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Executive Summarz

This study attempts to estimate tax compliance costs
and assess views of taxpayers on aspects of the tax
system in Ethiopia. The study uses evidence mainly
from a survey of both formal and informal businesses in
Addis Ababa and four major cities (Adama, Hawassa,
Mekele and Bahir Dar) in the four largest regional
states. The survey covered 1003 formal businesses
(based on a representative sample of business taxpayers
from ERCA database) and 499 informal businesses
(using area-based sampling) in the above mentioned
locations. Survey questionnaires were informed by the

results of four focus group discussions conducted in
Addis Ababa and Adama.

Most of the firms in the sample are small firms: More
than 82 percent of the firms are small firms belonging
to category C and they are mainly sole-proprietorship

(93 percent) form of establishments.

The largest proportion of businesses (formal and
informal) operate in service and trade sector: about

51 percent and 40 percent of businesses (formal) were
found to be engaged in the service and trade (both
wholesale and retail trade) sectors. Similarly, about

87 percent of informal businesses that participated in
the survey reported that their primary activity is services

or trade.

Most businesses that participated in the survey obtained
tax identification number (TIN) and registered for VAT
(if required) within the period 2002-2004 EC. During
this period, more than 64 percent of businesses that
participated in the survey obtained TIN; and about

60 percent of the VAT payers (that participated in the
survey) registered for VAT.

About half of informal business survey respondents
reported that they are likely or very likely to register
for tax in the coming two years. The proportion of

respondents who said that they are unlikely or very

unlikely to register for tax in the next two years was

about 26 percent.

About 63 percent informal business operators
claimed to have neither considered nor applied to
register for tax by the time of the survey, although

it varies across locations. Some of the reasons for

not applying for registration included perceptions
about the financial burden of being formal (including
taxes, fees) (27 percent), and the concern that tax
laws and regulations are not clear, fair or appropriate

(15 percent).

About half of formal businesses in the survey were
keeping all receipts and invoices in an organized
manner: although there are substantial differences
across the three categories: almost all category A
taxpayers do this but only 40 percent of category C
taxpayers. Overall, about 42 percent maintain full
records of revenues and expenses (not necessarily using
computer). A slightly larger percentage of businesses
(about 52 percent) do bookkeeping for revenue but
not necessarily for expenses. Only about 3 percent of
informal businesses keep receipts, although about
16-17 percent report that they keep records of sales
and/or purchases (Figures E1 and E2).

A larger proportion of businesses submit business profit
tax return: close to 60 per cent of formal business
respondents reported that they submitted business
profit tax return while 31 percent and 12 percent

were found to have submitted turnover tax and VAT
returns respectively. Withholding tax on payments and
employment related taxes and contributions

were primarily paid by category A and category B

taxpayers.

A large share of businesses in the survey perform
bookkeeping activities in-house: in particular, there

is limited outsourcing of bookkeeping activities of
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FIGURE E1: Bookkeeping Practices of Businesses—Formal
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FIGURE E2: Bookkeeping Practices (percent)—Informal

Using a specialized accounting or bookkeeping software 100

Using a computer for purposes of bookkeeping (N = 499) 100
Doing full financial accounting (not necessarily using a computer) 96.4
Keeping records of purchases (N = 499)

Keeping records of sales (N = 499)

Keeping all physical receipts and invoices (N = 499) 96.8
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businesses, with about 85 percent of them doing it consider VAT as being the most complex and often
completely in-house. requiring external support (Figure E3).
Close to half of businesses that file VAT returns The cost of outsourcing depends on tax type: half of
outsource their VAT compliance activities (completely the cost of outsourcing tax compliance activities is for
or partially): about a third of businesses that file for tasks related to business profit tax (50 percent) which is
business profit tax outsource profit tax activities followed by value added tax (20 percent) and turnover
completely or partially (with similar figures for tax (18 percent) (Figure E4).

withholding income tax on payments and employment . . . .
Businesses that outsource business profit tax compliance

related taxes and contributions). Only 15 percent of activities incurred an average of ETB 2,267 per business

ToT payers outsource. This suggests that businesses

FIGURE E3: Businesses Involved in Outsourcing and In-House Activities for Bookkeeping
and Tax Accounting (percent)

General bookkeeping (N = 761)
692)
409)
267)
230)
(Employment related contributions (N = 345)
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(
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Value added tax (N
Turnover tax (N

(

(

s

Withholding income tax on payments (N
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H Completely In-house M Partially In-house Completely Outsourced
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FIGURE E4: Distribution of Full Outsourcing Cost of
Tax Compliance by Tax Type (in percent) (N = 171)
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tax type. Value added tax compliance is the second

B Business Profit Tax

B Value Added Tax
Turnover Tax

B Withholding Income
Tax on Payments

B Employment Related
Contributions

Other Taxes

highest in terms of average outsourcing cost by tax type
amounting to ETB 913.

