tax isvery low, it is amost 20% of total tax and contribution of
indirect tax is remarkably higher than direct tax which is amost 80% of total tax

revenue. The table below shows the structure of total tax revenue.
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Table4.3

Structureof Total Tax Revenue

(Rs. in Millions)

Fiscal Year Total Tax Direct Tax Indirect Tax
(FS) Revenue Amount | % of Total Revenue | Amount | % of Total
(TXR)
Revenue

1991/1992 9875.60 1595.20 16.15 8280.40 83.85
1992/1993 11662.50 2036.20 17.46 9626.30 82.54
1993/1994 15371.50 2855.30 18.58 12516.20 81.42
1994/1995 19660.00 3849.30 19.58 15810.70 80.42
1995/1996 21668.00 4655.90 21.49 17012.10 78.51
1996/1997 24424.30 5340.00 21.86 19084.30 78.14
1997/1998* 25939.80 6187.90 23.85 19751.90 76.15
1998/1999 28752.90 7516.10 26.14 21236.80 73.86
1999/2000 33152.10 8951.50 27.00 24200.60 73.00
2000/2001 38865.1 10159.4 26.1 28705.7 73.9
2001/2002 39330.6 10597.5 26.9 28733.1 73.1
2002/2003 42586.9 10105.7 23.7 32481.2 76.3
2003/2004 48173 11912.6 24.7 36260.4 75.3
2004/2005 54104.7 13071.8 24.2 41032.9 75.8
2005/2006 57430.4 13968.1 24.3 43462.3 75.7
2006/2007 71126.73 18980.29 26.7 52146.44 73.3
2007/2008 85155.5 23087.7 27.1 62067.8 72.9
2008/2009 117051.9 34320.7 29.3 82731.2 70.7

Source: Annual Report 2008/2009, Inland Revenue Department
Economic Survey 2008/2009, MOF, GON
*Note: VAT Implementation Year

According to above data, the contribution of the direct tax is very low. Contribution of
direct tax revenue in the year 1991/92 is 16.2% and there after gradually increased
and reached to 27% in the year 1999/2000 and thereafter dightly decreased. On the
other hand contribution of indirect tax revenue is aso in decreasing order. Although,
value added tax belongs to the indirect tax category, introduction of this tax does not
increase the share of indirect tax on total revenue. The tax experts always say that
implementation of VAT helps to collect more revenue. It also helps to collect more
income tax and other direct taxes due to its transparency characteristics. This claim of
tax experts might come true in the case of successful implementation. But hopefully,
in spite of the decreasing trend of the direct taxes, from the fiscal year 2006/2007, it
suddenly had started picking up once again but in an insignificant percentage of only
26.69 reaching 29.30 percentage in 2008/09 with reverse impact on the indirect tax
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revenue standing at 73.3% in 2006/07 and coming down to 70.7% in the year
2008/09, about 2% falling below the figure of 2006/07. This can be better presented in
the following bar diagram presented below:

Figure4.2
Structure of Tax Revenue
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4.4 Composition of Direct Tax
The maor component of direct taxes are income tax, land tax, house and land
registration tax in Nepalese tax structure. Vehicles tax was considered as direct tax
until the fiscal year FY 1993/94 and since FY 1994/95 budget speech, it has been
classified under the indirect tax. Since FY 1994/95 interest and urban house and land
rent tax were included under the income tax (Annual Report, 1994/95).
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Table4.4

Composition of Direct Tax

(Rs. in Millions)
FY Total DT | Land Revenue % Income Tax % Urban % | VehicleTax | % Other Tax %
and House &
Registration Land Tax
2001/02 | 10597.54 1131.82 10.68 8903.70 84.02 2.29 0.02 559.74 5.28 0.00 0.00
2002/03 | 10105.72 1414.30 14.00 7966.07 78.83 0.04 0.00 559.48 5.54 165.77 1.64
2003/04 | 11912.60 1697.50 14.25 9245.90 77.61 0.00 0.00 700.60 5.88 268.60 2.25
2004/05 | 13071.80 1799.20 13.76 10159.40 77.72 0.00 0.00 806.50 6.17 306.70 2.35
2005/06 | 13968.10 2181.10 15.61 10373.70 74.27 0.00 0.00 847.60 6.07 565.70 4.05
2006/07 | 18980.30 2253.50 11.87 15034.00 79.21 0.00 0.00 995.00 5.24 697.80 3.68
2007/08 | 23087.72 2940.74 12.74 17311.22 74.98 0.00 0.00 1069.21 4.63 1766.59 7.65
2008/09 | 19714.00 2722.00 13.81 14547.00 73.79 0.00 0.00 1256.00 6.37 1189.00 6.03
Average | 15,179.72 2,017.52 13.34 11,692.62 77.55 0.29 0.00 849.27 5.65 620.02 3.46

Source: Economic Survey 2008/2009

Note:

1) Land revenue and registration constitutes land revenue and house & land registration fees.

2) Income tax constitutes the income tax from public enterprises, income tax from semi-public enterprises, Income tax from private corporate

Bodies, income tax from individua's, income tax from remuneration and tax on interest.
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Above table shows that the contribution of income tax to direct tax was higher than
other tax and it occupied the largest share in the direct tax. The percentage share of
income tax to direct tax in FY 2001/02 was 84.02% amounting Rs. 8903.7 millions
which isfound fluctuating in different years. But income tax decreased in FY 2002/03
and gradually increased into amounting Rs. 9245.9 millions in FY 2003/04. The
average share of income tax revenue was 77.55%. It was 73.79% amounting Rs.
14547.00 millions in the FY2008/09. Urban House and Land tax has contributed
0.02% amounting to Rs.2.29 million in FY 2001/02 which has decreased gradually
and reaches to zero percentage since 2002/03 thereafter. The share of house and land
registration tax in the FY 2001/02 was 10.68% amounting Rs.1131.82 million which
is found fluctuating in different years although amount is gradually increased to Rs
2940.74 million in FY 2007/08. The share of vehicles tax is 5.28% in FY 2001/02
which was increased till FY 2004/05 up to 6.17% and began to decrease reaching to
4.63% in FY 2007/08. The share of other tax is 0% in FY 2001/02 which gradually
increased to 7.65% amounting to Rs. 1766.59 million in FY 2007/08. This can be
better presented in the following bar diagram displayed below:

Figure4.3
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4.5 Composition of Indirect Tax

Nepalese tax structure is heavily depending on indirect taxes which constitutes about
71.00 of total tax revenue in FY 2008/09. Nepalese tax revenue is dependent mainly
on international trade and sales Tax/VAT on goods and services supplemented by
taxes on income and property to some extent. The major components of indirect tax in
Nepalese tax structure constitutes custom duty, excise duty, value added tax etc.
Custom duty has been classified mainly into import duty and export duty and value
added tax component includes sales tax, entertainment tax, hotel tax, air flight tax and
contract tax. Composition of indirect tax is given in the following table.

Table4.5
Composition of Indirect Tax

(Rs. in Millions)
Fiscal Custom Sales Tax/ Excise Other Indirect Taxes
Y ear Duties VAT Duties Taxes

1991/92 3358.90 2840.70 1414.40 666.40 8280.40

1992/93 3945.00 3438.20 1452.80 790.30 9626.30

1993/94 5255.00 4693.10 1592.20 975.60 12515.90
1994/95 7018.10 6031.30 1657.30 1103.60 15810.70
1995/96 7327.40 6431.30 1944.30 1309.10 17012.10
1996/97 8309.10 7126.50 2298.10 1350.60 19084.30
1997/98 8502.20 7122.60 2885.80 1241.30 19751.90
1998/99 9517.70 7882.20 2953.20 883.70 21236.80
1999/00 | 10813.30 9854.90 3127.60 404.80 24200.60
2000/01 | 12552.10 12047.80 3770.00 334.60 28704.50
2001/02 | 12658.80 11964.00 3807.70 303.30 28733.80
2002/03 | 14236.40 13459.70 4785.10 0.00 32481.20
2003/04 | 15554.80 1478.90 6226.70 0.00 36260.40
2004/05 | 15701.60 18885.40 6445.90 0.00 41032.90
2005/06 | 15344.40 21610.70 6507.60 0.00 43462.30
2006/07 16707.6 26095.6 9343.2 0.00 52146.4

2007/08 21068.0 29816.0 11190.0 0.00 62069.0

2008/09 15404.0 23741.0 9221.0 0.00 48366.0

Average | 11,293.02 | 11,917.77 4,479.05 520.18 28,931.97

Source: Economic Survey 2008/2009

Note:

1) Custom includes imports, exports, Indian excise refund and others.

2) Exciseonindustrial product

3) Vaue Added Tax (VAT) includes sales tax, entertainment tax, hotel tax, air

flight tax and contract tax.
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The table reflects that the custom duty and VAT occupies magjor position in indirect
tax. In the FY 2001/02 the contribution of custom duty was 44.06% which fluctuated
in between 32% to 45% and it was 31.85% in FY 2008/09. The average percentage
contribution of custom duty to indirect tax was 41.41% during the study period. The
VAT has become an important source of overal tax revenue with fluctuating trend
which contributed 49.09% of indirect tax in FY 2008/09 as compared to 42.69% in
FY2001/02. Similarly, the share of excise duty was 13.25% in FY2001/02 and the
average contribution of custom duty, excise duty and VAT was 41.41%, 16.42% and
44.11% during the study period. The above description can be clearly presented in the
bar diagram shown below:

Figure4.4
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4.6 Contribution of Direct & Indirect Tax as percentageto GDP

Table 4.6
Contribution of Direct & Indirect Tax Percentageto GDP
(Rs. in Millions)

Fiscal Total Total Revenue | Tax Revenue | Direct Tax | Indirect Tax

Y ear GDP as% GDP as% GDP as% GDP as% GDP
2001/02 430397 11.72 9.14 3.86 6.68
2002/03 460325 12.22 9.25 2.20 7.06
2003/04 500699 12.45 9.62 2.38 7.24
2004/05 548485 12.78 9.86 2.38 7.48
2005/06 611089 11.83 9.40 2.29 7.11
2006/07 675484 12.99 10.53 2.80 7.72
2007/08 756756 14.22 11.25 3.05 8.20
Average | 569033.57 12.60 9.86 2.71 7.36

Source: Economic Survey 2008/2009

From the above table it is clearly shows that the contribution of total revenue on tota
GDP is 11.72% in FY 2001/02 and reached to 14.22% in FY 2007/08. This is not
satisfactory which is mainly due to the economic condition of the country. The
contribution of tax revenue on GDP is 9.14% in FY 2001/02 and reached to 11.25%
in FY2007/08. The average contribution was 9.86% during the study period. The
contribution of direct tax on GDP isvery low. It is3.86% in FY 2001/02. On the other
hand the contribution of indirect tax on GDP was 6.68% in FY 2001/02 and it reached
to 8.20% in FY 2007/08. The average contribution of indirect tax on GDP was 7.36%

during the study period which can be better presented in the bar diagram displayed

below.

Figure4.5
Contribution of Direct Tax & Indirect Tax to GDP
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4. 7Non-Tax Revenue structure of Nepal

Like tax revenue, non-tax revenue is another source of the government revenue. It is

not imposed compulsory by public authority to the taxpayers. The components of

non-tax revenue in Nepalese tax system are the following factors such as charges,

fees, fines, forfeiture, receipts from sales of commodities and services, dividends,

royalty, sales of fixed assets, principal and interest payment etc

Table4.7
Composition of Non-Tax Revenue
(Rs. In Millions)
Fiscal Charges, | Receiptsfrom |Dividend | Royalty & Principal Misc. Total
Y ear fees, fines sale of sale of and
and commodities fixed assets | Interest
forfeiture Payment
1991/92 | 1106.30 765.00 644.40 137.80 974.40 12.20 3640.10
1992/93 333.40 889.50 755.50 59.90 1431.10 16.50 3485.90
1993/94 248.00 1270.00 775.70 90.40 1811.00 14.30 4209.40
1994/95 207.10 1388.30 1060.10 196.90 2083.80 16.10 6225.10
1995/96 286.10 1673.30 1363.00 67.80 2818.80 16.10 6225.10
1996/97 270.80 1799.60 1134.40 447.90 2220.70 75.80 5949.20
1997/98 329.60 2255.50 1311.00 565.20 2461.10 75.70 6998.10
1998/99 336.10 2146.60 1782.80 202.30 3927.50 102.80 | 8498.10
1999/00 386.30 2428.90 2507.50 563.30 3751.00 104.60 | 9741.60
2000/01 386.70 2728.00 2336.50 949.60 3497.20 130.80 | 10028.80
2001/02 512.80 2611.10 2512.90 723.90 3109.50 | 1638.80 | 11115.00
2002/03 579.60 3063.00 2497.60 1945.14 2462.30 | 3092.80 | 13642.44
2003/04 | 1202.50 3497.00 2661.10 1465.00 3507.10 | 1852.35 | 14158.05
2004/05 | 1359.90 3849.90 4589.90 1931.40 271430 | 1572.60 | 16018.00
2005/06 | 1927.70 3932.30 3394.80 1196.80 3251.30 | 1148.70 | 14851.60
2006/07 | 1945.40 4776.80 4937.70 1091.80 2085.70 | 1748.10 | 16585.50
2007/08 | 1287.01 6165.49 5025.92 5773.65 3440.01 | 7748.40 | 29440.48
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Sources: - IRD Report 2008/09, Inland Revenue Department, GON

The above table shows that the figure of charges, fines and forfeitures which stood at
Rs 1106.30 in the fiscal year 1991/92 fluctuated in such a manner that it dramatically
dipped to 333/40 in the fisca year 1992/93.Afterwards, the trend was in a non
uniform manner. Finaly, it has a sum of 1287.01 in the fiscal year 2007/08 as non tax

revenue.

In 1991/92 the figure for receipts from the sales of commodities stood at 765.00. The
trend was upward except the fall in the fiscal year 1998/99 and 2001/02. In the similar
manner, the amount for dividend which stood at Rs 644.40 in the fiscal 1991/92
increased slowly and uniformly up to fiscal year1995/96.Afterwards, the trend was
oscillatory. Moreover, for royalty and sales of fixed assets triggered a fluctuation
path, reaching a maximum of 1931.40 in the fiscal year 2004/05 and a minimum of
59.90 in the fisca year 1992/93.In addition, the figure for principal and interest
payment which stood at Rs 974.40 in the fiscal year 1991/92 increased gradually up to
the fiscal year 1995/96 and afterwards the trend was in a fluctuation manner.
Moreover, the collection of non tax revenue by miscellaneous way was oscillatory
reaching a maximum of 3092.80 in the fiscal year 2002/03. This can be better
presented in the bar diagram shown below

Figure4.6
Composition of Non-Tax Revenue
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4.8 Current VAT situation in Nepal
Table4.8
Current VAT situation in Nepal
Particulars 2003/04 | 2004/05 | 2005/06 | 2006/07 | 2007/08
VAT Revenue (Rs. In million) 14498.2 | 18895.8 | 21615.4 | 26704.18 | 29816.0
VAT Growth Rate (Percent) 7.7 30.3 14.4 235 11.7
VAT share on Total Tax (Percent) 30.9 34.9 37.6 36.7 35.0
VAT share on Total Revenue| 233 26.9 29.9 29.8 21.7
(Percent)
VAT Ratio to GDP (Percent) 29 35 3.7 3.7 3.9

Source: Economic Survey Report 2008/09
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In 2005/06 VAT revenue increased by 14.4 percent to Rs 21.62 billion compared to a
higher growth rate of 30.3 percent in the previous year (Table 4.8). The removal of
the effect of upward revision in VAT rate from the existing 10 percent to 13 percent
accounted for such a low growth of VAT revenue in 2005/06. From this it can be
easily observed that in 2004/05, VAT revenue accelerated mainly due to the increase

in VAT rate rather than due to the automatic measures.

Despite the lower growth rate of VAT in 2005/06, compared to the preceding year, its
share on total tax revenue and total revenue is highest amongst the other taxes. In
2005/06, VAT occupied 37.6 percent of total tax revenue and 29.9 percent of total
revenue compared to that of 34.9 percent and 26.9 percent respectively in the previous
year. However, contribution of VAT has shown downward trend for the year 2007/08
with growth rate being hovering at 14.3 %.With regard to the revenue generated from
VAT as percent of GDP, it remained 3.7 percent in 2005/06 and 3.9 percent in
2007/08.

4.9VAT Registration Status

Registration is a preliminary step in the whole process of the VAT system and is an
important tool towards evaluation of success or failure of implementation aspects of
VAT. Thethreshold limit of VAT registration used to be Rs. 1 million previously. But
now, it has been changed to Rs. 2 million. All tax payers whose taxable transactions
stand above Rs. 2 million per annum are compulsorily required to register in VAT.
But those firms whose turnover is apparently below the prescribed threshold limit also
can go for registration if they so desire. The firms having more than Rs. 2 million who
were not previously registered under sales tax are required to register for VAT within
90 days from 16 November, 1997, or the date of issue of VAT Act. It was however
not necessary to register if they only dealt with tax exempt goods and services.
Similarly, the Nepalese VAT Act does not allow branch or division registration
system.
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Table4.9
Y ear-wise number of VAT Registrants

Fiscal Year No. of VAT Cumulative | Rateof Increase
Registrant Total (%)
1997/1998 5237 5237 -
1998/1999 4405 9642 84.11
1999/2000 8305 17947 86.13
2000/2001 3146 21093 17.53
2001/2002 4056 25149 19.23
2002/2003 4723 29872 18.78
2003/2004 4302 34174 14.40
2004/2005 5602 39776 16.39
2005/2006 7055 46831 17.74
2006/2007 6134 52965 13.10

Source: Annual Report 2006/2007, Inland Revenue Department

The number of sales tax registrant was 2045 at the time of the introduction of VAT in
1997. Among them those with an annua transaction above the VAT registration
threshold were converted into VAT registrants from 16 Nov. 1994 while between
those having transaction below the threshold level registered voluntarily and other
remained under the VAT net. Other potential tax payers that were outside the sales tax
net registered for VAT over the year. The member of VAT registrants increased
gradually. In one side some tax payers registered under the revenue department and in
the other side some registrant tax payers cancelled their registration under VAT
department. Thisis proved by the above table and chart which shows that in the year
1997/98 5237 tax payers registered for VAT. In the year 1998/99 new tax payers
registered were 4405 and the total tax payers reached to 9642 which is 84.11%. The
growth rate of VAT registration remained at a high level in the fiscal year 1999/2000
at about 86.13%. Both voluntarily and compulsorily, the business communities came
under VAT flag because there is a legal provision in the VAT law that the
government bodies are required to buy only from the VAT registrants in case of their
purchases exceeds certain amount. This seems to have compelled them to register for
VAT. However, the figure above shows that the trend is in the steady line with
sporadic rise, but that is negligible. The percentage is on the decrease finally ending
up a 13.10% in the fiscal year 2006/2007. Although the VAT registration is in
increasing trend, the growth rate of the same is in downward trend which is mainly

due to adverse situation of the country lacking adequate investment areas and shows
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that the new businesses are not being encouraged to come into existence. This can be

better presented in the diagram below

Figure4.7
Trend of VAT Registrant
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4.10VAT Cancellation
The table below shows the tax payers’ trend of cancelling registration from VAT.

Table4.10
Y ear-wise number of VAT Cancellation

Fiscal Y ear No. of Reg. Cancellers % of Reg. Cancel
2000/2001 170 -
2001/2002 80 0.47
2002/2003 18 0.07
2003/2004 30 0.11
2004/2005 30 0.10
2005/2006 36 0.11
2006/2007 31 0.09

Source: Annual Report 2006/2007, Inland Revenue Department

The above table depicts the data from the fiscal year 2000/2001 to 2006/2007.
According to above table the taxpayers who cancelled their registration in the fiscal
year 2000/2001 were by far the most than those in the subsequent years, i.e. 170. This
was followed by only 80 which are about half the decrease of the preceding year and
the percentage of 0.47 shows the significant decrease. In the fiscal year 2002/2003,

101



the cancellation decreased even significantly, thereby hinting at the taxpayers’ more

inclination towards VAT. The trend stood amost constant from the fiscal years
2002/2003 to 2006/2007. If this trend continues, hopefully, this number may decrease

in the future. Obviously, more awareness programs must be held to transmit the

taxpayers about the benefits of VAT. The above data can be clearly understood with

the help of following diagram depicted below

Figure4.8
Trend of Registration Cancellation
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4.11 Non-Filers
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There is a legal provision in the VAT laws that all the registrants are required to

submit their tax return after 25 days of completion of the tax period. It does not matter

whether any transaction takes place within that period or not. It is necessary to submit

the tax return within the specified time. Registrants who fail to submit their tax return

is known as non-filers. The table and chart below illustrate the no. of non-filers in

each fiscal year from 2000/2001 to 2006/2007.
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Table4.11
Y ear -wise Number of Non Filers

Fiscal Y ear Total Registrants Non-filers Per centage
2000/2001 21093 1383 6.72
2001/2002 25149 3676 15.18
2002/2003 29872 5255 17.59
2003/2004 34174 7322 21.43
2004/2005 39776 8492 22.96
2005/2006 46831 13198 21.63
2006/2007 52965 7098 14.58

Source: Annual Report 2006/2007, Inland Revenue Department

Figure4.9
Status of Non-Filers
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4.12 Tax Returns
Tax Return means a return furnished by a Taxpayer in regard to the tax payable for
transactions carried out during the Tax Period. A study on the status of Tax Return
facilitates the forecasting of the amount of potential tax collection. In general, the tax
return includes debit, credit and nil tax return. Debit return implies the return which
the tax payer furnishes declaring to pay tax. Debit return in a favourable position
shows the output tax exceeding input tax credit. Credit return is just opposite of debit
return. If input tax is greater than output tax, the possibility of credit return is realized.
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As the credit return increases the liability to refund also increases. So, debit return is
favourable for the government. If there is no transaction during the particular tax
period, then it is nil or zero return. The status of tax return is depicted in Table 4.12
and Figure 4.10.