The number of person-days spent increases as turnover
increases: on average, a business spends about

106 person-days of its employees’ time for in-house
bookkeeping and tax compliance. General bookkeeping
accounted for about 74 percent (78 person-days), while
tax compliance accounted for 26 percent of the total
time spent (i.e., about 28 person-days). Large businesses
spend more time on bookkeeping and tax accounting
related activities than smaller businesses.

Time spent on in-house tax compliance activities varies
with tax types: half of the total time spent by a business
on tax accounting goes to business profit tax while
another 31 percent goes to turnover tax. Value added

tax takes 8 percent of the time spent.

FIGURE E5: Average Total Compliance Costs (in ETB)

12000

Total tax compliance cost, consisting of outsourcing
and in-house costs, is high in Ethiopia: in the year
2012/13, the average cost to a business for general
bookkeeping was found to be ETB 9,804 (USD 523.2).
In the same year, average total tax compliance cost of a
business including costs of acquisition and maintenance
of software and hardware was ETB 7,609 (USD

406) while average total tax compliance cost without
acquisition and maintenance costs was ETB 5,842
(USD 311.7) (Figure ES).

Tax compliance costs varies with tax type: business
profit tax takes the largest share of total tax compliance
costs (both internal and external costs), followed by
value added tax and turnover tax. The burden of
compliance costs of business profit tax and value added
tax shows that these two taxes do have complexities
that resulted in taxpayers incurring high costs of
compliance in terms of staff time and professional fees

paid to external assistance.

Tax compliance cost varies with the size of businesses:
the average tax compliance cost of a business (with
acquisition and maintenance costs of software and
hardware) as a share of turnover is about 5.4 percent
while the share of tax compliance cost in total

turnover without acquisition and maintenance costs

is 4.7 percent. Small businesses face a relatively larger
tax compliance cost as a share of turnover compared
with large businesses. Tax compliance cost as a share of

turnover tends to decrease as the turnover of businesses
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FIGURE EG6: International Comparison of Tax Compliance Costs
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increases suggesting that it is regressive. Similarly,

the relative tax compliance cost (excluding cost of
acquisition and maintenance) as a share of turnover

is larger for category C (5.03 percent) compared with
category A (3.85 percent). In absolute terms, however,
tax compliance cost for category A businesses is well
over 5 times the cost for category C businesses (both
when tax accounting cost includes and excludes
acquisition and maintenance costs). Overall, the total
tax compliance cost in Ethiopia is estimated to be about
ETB 5.8 billion (about USD 309.5 million)! and ETB
7.5 billion (USD 400.5) (depending on whether tax
compliance cost includes acquisition and maintenance
cost of software and hardware). This is between 4.5 and
5.8 percent of Ethiopia’s total government revenue
collected in 2012/13 and about 1 percent of its GDP

during the same year.

Tax compliance cost in Ethiopia is high in comparison
to the countries considered in this study (Figure E6),
since most of the countries that have had such a survey
were the ones already known to have a problem with

tax compliance costs.

1 Assuming average exchange rate for the fiscal year

2012/13,USD 1 = ETB 18.59.

The process of complying with taxation is perceived

to be more burdensome than the amount of tax itself:
about 54 percent of businesses agree to the statement
that the process of tax compliance is more burdensome

than the actual tax due.

Avoiding government retribution (formal and informal
businesses) and better access to land and premises
(informal) are perceived to be the biggest advantages of
registering for taxes: relatively larger percentage of both
formal and informal businesses in the sample believes that
avoiding government retribution is the biggest advantage
of being a registered taxpayer (about 23 percent each). In
addition about 22 percent of informal businesses perceive
better access to land and premises as the first biggest

advantage of registering for tax.

Businesses perceive high tax burden or high tax rates
as the biggest disadvantage of registering for taxes:
businesses perceive higher tax burden or high tax rates
(34 percent), complicated tax compliance procedures
(13 percent), harassment by government officials

(8 percent), and frequent inspections (8 percent) as

some of the disadvantages of registering for taxes.