Table4.12
Status of Tax Returns
Fiscal Debit Credit Nil Undecided Total
Y ear
No. % No. % No. % No. %

2000/2001 | 6975 35.39 8250 41.86 4471 22.68 14 0.07 19710
2001/2002 | 6936 32.3 8844 41.19 5207 24.25 486 2.26 21473
2002/2003 | 7178 31.06 9553 41.36 5972 25.85 396 1.72 23099
2003/2004 | 8483 33.87 9625 38.42 6783 27.08 158 0.63 25059
2004/2005 | 9478 32.2 10260 36 8271 29 516 1.8 28525
2005/2006 | 10449 | 31.06 | 12882 | 38.17 | 10139 | 30.14 163 0.4 33633
2006/2007 | 11457 | 31.43 | 13594 | 37.29 | 11044 | 30.29 362 0.99 36457

Source: Annual Report 2006/2007, Inland Revenue Department

The table 4.12 reveals that the credit return is higher than the debit return. This is
considered something not so good for the VAT system. In the fiscal year 2001/2001,
the ratio of debit return to the total return is 35.39% whereas the credit return stood at
41.86%. From then onwards, the figure just seemed to rise consistently. The nil return
in that particular period was 22.68% and the undecided percentage is 0.02.
Understandably, at the initial periods, the credit refund might rise due to the provision
to carry forward credit from the sales tax and the provision aso of getting credit
facility of old stock. But the continuous increase of the credit refund is definitely not a
good sign for the government who needs to think about thisin time. It is a duty of
Inland Revenue Department to seriously come up with measures to make sure this
doesn’t happen in future. Unless the government is proactive enough to figure out the
actual cause behind the increasing trend of credit return, nil return and undecided
return which in the above table is not high though, the government’s intention to
mobilize VAT as resource may be just a daydream. So complete tax audit and
investigation on these issues must be a top priority of the government. This can better

be made clear by the help of following diagram.
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Figure4.10
Status of Tax Return
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4.13 Revenue Collection from VAT
VAT is considered as modern and scientific tax system in sales tax family. Nepal has
adopted VAT since fiscal year 1997/98. Since then the actual collection of VAT from
the fiscal year 2000/2001 to 2006/2007 has been shown below.

Table4.13
Revenue collection from VAT
(Rs. in Millions)

Fiscal Y ear Targeted Achieved % Change
2000/2001 13500 12050.00 (11)
2001/2002 14750 11947.95 (19)
2002/2003 13730.05 13449.12 (2)
2003/2004 15503.5 14478.90 (7)
2004/2005 16950 18885.40 11
2005/2006 23650 21613.04 (9)
2006/2007 26463 26095.60 (1)
2007/2008 29651.9 29815.70 1
2008/2009 41000 39700.92 (3)

Source: Annual Report 2008/2009, Inland Revenue Department

VAT was introduced in order to meet the revenue gap that government had been
facing for a long time. In the fiscal year 1999/00 total Rs. 9860.00 million was
collected where as expected or targeted was Rs. 10460.00 million in the same year
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which isless by 6% than targeted. The figure is not shown in the table though because
the data shown range from the fiscal year 2000/2001 to 2006/07 only. Similarly, in the
fiscal year 2001/02 achieved VAT was Rs. 11947.95 million whereas targeted was
Rs. 14750.00 million which is 38% less than targeted. However, by small margin of
2% only differ between targeted and achieved in the fiscal year 2002/03. In the fiscal
year 2004/05, the revenue actually collected even exceeded the targeted one. In
figure, the targeted revenue for that period was Rs. 16950 million where as the
collected revenue amounted to Rs. 18894.63, i.e. 11% more than the targeted one. But
the boom period in revenue collection was to soon be followed by the depression
when the 11% increase went far down to -7 in the fiscal year 2005/06 with the
targeted revenue Rs. 23650 million and the actual collection only amounting to Rs.
21996 million. This trend seems to be improved again in the following fiscal year
2007/08 when the actual revenue marginally exceeded the targeted one by 1 percent.
The change in the revenue collection was triggered partialy by the magor change in
the Nepalese political scenario that took place in the aftermath of the people’s
movement part 2 on April 2005. Now as can be seen in the figure below, for the last
few years, comparatively the trend of revenue collection is good one although it is

still in afluctuating nature.

Figure4.11
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4.14 Composition of VAT Revenue
VAT islevied on both domestically produced goods and services and imported goods
and services. Nepaese economy is agricultural based. More than 60% people are
farmer and the farming is unorganized. Agriculture production through unorganized
sector is exempted from VAT. Most of the products and services are imported from
neighboring countries and third countries. Thus import generates more VAT revenue
than domestically produced goods and services. The composition of VAT revenue

collection from imports and exports are shown in atable below.

Table4.14
Composition of VAT Revenue

(Rs. in Millions)

Fiscal Year | Total VAT Revenue | Domestic Product Imports
Amount % Amount %

2000/2001 12,050.00 474472 | 39.38 | 7,305.28 | 60.62
2001/2002 11,947.95 4608.37 | 38.57 | 7,339.58 | 61.43
2002/2003 13,449.12 4819.61 | 35.84 | 8,629.51 | 64.16
2003/2004 14,478.90 5604.12 | 38.71 | 8,874.78 | 61.29
2004/2005 18,885.40 6624.33 | 35.08 | 12,261.07 | 64.92
2005/2006 21,613.04 8150.5 | 37.71 | 13,462.54 | 62.29
2006/2007 26,095.60 9631.33 | 36.91 | 16,464.27 | 63.09
2007/2008 29,815.70 10808.24 | 36.25 | 19,007.46 | 63.75
2008/2009 39,700.92 13918.49 | 35.06 | 25,782.43 | 64.94

Source: Annual Report 2008/2009, Inland Revenue Department

In fiscal year 2000/01, share of domestic and imported VAT revenue in total revenue
was 39.38% and 60.61% respectively while in the fiscal year 2002/03 is 35.83% to
64.16%. In the fiscal year 2008/09, domestic products contributed 35.06% whereas
imported goods contributed 64.94% in the total VAT revenue. In Nepalese VAT
structure, collection from imports share about two-third and collection from domestic

source occupies one-third only.
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Figure4.12
Composition of VAT Revenue
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4.15 Share of VAT Revenueto Gross Domestic Product (GDP)
Gross Domestic Product is the total final output of goods and services produced by

the country’s territory by residents and non-residents, regardless of its collection
between domestic and foreign claims. The VAT/GDP ratio measures the consistency
of the growth of VAT revenue with the corresponding growth in gross National
Product. This is an indicator of the utilization of taxable capacity. Normally, the
growth of VAT revenue mobilization in line with the growth in GDP is desirable for
the rapid economic development of a country. The collection of VAT revenue is more
reliable than the Direct tax revenue, Non tax revenue which facilitates the process of
economic planning and development in the country. VAT has been introduced in
Nepal to increase the contribution towards revenue generation. The contribution of
VAT revenuein GDP is shown below.
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Table4.15
VAT Revenue as Per centage of GDP

(Rs. in Millions)

Fiscal Year GDP* VAT Revenue % of GDP
2000/2001 413428.7 12050 2.91
2001/2002 430396.6 11947.95 2.78
2002/2003 460325.3 13449.12 2.92
2003/2004 500699.1 14448.89 2.89
2004/2005 548484.7 18894.63 3.44
2005/2006 611088.5 21946.01 3.64
2006/2007 675484 26704.18 3.98
2007/2008 756756 29816 3.94

Average 549,582.86 18,657.10 3.39

Source: Economic Surveys 2006/2007, 2007/2008, MOF.  Macroeconomic
Indicators of Nepal 2008, Economic Reports 2008, NRB, Kathmandu *

Above table reveds that share of VAT revenue in GDP is 3.39% in an average
through the analysis period. The contribution made through VAT in GDP isvery low.
In fiscal year 2000/2001, total amount Rs. 12050 million was collected as VAT which
was only 2.73% of GDP. However, though insignificantly, the percentage shows the
increasing trend, but very low percentage of GDP throughout all the years of analysis.
The highest percentage i.e. 3.98% was recorded in the fiscal year 2006/2007 with
VAT revenue amounting to 26704.18. So it can be said that the trend does show an
increasing trend although in a snail pace which can be better seen in the graph. So in
conclusion, the contribution made through VAT in GDP is very low. This can be

better presented with the help of following bar diagram.
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Figure4.13

VAT Revenue as % of GDP
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4.16 Share of VAT Revenuein Total Revenue
Total Revenue includes Tax revenue and non-tax revenue. The contribution of VAT

revenue to the total revenue has been shown in the Table 4.16.

Table4.16
VAT as % of Total Revenue

Fiscal Year | Total Revenue | VAT Revenue | % of Total Revenue
2000/2001 48893.9 12050 24.65%
2001/2002 50445.6 11948 23.68%
2002/2003 56229.7 13449.1 23.92%
2003/2004 62331 14448.9 23.18%
2004/2005 70122.7 18894.6 26.95%
2005/2006 72282.1 21946 30.36%
2006/2007 87712.08 26704.2 31.00%
2007/2008 107622.5 29816 27.70%
2008/2009 84203 23741 37.09%
Average 71093.62 19222 27.61

Source: Economic Survey 2008/2009, MOF. Budget Speech 2006/2008, MOF-.

Above table reveals that an average contribution of VAT to the total revenue is 26.75.
In the fiscal year 2000/2001, its contribution was 24.65, it kept increasing in the
following years ending up with 37.09%, the highest one in the fiscal year 2008/2009.

The same figure can be better viewed in the following chart.
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Figure4.14
VAT Revenue As% of Total Revenue
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4.17 Share of VAT Revenuein Total Tax Revenue
The contribution of VAT revenue to the total tax revenue has been shown in the

following table.

Table4.17
VAT Revenueas % of Total Tax Revenue
(Rs. in Millions)

Fiscal Year Total Tax Revenue | VAT Revenue | % of Total Tax Revenue
2000/2001 38865.1 12050 31.00%
2001/2002 39330.6 11948 30.38%
2002/2003 42586.9 13449.1 31.58%
2003/2004 48173 14448.9 29.99%
2004/2005 54104.7 18894.6 34.92%
2005/2006 57430.4 21946 38.21%
2006/2007 71126.7 26704.2 37.54%
2007/2008 85155.5 29816 35.01%
2008/2009 68080 23741 34.87%

Average 56094.8 19222 34.27%

Source: Economic Survey Report 2008/2009, MOF

The above table shows that there is high share of VAT in total revenue in Nepal. In
the fiscal year 2000/01, the percentage of VAT in total tax revenueis 31% similarly in
the fiscal year 2008/09 it was increased to 34.87% less by 0.14% from the previous
fiscal year. The average contribution of VAT to the total revenue is 34.27% which isa
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about one third of the total tax revenue. This proves that Nepal ese tax revenue without
theinclusion of VAT is unthinkable.

Figure4.15
VAT Revenue as % of Tax Revenue
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4,18 Share of VAT Revenuein Total Indirect Tax Revenue
The contribution of VAT revenue to the total indirect tax revenue has been shown in

the following table.

Table4.18
VAT Revenueas % of Total Indirect Tax Revenue

(Rs. in Millions)

Fiscal Year Indirect Tax | VAT Revenue | % of Total Tax Revenue
2000/2001 28705.7 12050 41.98%
2001/2002 28733.1 11948 41.58%
2002/2003 32481.2 13449.1 41.41%
2003/2004 36260.4 14448.9 39.85%
2004/2005 41032.9 18894.6 46.05%
2005/2006 43462.3 21946 50.49%
2006/2007 52146.4 26704.2 51.21%
2007/2008 62067.8 29816 48.04%
2008/2009 48365.8 23741 49.09%
Average 41472.8 19222 46.35%

Source: Economic Survey Report 2008/2009, MOF
The above table shows that there is high share of VAT in total indirect tax revenue in

Nepal. In the fiscal year 2000/01, the percentage of VAT in total indirect tax revenue
is 41.98% similarly in the fiscal year 2008/09 it was increased to 49.09% less by
1.00% from the previous fiscal year. The average contribution of VAT to the total
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revenue is 46.35% which is about half of the total indirect tax revenue. This proves

that Nepalese indirect tax revenue without the inclusion of VAT is unthinkable.

Figure4.16
VAT as% of Indirect Tax
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4.19 Effective VAT Rateand High VAT Revenue L oss
The effective tax rate is the amount of tax an individua or firm pays, when al other
government tax offsets or payments are included, divided by the individual or firm’s
total income or taxable income. This ratio is usualy expressed as a percentage. If
certain groups have high degree of tax offsets compared to other groups, their
effective tax rate will be lower, even where their official tax rates and marginal tax
rates will be equal.

In Nepal, at the starting period of VAT, the VAT rate was 10 percent. However it was
revised upward to 13 percent in January 2005. Though the VAT rateis 13 percent, but
its effective rate is only 4.7 percent (on the basis of private sector consumption) (table
4.19). VAT exemptions, larger amount of tax credit over tax debit and huge volume
of tax refunds are mainly responsible for such a low effective rate of VAT in Nepal.
Tax exemption and tax credit are the root cause of revenue loss and revenue loss is the
main cause of low effective VAT rate.
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Table4.19

Effective VAT Rate and the Revenue L oss

(Rsin Millions)
2003/04 | 2004/05 | 2005/06
Total private consumption | 383978.0 | 412776.0 | 458991.0
VAT Rate 10% 10% 13%
Potential VAT Revenue 38397.8 | 41277.6 | 59668.8
Actua VAT Revenue 14498.2 | 18895.83 | 21615.39
Revenue Loss 23899.6 22381.8 | 38053.4
Effective VAT Rate 3.8 4.6 4.7

Source: Nepal Rastra Bank

For that reason, to establish the VAT as a prominent source of tax revenue and total
revenue, the amount of revenue losses should be declined. For this, tax exemption,
unnecessary claim of tax credit by the taxpayers as well as tax deduction should be

controlled to a reasonable limit.

4.20 Elasticity and Buoyancy of VAT
Prior to 1997 VAT was not existent. However sales tax, contract tax, hotel tax were

existent. Though VAT was launched in Nepal with an expectation of broadening the
tax base, eliminating tax cascading and creating an investment friendly tax system and
finaly increasing the revenue, it seems inelastic in Nepalese context. From the
empirica results, the elasticity and buoyancies coefficients of VAT are 0.55 and 1.15
respectively (sample period 1975-2005) which is very low (Source: Nepal Rastra
Bank).

4.21 Empirical Study
An empirical study was conducted to find out various aspects of Vaue Added Tax in

the real world situation. In this study analysis about Value Added Tax has been done
on the basis of information provided by various tax experts, tax administrators and
taxpayers. The major tool used for this purpose is questionnaire method.

In this study questions were asked to 45 different individuals related to this field i.e.
taxpayers, tax experts and tax administrators covering various aspects of Value Added
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Tax of Nepal. Information received from the respondents are tabulated and analyzed

in the proper way. The following table shows the group and number of respondents

Table4.20
Group of Respondents and Number
SN Group Of Respondents Number
1 Tax Experts 20
2 Expert Business Personnel 20
3 Taxpayers 10

4.22 Results of Empirical Study
4.22.1VAT Administration

Tax administration plays a critical role in the effective implementation of any tax
system. Success and effectiveness of VAT in Nepal hinges on the administrative
capability. In other words, the tax system in developing countries like Nepal must be
designed in such a way that it can be administered effectively with existing
administrative capability. In this regard, Shoup suggests that in a developing country,
still at an early stage of development where most business activity is fragmented
among small firms a turnover may be preferred on administrative grounds. If only
retail trade is fragmented, the value added technique may be applied in a less than
comprehensive manner to affect only imports, manufactures, extra active industries
and perhaps wholesalers (Shoup, 1998: 149). Poor administration can hinder the
utility of VAT in Nepal. VAT is a modern and new tax system which cannot be
implemented without efficient and modernized administrative setup. Nepalese
industrialists and businessmen did not have any faith and positive remarks on the
VAT administration and its refund system as past records of deficiency of tax
administration. The past records may be a mirror which reflects the things that are
going to happen in future. Even in the past, government came up with so many
stereotyped promises to facilitate the business communities but all were eventually
proved abortive. So this time, they hardly have any confidence on the government
policy and commitments. If administrative capability is not so strong to administer
tax, the theoretical merits of the VAT only remain on paper. So it is most important to
judge the capability of present VAT administration. To judge the capability of present
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VAT administration question was asked and the result so obtained has been presented

in the table as follows:

Table4.21
Efficiency of Nepalese VAT Administration
Alternatives Respondents Total
Tax Officials | Business Person | Consumers
No. % No. % No. [ % |No.| %
Efficient 14 70 1 5 - - 15 | 30
Inefficient 2 10 10 50 6 60 [ 18 | 36
Needs Improvements | 4 20 9 45 4 40 | 17 | 34
Total 20 100 20 100 10 | 100 | 50 | 100

Source: Questionnaire

According to table no.4.21, 36.00% view that present administration absolutely
unable to handle VAT. However, 34.00% are optimistic. Their view is that if certain
improvements can be made within the tax administration there will certainly be
possibilities of positive result. According to them:

1. Past records revea that the revenue administration has mostly failed to fulfill the
administrative requirement for various taxes while expected outcome has
become only theoretical. This indicates that the same will be the case in the
future because past is the mirror on which the future is reflected.

2. Many government policies in Nepa are implemented without proper
consideration and preparation. Most deplorably, the government of Nepa is
used to performing the task in hurry or on the spur of the moment without giving
it a detailed thought. This has often resulted in the failure of the policies it has
formulated. Regarding VAT, the case is more or less similar in that the
government is still unable to shatter its status quo.

3. The government should convince the business communities and make them a
part of policy making. The involvement of private sector in the formulation of
rules and regulations and addressing and solving of the basic issues are often

overlooked.
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4.25 4.22.2VAT asthebest way to Increase Public Revenue

The implementation of VAT in Nepal was necessitated by the strong aspiration to
increase the revenue. VAT is by far the most transparent, fair and broad based tax
system. So there can be no possibilities of tax evasion. Different people have different
view when asked what the best way it is to increase public revenue through VAT
Table 4.22
Best way to Increase Public Revenuethrough VAT

Alternatives Respondents Total
Tax Officials | Business Person | Consumers

No. % No. % No. | % No. | %
Increasing tax 2 10 - - - - 2 4
Widening its coverage 14 70 15 75 6 60 35 | 70
Discouraging tax evasion 4 20 4 20 4 40 12 | 24
Others - - 1 5 - - 1 2
Total 20 100 20 100 10 | 100 | 50 | 100

Source: Questionnaire

Table 4.22 shows that the best way to increase public revenue through VAT is to
widen its coverage as 70.00% of the total respondents are found to think along the
same line. About 24.00% went for the option of discouraging the tax evasion. The
public awareness program also has a great bearing on the phenomena increase of
public revenue.

4.22.3 Habit of taking Bills on Purchases

The customers are found to have neglected taking or ever asking for the bills after
they have purchased goods or services. Likewise, the salespersons also don’t bother to
provide them with any bills. VAT calls for the issuance of the hills. So, this habit can
be taken as the critical problem for the smooth implementation of VAT system. Even
if some give bills, it is not guaranteed that they are proper ones or are not fake ones.
The respondents gave following variegated answers when asked about this.
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Table4.23
Habit of taking bills on Purchase

Alternatives Respondents Total

Tax Officials | Business Person | Consumers

No. % No. % No. % No. | %
Y es on every purchase 10 50 5 25 - - 15 | 30
Y es, on most of the purchase 10 50 13 65 1 10 24 | 48
Y es, but not regular - - 2 10 7 70 9 18
No, | never get any bill - - - - 2 20 2 4
Total 20 100 20 100 10 | 100 | 50 | 100

Source: Questionnaire

Table 4.23 shows that 50% of tax officiads, 65% of business and 10.00% of
consumers have the habit of taking bills on most of their purchases. In total 30.00% of
people take bills on every of their purchases. About 18.00% of people have the habit
of taking bills but are not so serious about it so they are not regular about picking up
bills on their purchases. 4.00% of people complain that they are not given any bill
when they buy goods or services. It isaliability of every salesman to produce the bill
whereas demand for billsisthe lawful right of every customer.

4.22.4Per centage of Customers Demanding Bills

Because of many factors, like lack of awareness among customers and so on, the
customers themselves feel cumbersome to ask for the bills from the salesmen, thus
provoking him to evade tax. When asked whether they demand bills or not on their
purchases, the following numbers are found to be following the rule:

Table4.24

Per centage of Customers demanding bills

Alternatives Respondents Total
Tax Officials | Business Person | Consumers

No. % No. % No. [ % |No.| %
Lessthan20 | 18 90 12 60 7 70 | 37 | 74
20-40 2 10 3 15 2 20 7 | 14
40-60 - - 1 5 1 10 2 4
60-80 - - 2 10 - - 2 4
above 80 - - 2 10 - - 2 4
Total 20 100 20 100 10 | 100 | 50 | 100

Source: Questionnaire

118




The above table shows that about 90% of the tax officials have the opinion that less
than 20 customers demand for bills. 70.00% of customers have the same opinion.
Some (3 out of 20) businessmen argue that 20 to 40% customers ask for bills. This
statement is supported by 20.00% of the customers. 10% of the businessmen suggest
that above 80% of customers demand for bills. To sum up, the total percent of
customers demanding for bill is less than 20 were 74.00%. Habit of asking for bill by
40 to 60% is just 4.00% only.