Businesses perceive some advantages of registering
for VAT: cash flow benefits and participating in

X Tax Compliance Cost Burden and Tax Perceptions Survey in Ethiopia



FIGURE E7: Perception about Tax Inspections (N = 1003)
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government tenders have been considered as the biggest

advantages of registering for VAT.

Businesses perceive some disadvantages of registering
for VAT. Among the various disadvantages for
registering for VAT, higher prices of goods and services
compared to those by non-VAT registered businesses
considered the first and second biggest disadvantages

for registering for VAT (42 percent).

Businesses also perceive multiple advantages and
disadvantages of sales register machine (SRM)

usage: advantages include less opportunity for theft
(20 percent), updated and easily available sales
information (22 percent), and easy to comply with tax
requirements (17 percent). In terms of disadvantages,
difficulty of correcting errors (36 percent) and cost

of the machine (19 percent) were perceived to be
disadvantages of using SRM.

Businesses face frequent inspections/audits, although
larger businesses experienced relatively more
inspections, compared with smaller businesses:

the survey indicates that around 31.7 percent of
respondents reported that their businesses had faced
some kind of inspection or audit by tax authorities in
the last two tax years. About 48 percent and 46 percent
of category A and B businesses experienced inspections

or audits.

Businesses perceive only a relatively a small proportion
of inspections and audits as happening for legitimate
reasons: businesses perceived that only about 36 percent

of tax inspection and audits happened for legitimate

10 15 20 25 30 35 40

reasons. This is lower compared to the perception

on the same issue in other countries such as Georgia.
About 19 percent of tax inspections and tax audits
were also perceived to be happening because inspection
officers were looking for informal payments, and
another 19 percent because it was in someone’s interest
to create obstacles to others (Figure E7).

Simplify the tax regime for micro and small enterprises:
to reduce the tax compliance burden on smaller
businesses as is evident from this study and from the
review of the standard assessment system and also
encourage business formalization simplification of the

tax regime for this segment is worth considering.

Offer a fixed tax and turnover based tax to respectively
micro and small enterprises: in between poverty—level
micro —enterprises paying a fixed tax and medium-large
businesses paying regular profit tax and VAT, it is often
helpful to offer an intermediate regime for “small”
businesses that can pay a turnover tax in lieu of both
profit tax and VAT (with an option for any business to
register for regular profit tax and VAT Voluntarily). In
addition, adjusting business categorization threshold for

inflation is worth considering.

Review the income tax rate structure and exempt
income threshold: reviewing the income tax rate
structure (along with the tax exempt threshold) in
addition to simplification of the entire tax system is
important in reducing the burden of taxes and changing
the attitudes of taxpayers and also encouraging
formalization of businesses. The income tax exempt

threshold should be set a approximately the poverty
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level, and adjusted regularly over time to account for

inflation and other relevant factors.

Adjust the VAT registration threshold periodically for
inflation: the VAT registration threshold should be
adjusted periodically for inflation and is usually set at
the lower turnover level for a “medium” size business
(taking into account also the capacity for the necessary
bookkeeping for VAT compliance. The current
threshold is quite low by international standards.

ERCA should try to expedite payment of refund to
taxpayers to help businesses avoid unnecessary cash
flow difficulties. In particular adopting of risk based
refund processing and also accepting bank bonds as a
security for VAT payment (risky businesses) could be
considered as suggested at the Ethiopian Chamber of

commerce and Sectoral Association’s forum.

Reduce the frequency of VAT filing: the compliance
cost is high for VAT, it is recommended to reduce the
frequency of VAT filing (e.g., make it quarterly), for

relatively smaller businesses.

Investigate the entire dispute resolution system: it

is important to investigate why a large number of
appeal decisions were not in favor of the tax authority
and what causes them. It is in general important to
investigate the entire dispute resolution system and

address the issues in the tax system.

Improving the risk based audit system and hold
discussions with businesses: to mitigate the compliance
burden (pertaining to audit) on businesses especially
smaller ones and also increase taxpayers’ perception
that tax audit is for legitimate reasons, it is important
to consider improving the risk based audit system

in addition to developing the culture of holding

discussions with taxpayers.