4.22 5VAT Education

VAT isnewly introduced scientific tax system so everybody should be educated about
it. About VAT education, few people are aware of this very term. Customers believe
that VAT will increase the price of the goods and services so they don’t want to be
even educated about it. Businessmen are also against it as they also lack the proper
knowledge about VAT. So VAT should be the topic of discussion and matter of
concern for the successful implementation. The following feedback has been collected
from the survey:

Table4.25
Effective Mediafor VAT Education
Alternatives Respondents Total
Tax Officials | Business Person | Consumers
No. % No. % No. [ % |No.| %

Radio/TV 4 20 12 60 3 30 | 19 | 38
Newspaper 10 50 3 15 4 40 | 17 | 34
Booklets/Pamphlets - - 2 10 1 10 | 3 6
Wall Painting/Banner 4 20 1 5 1 10 6 | 12
Seminars 2 10 2 10 1 10 5 | 10
Total 20 100 20 100 10 | 100 | 50 | 100

Source: Questionnaire

The above table shows that 38.00% suggest radio and TV as the effective media for
VAT education. Newspaper might be another source of education as suggested by
34.00% of VAT officias. About 6.00% suggest that the booklets and pamphlets may
be the best media for VAT education. This media proves to be ineffective, thereby
must be replaced by other forms of media.
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4.22 6Weaknessesin VAT Administration

The following survey shows what the respondents feel about the administration of
VAT and what |ead to the weaknesses in the administration.
Table 4.26
Weaknessesin VAT Administration

Alternatives Respondents Total
Tax Officials | Business Person | Consumers

No. % No. % No. | % No. | %
Lack of expertise 8 40 2 10 4 40 14 | 28
Lack of trained Manpower 4 20 14 70 4 40 22 | 44
Corruption & bribing - - 4 20 2 20 6 12
Lack of physical infrastructure | 6 30 - - - - 6 12
Lack of sufficient field offices 2 10 - - - - 2 4
Total 20 100 20 100 10 | 100 | 50 [ 100

Source: Questionnaire

Every study related to VAT suggests that administration is the main problem in
Nepal. Unless and until administration is transparent, capable, trained and honest, the
government’s intention to collect revenue through VAT will be limited to nothing
more than just a daydream. Table 30 shows that 40% of tax officials attribute the lack
of expertise to the weakness in administration. In total, 28.00% of people suggest the
lack of expertise in VAT administration. About 44.00% point to the lack of trained
manpower while 12.00% boldly accused the officials of corruption and bribing while
the tax officials remain silent about this. According to them, the corruption and

bribery is deeply rooted in the Nepal ese administration.

4.22.7 Behaviour of VAT Administrator towards Taxpayers.

The following survey shows what the respondents which are only Business persons

feel about the administrators’ behaviour towards them.
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Table4.27

Behaviour of VAT Administrator towards Taxpayers

Alternatives Respondents
Business Person
No. %
Very helpful 3 15
Helpful 3 15
Very troublesome & Slow in their work 7 35
Disrespectful, treating badly 7 35
Total 20 100

Source: Questionnaire

The table 4.27 shows that about 30% of businessmen have the view that the VAT
administrators are helpful. About 70% view that tax official’s work in steady and
troublesome manner, not finishing the work in time and causing unnecessary trouble
to them. Some even believe that VAT administrators are incapable, disrespectful and
dishonest i.e. finishing work only after they are sufficiently bribed.

4.22.8Problemsin VAT Collection

The reason behind the introduction of VAT is mainly to increase public revenue. VAT
is collected from tax payers. Modern and scientific as the VAT is, it is expected that
tax collection will pick up significantly through VAT, but the result has not been
satisfactory yet. The crucia question is: What are the problems behind it? There may
be various problems causing a setback to the collection of VAT. Four alternatives
were given to the respondent so that they can rank them at will. Total marks given by
tax officials, businessmen and consumers can be seen from Table 4.28.
Table 4.28

Problemsin VAT collection

Alternatives Respondents Total
Tax Officials | Business Person | Consumers
No. % No. % No. | % | No.| %
Registration 4 20 6 30 3 30 [ 13 | 26
Account Keeping [ 6 30 6 30 3 30 | 15| 30
Billing 8 40 3 15 3 30 | 14 | 28
Tax refunding 2 10 5 25 1 10 8 | 16
Total 20 100 20 100 10 | 100 | 50 | 100

Source: Questionnaire
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As shown in above table, about 30.00% believe that account keeping is the biggest
problem in VAT collection. Among them 30% of tax officials, 30% of businessmen
and 30.00% of consumers supported this alternative. Second greatest problem on
VAT collection is billing. About 28.00 believe that billing is one of the problems.
Total of 16.00% say that tax refunding is the biggest problem in collection of VAT in
Nepal.

4.22.9Problemsin Account Keeping

Account keeping is aso one of the problems in the successful implementation of
VAT. Most of the businessmen are till in the old mind-set and run their business in
the traditional way in Nepal. Especially small traders apparently don’t want to keep
the transparent and clean record of their transactions. Why so? Respondents were
asked that question; the following table shows what their answers are:
Table 4.29
Problemsin Account keeping

Alternatives Respondents Total
Tax Officials| Business Person Consumers

No. % No. % No. % No. [ %
[literacy 4 20 2 10 2 20 8 | 16
Not used to a/c keeping 6 30 14 70 2 20 22 | 44
Rules & regulation still - - 2 10 2 20 4 8
confusing
Tax evasion is difficult 10 50 2 10 4 40 16 | 32
under VAT
Totd 20 100 20 100 10 100 50 | 100

Source: Questionnaire

From the above table, it can be concluded that about 44.00% are not used to account
keeping. This is supported by the views of 70% of Businessmen and 30% of tax
officials. About 16.00 suggest that illiteracy is another problem.

4.22.10 Problemsin theimplementation of VAT

Respondents were asked what problem there might be in successful implementation
of VAT. Thereresponse isrecorded in the following table.
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Table4.30

Problemsin Implementation of VAT

Alternatives Respondents Total
Tax Officials | Business Person | Consumers
No. % No. % No. [ % |No.| %

Adm. Incapability 2 10 5 25 1 10 | 8 16
Under Invoicing 4 20 1 5 2 20 7 14
Frequent change in Acts 2 10 4 20 1 10 7 14
Lack of Public Awareness 4 20 3 15 3 30 | 10 20
Lack of Long term Policy 4 20 3 15 1 10 8 16
& strategy

Taxpayers unknown to 4 20 4 20 2 20 | 10 20
VAT

Total 20 100 20 100 10 | 100 | 50 | 100

Source: Questionnaire

Table 4.30 reveals that about 20% point to the lack of public awareness for the

problem in the effective VAT implementation. Due to the lack of public awareness,

customers hardly demand any bills on their purchase. Tota 16% consider

administrative incapability as a hindrance to VAT implementation. Tax payers are

obliviousto theterm VAT itsalf.

4.23Analysis of the Data with Various Statistical Tools
4.23.1Time Series Analysis

A time series is an arrangement of statistical data in a chronological order, i.e, in

accordance with its time of occurrence. It reflects the dynamic pace of movements of

a phenomenon over a period of time. Most of the series relating to Economics,

Business and Commerce, e.g., the series relating to prices, production, and

consumption of various commodities; agricultural and industrial production, national

income and foreign exchange reserves; investments, sales and profits of business

houses; bank deposits and bank clearings, prices and dividends of shares in a stock

exchange market, etc., are all times series spread over along period of time.

Accordingly, time series have an important and significant place in Business and

Economics, and basically most of the statistical techniques for the analysis of time
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series data have been developed by economists. However, these techniques can aso
be applied for the study of behaviour of any phenomenon collected chronologically
over a period of time in any discipline relating to natural and socia sciences, though
not directly related to economics or business. (Gupta, 1996: 754) One of the most
commonly used method is the Least Square Method which is employed here to
measure the trend for further prediction of the GDP and VAT revenue for the next
five years from the fiscal years 2008-2009 to 2012-2013 to estimate whether there
may be increase in the VAT/GDP ratio from the current average of 3.39%, given the
same trend. Future amount of GDP and VAT are predicted on the basis of the data of
the last fiscal years. The parameter of time series analysis for the further prediction of
GDP and VAT revenue, aand b, where aisthe Y interception or the computed trend
figure of y variable when X = 0 and b represent the slop of the trend line or the
amount of change in Y variable that is associated with a changeable of one unit in x
variable. The x variable in time series represents time and Y represents GDP and
VAT revenue. For predicting the amount of GDP, the parameters of the analysis,
computed in the Appendix Ill are as follows. a=549,582.86 b = 96,880.30. Thus the
trend line of dependent variable GDP and independent variable time (i.e. year) is.
GDP (Yc) = 549,582.86 + 96,880.30x Similarly, for predicting the VAT revenue, the
parameters of the anaysis, computed in the Appendix Il are as follows. a =
18,657.10 b = 4,287.91 Where the trend line of dependent variable VAT revenue and
independent variable time (i.e. year) is. VAT Revenue (Yc) = 18,657.10 + 4,287.91x
Predicted amount of GDP and VAT revenue, computed in the appendix Il for the
period 2008-2009 to 2012-2013 is presented in the table 35.
Table4.31
Predicted GDP and VAT Revenue

(Rs. in Millions)
Years X VAT GDP VAT/GDP %
2008/09 5 40,096.66 | 1,033,984.35 3.88
2009/10 6 44,384.58 | 1,130,864.65 3.92
2010/11 7 48,672.49 | 1,227,744.95 3.96
2011/12 8 52,960.40 | 1,324,625.24 4.00
2012/13 9 57,248.31 1,421,505.54 4.03
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The table shows that given the same trend, the ratio of VAT on GDP will grow in a
nomina rate in the coming future. These ratios are presented in the figure 4.17 as
well.

Figure4.17
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In the figure 4.17, X-axis denotes years and y-axis denotes ratio of VAT on GDP. The
figure depicts that the percentage of VAT on GDP will increase over 4% over the next
five years. The remarkable point is that, if VAT revenue and amount of GDP follow
the same trend lines in the coming years, the target of government to increase the
percentage of VAT on GDP at or beyond 4% will be achieved. But this is only
nominal growth. For the phenomenal increase like up to 5 or 6% at least, there must
be severa things that need to be taken into considerations by the government like the
good administration, VAT-education etc which were aready described above.

4.23.2Correlation Analysis

Correlation is defined as the association of two or more random variables or is the
degree of relationship between variables, which seeks to determine how well a linear
or other equation describes or explains the relationship between variables. The
significance of correlation coefficient can be tested through t-test with certain level of

significance at certain number of degree of freedom. One very convenient and useful
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way of interpreting the value of coefficient of correlation between two variables is to

use square of coefficient of correlation, which is called coefficient of determination.

4.23.2.1Gross Domestic Product with Value Added Tax Revenue

The relationship of VAT revenue and GDP is examined with the help of eight years
data from the fiscal year 2000/2001 to 2007/2008. Further, the relation of VAT with
GDP, coefficient of determination and value of t-test computed in the Appendices IV

are presented below:

Statistical Tools of Analysis
Correlation Coefficient (r) 0.9932
Coefficient of determination (rz) 0.9864
Vaue of t-test 20.85
Table value of t0.05,6 2.45

The association of VAT revenue with GDP is very high or in other words, the VAT
revenue has high degree of correlation with GDP (i.e. r = 0.9932). The significance of
correlation efficient is high which is over 5 times greater than the value of t0.05, 6
(i.e. 20.85 > 2.571). The coefficient of determination (rz) is 0.9864 which means that
98.64% of total variation in VAT revenue is explained by gross domestic product.

4.23.2.2T otal Revenue with Value Added Tax Revenue

The effect of VAT revenue to total revenue is identified with the help of eight years
VAT revenue from the fiscal year 2000-2001 to 2007-2008. The association of VAT
and sales tax revenue with total revenue, coefficient of determination and value of t-
test, computed Appendix V, and average ratio of VAT and sales tax with total revenue

over the reviewed period are presented below:

Statistical Tools of Analysis

Correlation Coefficient (r) 0.9758
Coefficient of determination (rz) 0.9521
Value of t-test 10.92
Average % in total revenue 26.86
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The relationship of total revenue with VAT revenue is very high. Or, there is almost
linear relationship between total revenue and VAT revenue, where the calculated
value of r is0.9758. The significance of correlation coefficient is aso very high which
is amost 4 times greater than the tabulated value of t0.005,6 (i.e., 10.92 >2.45). For
testing the significance of correlation coefficient, 5% level of significance has been
fixed. The coefficient of determination (r2) is 0.9521 which means 95.21% of total
variation in total revenue is explained by VAT revenue. The percentage of VAT
revenue in total revenue over the reviewed period in an average is 26.86. This means
26.86% in total revenueis contributed by VAT revenue.

4.23.2.3Total Tax Revenuewith Value Added Tax Revenue

The effect of VAT on the total tax revenue is found out with the help of eight years
data from 2000-2001 to 2007-2008 on which the study has been confined. The
correlation of total tax revenue with VAT and sales tax revenue, coefficient of
determination and value of t-test computed in the Appendix VI and average ratio of
VAT in total tax revenue are presented below:

Statistical Toolsof Analysis
Correlation Coefficient (r) 0.9834
Coefficient of determination (r2) 0.9671
Vaue of t-test 12.29
Average % in total tax revenue 34.17

The relationship of total tax revenue and VAT revenue is positive and very high or to
put it another way, these are high correlation where value or r is 0.9834. The
significance of correlation coefficient is also high which is more than 5 times greater
than table value of t0.05,6 (i.e, 12.29>2.571). For testing the significance of
correlation coefficient 5% level of significance has been fixed and degree of freedom
was 6. The coefficient of determination (r2) is 0.9671, which means 96.71% of total
variation in total tax revenue is explained by the VAT revenue. The average
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percentage of VAT in total tax over the reviewed period is 34.17. This means 34.17%

in total tax revenue is contributed by VAT revenue.

4.23.2.4 Total Indirect Tax Revenue with Value Added Tax Revenue

The contribution of VAT in Total indirect tax revenue and association of total indirect
tax with VAT isfound out by analyzing the eight years data from the fiscal year 2000-
2001 to 2007-2008 on which the study has been confined. The relationship of Indirect
Tax with VAT, coefficient of determination and value of t-test, computed in the
Appendix VII and average of percentage of VAT on indirect tax over the studied

period are summarized below:

Statistical Tools of Analysis
Correlation Coefficient (r) 0.9859
Coefficient of determination (r2) 0.9719
Value of t-test 14.41
Average % in total tax revenue 45.94

The association of total indirect tax and VAT is 0.9859, which is very high. It can be
said that it is highly correlated with each other. This result shows that the total indirect
tax is largely affected by VAT. The significance of correlation coefficient between
VAT and indirect tax revenue is aso higher which is more than 5 times greater than
table value of t0.05,6 (i.e., 14.41>2.571). For the purpose of testing the significance of
the relation, 5% coefficient of determination (r2) is 0.9719, which means 97.19% of
total variation in indirect tax revenue is explained by the VAT revenue. The
contribution of VAT in indirect revenue in an average over the reviewed period has
been 45.94%. The result shows that the correlation coefficient, coefficient of
determination and contribution of VAT are all higher and increased proportionately
over the succeeding fiscal years athough with dlight hiccups in the beginning of

course.
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4.23.3 Hypothesis Testing (Student’s t-distribution)

Hypothesis testing begins with an assumption, called a hypothesis, which we make
about a population parameter. Then we collect sample data, produce sample statistics,
and use this information to decide how likely it is that our hypothesized population
parameter is correct. Let us suppose that we assume a certain value for a population
mean. To test the validity of our assumption, we gather sample data and determine the
difference between the hypothesized value and the actua value of the sample mean.
Then we judge whether the difference is significant. The smaller the difference, the
greater the likelihood that our hypothesized value for mean is correct. The larger the
difference, smaller the likelihood. (Levin & Rubin, 1996: 366).

4.23.3.1 Test of VAT/GDP and VAT/TR (Total Revenue) Ratio

The Hypothesis testing tool is used here to test whether there is significant difference
between the mean ratios of VAT/GDP and VAT/TR. For that the following
hypothesis is established Null hypothesis (HO): pl1 = p2 i.e., there is no significant
difference between mean ratios of VAT/GDP and VAT/TR. Alternative hypothesis
(H1): p1# p2 (two tailed test) i.e., there is significant difference between mean ratios
of VAT/GDP and VAT/TR. For the purpose of testing the hypothesis, u1 denotes the
mean of VAT/GDP ratio and p2 denotes the mean of VAT/TR ratio for the period of
2000-2001 to 2007-2008. Likewise, X1 denotes VAT/GDP ratio and X2 denotes
VAT/TR ratio whereas nland n2 denote no. of years. For the purpose of getting
conclusion, (generaly used) 5% level of significance is fixed (t0.05) and degree of
freedom (n1+n2-2) is 14. Thetest istwo tail test (viz., two tailed) because the study is
directed to examine whether or not there is a significant difference between those two
mean ratios pl and p2. Thus table value of t for 5% level of significance at 14 degree
of freedom is 2.15 (i.e, t0.05, 14 = 2.15). Computed value of t in Appendix VIII is
21.78, which is greater than table value (i.e., 21.78 > 2.15). Alternative hypothesis is

accepted and it can be concluded that there is significant difference between mean
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ratios of VAT & GDP and VAT & TR. In other words, VAT contributes lesser
portion to GDP than the Total revenue.

4252 42332 Test of VAT/TR (Total Revenue) and VAT/TTR (Total Tax
Revenue) Ratio

The Hypothesis testing tool is used here to test whether there is significant difference
between the mean ratios of VAT/TR and VAT/TXR. For that the following
hypothesis is established Null hypothesis (HO):pl1 = p2 i.e., there is no significant
difference between mean ratios of VAT/TR and VAT/TTR. Alternative hypothesis
(H1): pl# p2 (two tailed test) i.e., there is no significant difference between mean
ratios of VAT/TR and VAT/TTR. For the purpose of testing the hypothesis, pl
denotes the mean of VAT/TR ratio and pu2 denotes the mean of VAT/TTR ratio for
the period of 2000-2001 to 2007-2008. Likewise, X1 denotes VAT/TR ratio and X2
denotes VAT/TTR ratio whereas nland n2 denote no. of years. For the purpose of
getting conclusion, (generally used) 5% level of significance is fixed (t0.05) and
degree of freedom (n1+n2-2) is 14. The test is two tail test (viz., two tailed) because
the study is directed to examine whether or not there is a significant difference
between those two mean ratios pland p2. Thus table value of t for 5% level of
significance at 14 degree of freedom is 2.15 (i.e., t0.05, 14 = 2.15). Computed value
of t in Appendix IX is 4.64, which is greater than table value (i.e.,, 4.64 > 2.15).
Alternative hypothesis is accepted and it can be concluded that there is significant
difference between mean ratios of VAT & TR and VAT & TTR. In other words, VAT

contributes more portionsto Total Tax Revenue (TTR) than the Total revenue.

4.24 M ajor Findings of the Study
On the basis of preceding chapters and data presentation and analysis, some important

findings of the research are presented in summary as follows:

4.24.1 Findings from the Secondary Data
1. In Nepal, the resource mobilization is still poor that does not cover the growing
expenditure. Fiscal deficit is due to the continuously growing expenditure of the

government instead of the low revenue performance in Nepal. That is why
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country is facing the increasing burden of foreign loan. The increasing resource
gap indicates that it is necessary to mobilize additional domestic resources.

. A large amount of government revenue comes from taxation. More than 75% of
government revenue comes from taxation whereas the contribution of non-tax
revenue is less than 25% in Nepalese tax structure. The contribution of tax
revenue was expected to increase after the implementation of VAT. But
implementation of VAT did not increase the contribution of tax revenue on total
revenue significantly.

. The contribution of direct tax in the total tax revenue is very low. Although
Vaue Added Tax belongs to the indirect tax category, introduction of this tax
does not increase the share of indirect tax on total revenue.

. The contribution of income tax to direct tax is higher than other tax and it
occupied the largest share in the direct tax.

. Custom duty and VAT occupies mgjor position in indirect tax and that the
contribution of the VAT for 08/09 isRs. 11,917.77 million.

. Theoretically VAT is superior to Sales tax in many of its form. As it was
abolished already, there is no possibility to compare it with VAT now. So only
theoretical superiority is established.

. The contribution of total revenue on total GDP is 14.22% in FY 2007/08. Thisis

not satisfactory which is mainly due to the economic condition of the country.
The contribution of tax revenue on GDP is 11.25% in FY 2007/08. The average
contribution was 9.86% during the study period. The contribution of direct tax
on GDP is very low. It is 3.86% in FY 2001/02. On the other hand the
contribution of indirect tax on GDP was 6.68% in FY 2001/02 and it reached to
8.20% in FY 2007/08. The average contribution of indirect tax on GDP was
7.36% during the study period.

In 2005/06 VAT revenue increased by 14.4 percent to Rs 21.62 hillion
compared to a higher growth rate of 30.3 percent in the previous year (Table
4.8). Theremoval of the effect of upward revision in VAT rate from the existing
10 percent to 13 percent accounted for such a low growth of VAT revenue in
2005/06. From this it can be easily observed that in 2004/05, VAT revenue
accelerated mainly due to the increase in VAT rate rather than due to the
automatic measures. Despite the lower growth rate of VAT in 2005/06,

compared to the preceding year, its share on total tax revenue and total revenue
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11.

12.

13.

14.

is highest amongst the other taxes. In 2005/06, VAT occupied 37.6 percent of
total tax revenue and 29.9 percent of total revenue compared to that of 34.9
percent and 26.9 percent respectively in the previous year. However,
contribution of VAT has shown downward trend for the year 2007/08 with
growth rate being hovering at 14.3 %.With regard to the revenue generated from
VAT as percent of GDP, it remained 3.7 percent in 2005/06 and 3.9 percent in
2007/08.

Number of taxpayers’ registrants under VAT has been increasing year after
year. The ratio of registrants just kept fluctuating, decreasing sharply in the
fiscal year 2006/2007, to just 13.10%. This is certainly not a good sign which
will have a long term bearing on revenue collection. Number of taxpayers
cancelling their registration under VAT is also generaly in the increasing trend,
though this has reduced to 31 in the fiscal year 2006-2007.

The number of VAT cancellation has been in decreasing trend. More awareness
programs should be held to transmit the taxpayers about the benefits of VAT.
The status of Non-filersis not also satisfactory. In the fiscal year 2005/2006, it
had increased up to 21.63%, although it had decreased to 14.58% in the fiscal
year 2006/2007. But the trend seems to be fluctuating. There is never a constant
proportionate increase.

Credit returns status in on the increasing trend from every fiscal year. Nil tax
return and undecided tax return are also increasing year after year. Thisis not a
good sign for Nepal ese revenue. Unless the government is active to find out the
increasing trend of credit return, nil return and undecided return, VAT cannot be
the effective tool for revenue generation.

Upto the fiscal years 2005/2006, the government failed to meet the targeted
revenue. It was only in the fiscal year 2006/2007 that it had just touched the
target in the fairly low margin. Even after the implementation of VAT 10 years
ago, the government could never get rid of this dire situation.

In Nepal, collection of VAT has been classified as imports and domestic
sources, out of which collection from imports has significant share, i.e. Rs.
17014.20 million in the fiscal year 2006/2007 as compared to domestic
contribution amounting to just Rs. 9689.98 or just 36.29% of the total VAT
revenue in the same fiscal year. This surely indicates that there is a heavy

dependence on imports rather than domestic products.
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The contribution of VAT to GDP is just 3.39 in an average of 8 years. The
contribution of VAT to GDP reached 3.94% in the fiscal year 2007/2008. So the
VAT/GDP ratio is very low as indicated by the statistical tools like hypothesis
testing also.

The contribution of VAT in tota revenue is not up to the satisfactory level
either. In an average, it could contribute just about 27.61% to the total revenue
which isway above the VAT/GDP ratio as indicated by hypothesis testing.
Hopefully, an average share of VAT revenue in total tax revenue is pretty good,
i.e. just about 34.27% which simply indicates that VAT though implementation
wise, faring very poorly, is still emerging as the important source of revenue
generation.

There is high share of VAT in tota indirect tax revenue in Nepal. The average
contribution of VAT to total indirect tax revenue is about half of the same which
shows that Nepalese indirect tax revenue without inclusion of VAT is
unthinkable. VAT exemptions, larger amount of tax credit over tax debit and
huge volume of tax refunds are mainly responsible for such a low effective rate
of VAT in Nepal. Tax exemption and tax credit are the root cause of revenue
loss and revenue loss is the main cause of low effective VAT rate. For that
reason, to establish the VAT as a prominent source of tax revenue and total
revenue, the amount of revenue losses should be declined. For this, tax
exemption, unnecessary claim of tax credit by the taxpayers as well as tax
deduction should be controlled to a reasonable limit.

So far as the price to the consumer is concerned, as with the sales tax, the
consumer pays the same amount to the retailer. There is no difference in
consumer price which paid for the product or service.

The Time Series shows that given the same trend, the VAT/GDP ratio is
expected to rise to near about 4%. But this is just the estimated figure for the
next 5 years. The last trend shows that the actual VAT revenue has kept falling
short of itstarget.

The correlation coefficient of VAT with GDP is 0.9932 and coefficient of
determination is 0.9864. These results show that flexibility of VAT is greater
than the sales tax whose correlation coefficient and coefficient determination are
0.983 and 0.966 respectively. Likewise, the association of total revenue with
VAT revenue and coefficient of determination are 0.9758 and 0.9521
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23.

respectively and the relationship of tax revenue with VAT revenue is 0.9834 and
coefficient of determination is 0.9671 with its average percentage in total tax
revenue being 34.17. The correlation coefficient of indirect tax with VAT and
coefficient determination is 0.9859 and 0.9719 respectively. The contribution of
VAT inindirect tax revenue is 45.94. So these result show that VAT revenue is
growing quite proportionately or head to head with GDP, Total Revenue, Tota
tax revenue and Total Indirect Tax Revenue.

Most significantly, the hypothesis that the VAT/GDP ratio is different from the
VAT/Total Revenue also proved correct when it was tested using the student’s t-
test. All these result show that there is only nomina share of VAT revenue in
GDP as contrasted with its big share with Total Revenue and Total Tax revenue.
Though tax system, its structure and operation are very sound, lack of proper
implementation by the tax administration has no meaning in this regard. Tax
administration is tax policy in the country like Nepal. So tax administration
should be effective, efficient, farsighted, and transparent and reform oriented.
However in Nepal, sometimes such roles could not be performed by the tax
administration effectively. There is a mountain of tax related problems in
practice that could not be solved by the tax administration. Such as low
invoicing, smuggling of goods, lack of billing practice, lack of ability to access
the actual amount of VAT of large business enterprises, wide spread tax evasion
practices, lack of taxpayers’ voluntary tax compliances, lack of the practice of
putting appropriate tax personnel at the right place, and appropriate training,
frequent transfer of tax officials, etc. the integration of VAT and income tax
system has also made the tax system more challenging.

24. Another challenge in implementing the VAT is taxpayers’ behaviour. Tax

25.

administration found some taxpayers keeping dual accounting, issuing dua bills,
taking VAT from the customers but not submitting to the government and
charging VAT without registering into the VAT. All these activities are the
major problems in the successful implementation of VAT. So, thereis aneed for
discouraging such taxpayers. Efficient tax administration can do this.

In Nepal, another serious problem noticed in the successful implementation of
VAT is the lack of billing habit. There is a little or no practice of issuing the
correct bill. Use of bills during sale of goods and consumables are still regarded

as a waste of time and useless thing by many consumers in the country. Some
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sellers use to compel the buyers to pay extra 13 percent amount, who demand
the bill. All these are ante-VAT activities. “Until such issues are sorted out,
implementation of VAT will not be successful-many experts say.” (Business and
Economy-The Independent). Moreover the issue of low invoicing is challenging.

4.24.2 Findings from the Primary Data

1

Though VAT has been implemented in Nepal in order to generate more revenue,
but the efficiency of the Nepalese VAT administration is not satisfactory and not
up to the expectation of the general people.

More revenue can be generated through VAT by widening its coverage. The
small traders which fall on the threshold limit could not have been brought into
VAT net yet. They should be registered. The revenue can be increased by
discouraging tax evasion. There iswide range of practice of evading tax.

Only few numbers of consumers have habit of taking bills on their purchases.
This implies that there is very low public awareness and consciousness level
towards VAT. On the other hand, businessmen do not want to issue bills. The
businessmen have the intension of ‘malpractice’ on VAT. So they don’t provide
bills to customers. This indicates the very need of supervision and rationa
auditing.

The percentage of customers demanding bills on their purchaseisvery low. This
might be the cause of ignorance and no habit of taking bills.

There is little knowledge about VAT to taxpayers and low public consciousness
level in Nepal. To educate taxpayers and al the concerned bodies, educational
programme has to be launched in an effective way. But whatever programme
has been underway is not sufficient to create its impact on people. Most of the
respondents suggest that Radio/TV might be best media to educate taxpayers
and consumers. Newspaper might be another good aternative.

Professionalism has not been developed yet in VAT in Nepal. Lack of trained
manpower and expertise affects the fluency of VAT administration. Physical
infrastructure is also lacking. Unless and until administration is made
transparent, capable and trained, the government’s intention to collect
comparatively more revenue through VAT isjust a daydream.

Taxpayers are not satisfied with the VAT administration. Only few
administrators show helpful behaviour towards them. Most of the VAT
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11.

administrators complete their works very slowly and in steady manner. This
type of behaviour has created great tension and frustration among taxpayers.

The expected amount of VAT collection is not possible due to lack of
maintenance of proper accounts which is very serious problems. Billing isalso a
very serious problem regarding VAT collection. Customers do not have the
habit of keeping bills on their every purchase and business does not feel liable to
provide bills on their every sale to customers. The only motive not to provide
billsisfor tax evasion.

It has been noticed that traditional Nepalese businessmen do not have the habit
of maintaining their account. Tax evasion is very difficult if account is properly
maintained. Some are illiterate and some desire to evade tax.

Administrative incapability, under invoicing/ No billing and lack of public
awareness towards VAT are main problem in the process of VAT
implementation in Nepal .

The VAT system that has been implemented in Nepal has completed 12 years of
its operation and enters into 13 year. But the data presented in this research is
only of the 10" year i.e., 1997-98 to 2007-08 due to several constraints. Due to
various complexities and problems this tax system has not been able to achieve

the expected level of success.
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CHAPTER -V
SUMMARY, CONCLUSION AND RECOMMENDATIONS

This chapter is the fina chapter of the research which briefly deals with the summary
of the study. It also tries to draw the final conclusion of the study while attempting to

offer various recommendations to make the various aspects of VAT better in future.

5.1Summary
This research work entitled, “Effective of Value Added Tax (VAT) In Nepal” has
been carried out to ponder into the theoretica knowledge of VAT and to examine the
effectiveness of implementation of VAT especialy in the Kathmandu valley, to assess
the current status of VAT in Nepa and to recommend possible corrective measures to
overcome weaknesses encountered. To achieve these objectives, correlation analysis,
time series analysis, t-test analysis and empirical analysis have been done with the
help of 9 years data (i.e. from the fisca year 2000/2001 to 2008/2009) and
guestionnaire developed by the researcher. The study has been divided into five
broad chapters. The contents of those chapters are as follows: Chapter I: Introduction
Chapter I1: Review of Literature Chapter 111: Research Methodology Chapter 1V:
Presentation and Analysis of Data Chapter V: Summary, Conclusion and
Recommendations. The first chapter begins with the brief background of the study,
i.e, genera background of the Nepalese economy. The chapter aso goes on to
discuss the main focus of the study, objective of the study, significance, limitations
and organization of the study. Therefore this chapter presents the outline of the study
highlighting its main aims and the reasons for carrying out the research. In the second
chapter, theoretical framework of VAT has been discussed. This chapter includes
introduction to VAT, types of VAT, methods of computation of VAT, Origin vs.
destination principle as dual principles of VAT, historica development of VAT
around the globe and in Nepal, Coverage of VAT in Nepa and Tax administration
also. Likewise in the resume of earlier studies, related materials like books,
dissertations and journals have been reviewed. The third chapter briefly explained the
research design, nature and sources of data and the statistical procedure and tools

which have been used to conduct the research. The fourth chapter is the main body
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of the research work which has two main sections viz. presentation and anaysis of
data, and major findings of the study. This chapter begins with the need for reforms
on the present tax system in Nepal, the reform in Tax being the VAT. Its importance
was also studied. . It also tries to show the superiority of VAT to different forms of
Sales tax. The study then moves on to examine the trend preceding and following the
implementation of VAT in Nepa. The sample survey of 45 concerned people
consisting of tax officials, Businessmen and consumers was conducted to throw light
on the administration system of Nepal. About 9 questions were asked to them about
the various issues relating to administration of VAT in Nepa. The study also
discusses the trend of registration, cancellation of registration, Non-filers of tax
return, revenue collection from VAT, composition of VAT revenue, share of VAT
revenue to GDP, to Total Revenue and to Total Tax revenue. The chapter then studies
the future trend of GDP/VAT ratio. This was done with the statistical tool of Time
Series. Thiswill set a benchmark for the future action plan to ensure the growth of the
ratio. For studying these various issues, data from the 8 fiscal years, i.e. from
2000/2001 to 2007/2008 has been used. To analyze the relationship of VAT with
GDP, Tota Revenue, Total Tax Revenue, and Tota Indirect Tax Revenue, different
statistical tools like correlation coefficient, coefficient of determination, and student’s
t-test method for hypothesis testing were also used. After all these studies were made,
the study came up with maor findings which were also included in this chapter. The
fifth and final chapter contains the summary of the four earlier chapters. This chapter
also has conclusion of the research and attempted to offer various suggestions and

recommendations for the enhancement and betterment of VAT in Nepal.

5.2 Conclusion
The ultimate goa of the underdeveloped countries like Nepal is to achieve the
economic development and ensure the rapid rate of economic growth. It calls for a
huge amount of investment in economic overheads and other development activities
for which taxation is undoubtedly a primary source of Inland Revenue for the
government. Taxation may be considered as a basic tool in the path of economic
development for the underdeveloped countries. Recently, developing as well as
developed countries in the world have increasingly focused their attention towards
reforming the tax system by standardizing and improving the poorly designed tax

structure in order to mobilize high volume of resources for the development purposes

138



and make the economy healthy, efficient and self sufficient to a larger extent. In this
regard, VAT has become a point of attraction for about 130 countries in the world
including Nepal. Existed sales tax along with contract tax, entertainment tax and hotel
tax were replaced by VAT since 1997 in Nepal. VAT was initialy expected to have a
high revenue yield due to its broader coverage and basis. Elimination of economic
distortions caused by tax system, elimination of cascading and pyramiding effects,
creation of the competitive business environment, strengthening foreign trade etc, as it
were, are other features of VAT theoreticaly, expected to be fulfilled in the real
practice. It was not easy for the Nepalese government to implement VAT easily as
there were many objections and complaints from the business community. But after
some dialogue and negotiations, the government was able to implement it to the
satisfaction of all. However, there are several issues in the applicability of VAT in
Nepal. One of the key issues is administrative capability and situation which
definitely are of great importance for the effective implementation of VAT in Nepal.
Actualy VAT was introduced in Nepal in an ambitious hope to increase the revenue
and particularly stop the leakage made through other forms of taxes. But history has
shown that the government has already tried many reforms in the field of taxation but
no aternative have effectively materialized because it lacked proper planning and in
other words leading to administrative failure. Indeed, this is true in the case of VAT
also, Nepalese businessmen are generally found to avoid the frequent contacts with
the tax officials because they are widely known for unofficial benefits. Even in the
administrative area, there is a widespread corruption. From the survey, it is clear that
it is difficult for the customers to get the job done by officials without sufficiently
bribing them. There is also a red tapism everywhere. So, for the government,
administrative capability and transparency are the serious concerns. In order to make
VAT applicable, following things should be considered:

1. Administrative power and credibility
Tax payer identification
Registration and educational program
Incentives for small traders

Co-ordination with private sector

o g~ WD

Feasibility of refund system
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Vaue Added Tax (VAT) was introduced in November 1997 as a reform designed to
replace sales tax, hotel tax, contract tax and entertainment tax. VAT is the prominent
source of revenue and tax revenue in Nepal. As Nepal is a member of WTO, thereis
little possibility of customs revenue to be an important source of tax. On the other
hand in a country like Nepal, per capita income is very low and agricultural income,
export incomes are exempted of tax. Government enterprises are also suffered of loss.
So the possibility of income tax is adso very low. In this situation, it is natura to
consider the VAT as the crucial source of revenue. Its main objectives are to broaden
the tax base, eliminate tax cascading and create an investment friendly tax system and

finally to increase the revenue.

Electronic media Currently DANIDA and GTZ have jointly established a VAT
project in order to assist the implementation of VAT in Nepal. While the number of
registrants is increasing but the tax collection has not been satisfactory when
compared to the number of registrants. Public awareness is very low. The salesmen
are not used to issuing bills and the consumers to receiving them. Undervaluation and
smuggling of goods are mostly found. The problem seems to be aggravated by the
government’s increasing the VAT rate to 13% which immensely discourages the
customer in demanding bills on their purchases. Truly, recent increment in VAT rate
has a fairly negative influence on genera people. Their viewpoint is to broaden the
tax base instead of increasing the tax rate. Tax rate has been increased time and again
for nothing, but this does not get reflected in real revenue mobilizations. Rates should
be continued for a long time for transparency and must be incorporated in VAT Act
itself. So, the government has to pay serious heed in increasing the tax base instead of
increasing the tax rates. International experience tells us that the gradua lowering of
duties or tax rate is an effective tool in achieving the desired goals rather than
increasing it. Periodical policy has also been obstacles for its speedy enforcement,
and a mgor hurdle that has hurt revenue generation. Excise duty is an important
source for VAT, but it has not been effectively administered. Custom officials are
more worried on customs duty than VAT collection. Widespread |eakages are normal
practices due to lack of professionalism, integrity, technically competent, and
international orientation. As it's weakly enforced, many sectors are out of tax net.
Taxpayers complain that the procedures are complicated and time consuming during

the decision-making process.
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The current modality of the raffle tickets has been designed so as to seize the origind
bills from eighty percent of taxpayers, who pay only twenty percent of revenue. The
system is not new; many countries have aready tried with the lottery system, and
failed gaining from it. It means, we have no valid mechanism to bring potential payers
into net, and no valid mechanism has been developed on bringing them into the tax
net. The April 2005 movement (also known as the second janandolan) is a harbinger
of new hope in Nepal. It was intended to overthrow the old feudal regime replacing it
with the new sovereign and people-ruled system. Nepalese people are beginning to
dream of a different New Nepal following the constituent assembly. Under such
situation, the old status quo in the administrative field also must change. Surely, this
is a rea challenge to the administrators and the policy makers of Nepal. In other
words, thisis not happening at the moment. If that status quo could not be broken, no
matter whatever big changes take place, they would have no influence at al. Thisisa
real paradox. However, if the nation is to march fast enough to keep pace with the
momentum of development and political change; it must come out with a new
inventory of concepts and strategies as opposed to the old stereotyped ones. It is a
well known fact that the industrialization of Japan, Hong Kong and South Korea was
possible because of their tax policies. So under the changed system in the country, a
tax system definitely could play a crucia role in course of nation-building. Sweeping
and radical reforms on VAT system with a comprehensive incentive package based on
VAT concept would help the economy boom. A bold vision, evolutionary
leadership, efficient bureaucrats, honest taxpayers plus collectors and graft-free
society are the invisible infrastructures required. So, all must think from a long-term
perspective rather than weighing up immediate pros and cons. The Inland Revenue
Department must come up with a forward-moving process, concrete action plan and

policies to cope with the global challengesin order to accelerate the reform process.

5.3 Recommendations
On the basis of research, the following corrective measures are recommended for the
better administration and implementation of VAT system in Nepal.
1. A proper co-ordination between IRD and MOF should be established.
Unpractical Acts, Rules and Regulations should be amended. VAT laws needs
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to be reviewed on the basis of experience gained so far. VAT laws should be
effectively implemented.

. Unproductive, corrupted, inefficient staff lacking practical and specialized
training is a serious problem. So, providing training to such staff is highly
essential.

. The tax administration should be very watchful to prevent any kind of
malpractice, fraud and tax evasion. Utmost care should be taken to prevent any
kind of bribing and corruption. Tax officials should effectively be monitored.

. Taxpayers, customers are clearly ignoring the VAT system and taking it for
granted. They have lack of proper knowledge about computation of tax liability,
taking invoice or bill on their purchases. So, emphasis should be given in
educating the tax payers. The issuance of proper bill for every taxable sells must
be made mandatory.

. The success of VAT system 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.

. Computer system and networking program through online service must be
developed and linked so as to make the work simple and easy. Computer links
between tax officer and custom offices should be maintained.

. Government has been providing tax refund facility to business organization and
foreign diplomacy and foreign aided project. Tax refund is one of the sources of
tax leakage. Therefore, tax authority should manage tax refund facility properly.

. Research and investigation should be conducted on various issues, such as the
effect of VAT on price, economic growth, investment and measures for solving
VAT problems should be recommended by the expert group. VAT law needs to
be reviewed on the basis of experience gained so far.

. The accounting system should be transparent. Taxpayers should be encouraged
to register their business voluntarily. Instead of forcefully coercing tax payers,
providing various facilities to them can increase VAT compliance. The tax
administration can select genuine business persons and reward them.
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10.

11.

12.

13.

14.

15.

16.

Border should be effectively controlled to prevent the illegal trade. Warehouse
and highways checking should be done effectively to prevent any kind of illegal
trade.
VAT collection on import is remarkably higher than domestic production.
Government should take effective steps to encourage domestic production.
Lots of efforts should be made to reestablish a functionally well-organized
organization where the tasks are carried out in a modern, effective, efficient,
transparent and service-minded manner.
Most of the national economic activities are dependent upon agriculture and
large portion of GDP coming from agricultural sector remains out of the tax net.
Thus VAT should aso be levied on agriculture sector with sufficient exception
for generating more tax revenue. Thiswill increase VAT/GDP ratio.
Most of the taxpayers are not satisfied with VAT administrators. They always
have complaints against the administrators who do their jobs rather slowly,
harassing the customers unnecessarily. The work that is to be finished today is
postponed for the next day. Thisistheir habit. Therefore it is suggested that tax
administrators should be consumer-focused and result oriented.
Consumers Awareness Program could be implemented effectively. Billing
problem is the major problem of VAT. At this moment the billing habit should
be established with a great priority. For this purpose, the following steps are
very helpful:

Reviewing the customs rates of highly smuggling goods,

Regularly monitoring whether VAT hills areissued in the market or not.

Purchasing the goods which are low invoiced at low price.

Expanding the tax inspection and assessment activities.

Collecting and updating international price list of the imported goods to avoid

low invoicing
Lastly, the periodic information about VAT is now available on the website as
well. For the researcher thisis agreat privilege. But the websites are not updated
and doesn’t have the older reports. So the website must be updated from time to
time and must be kept up-to-date. And all backup copies of the old (old fiscal
years’) annual reports and Economic surveys must also be available on the
website. This facilitates the researchers greatly and other concerned bodies, even
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the consumers, because for minor information, they would not have to frequent

the Inland Revenue Department and Ministry of Finance.
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