Exercise caution in imposing business profit tax based
on bank deposits: it is important to exercise caution by
the tax administration in imposing income tax on bank
deposits as that would increase taxpayers’ mistrust

on the tax authority and reduce the incentive to use

banking in business operations.

xii Tax Compliance Cost Burden and Tax Perceptions Survey in Ethiopia



Background

The extent of tax burden is one of the main factors that
the private sector considers when deciding to create,
move or expand its businesses as high tax burden is a
disincentive to private sector development. It should be
noted that both the burden of tax payments and of tax
compliance, which includes the time and cost associated
with preparing tax returns, filing, effecting payment
and interacting with tax authorities, are likely to deter
business formalization. Evidence from a number of
surveys (Coolidge, 2012) indicates that the burden of
tax compliance can often be heavier than the actual

tax payments, especially for small businesses (e.g.,

equivalent to a turnover tax of 5% or more).

The Government of Ethiopia (GoE), in its five year
Growth and Transformation Plan (GTP) (2010/11-
2014/15), indicates that the expansion and quality

of infrastructure investment and the development of
small and micro enterprises (SMEs), which are the
basis for the transition towards medium and large-scale
manufacturing industries are, among others, crucial
pillars for sustained growth. This implies two things:
first, enhancing the participation of the private sector in
the development process; secondly, improving domestic
resource mobilization to finance massive investment
initiatives envisaged in the GTP (MoFED, 2010).

The capacity of any government to mobilize domestic
resources is a crucial factor in the process of poverty
reduction and its overall economic development.
Cognizant of this, the GoE has given due emphasis

to the introduction of reforms to its revenues and
expenditures management. This emphasis can be seen
from GoFE’s five year GTP where the expected growth
of the revenues from domestic sources in general, and
its tax revenue in particular, relies on the government’s
plan to improve tax compliance, broaden the tax
base and to improve the tax administration capacity

of revenue authorities. As indicated in the GTP, tax

revenue as a share of GDP is expected to increase from
11.3 percent in 2010/11 to 15 percent in 2014/15.
Accordingly, the success in increasing tax revenues,
which is of critical importance for the success of other
components of the GTP, depends for most part on the
performance of the Ethiopian Revenue and Customs
Authority (ERCA) whose interaction with the taxpayers
plays a significant role.

The actual tax revenue as a share of GDP (= 13
percent) is low compared to that of the average for
Sub-Saharan African and low income countries. The
share of tax revenue in GDP hardly changed, suggesting
that tax revenue (which should rise relative to GDP

due to progressive rate structure) has failed to grow as
much as expected with the overall economic growth.
This situation in the revenue system might be due to
such things as poor tax compliance behavior and weak
tax administration. In order to address issues of tax
compliance to some extent, reducing complexities in the

tax regime may be necessary.

Complexity of tax regimes (e.g., multiple taxes, several
different bases, requirements for multiple filings per
year, etc.) increases tax compliance costs, especially in
developing countries. Findings from the Investment
Climate Department of the World Bank Group (WBG)
indicate the severity of tax compliance burden for
businesses, especially for micro, small and medium
enterprises (IFC 2010).

This analytical report intends to assess tax compliance
costs and businesses’ perceptions towards taxation in
Ethiopia. The report is based on the findings of a survey
of businesses (both formal and informal businesses)

in Ethiopia as conducted by the Department of
Economics of the Addis Ababa University on behalf of
the Ethiopian Revenue and Customs Authority (ERCA)
and the International Finance Corporation (IFC)/

World Bank group. Given the diversity of the country,
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the study covered four regional states apart from The report is organized in four sections. The first part
Addis Ababa. The findings of the study are expected presents an overview of the Ethiopian tax system and
to offer tax policy makers and tax administrators an recent reform initiatives; this is followed by a discussion
opportunity to pinpoint specific problems to help them of research objectives and the methods employed
reduce the cost of complying with tax policies and in section two. Section three presents results of the
procedures, thus improving the revenue performance survey while the last section presents conclusions and
and also the efficiency and business-friendliness of the recommendations.

tax system.
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Overview of Ethiopian Tax System
and Recent Reform Initiatives

The 1995 Constitution of the Federal Democratic
Republic of Ethiopia (FDRE) classifies taxation power
into three: as those assigned exclusively to the federal
government, regional states, and concurrently to

both regional and federal governments. As per the
constitution, regional states have the power to levy and

collect taxes from sources assigned to them.

Federal government revenues include:

¢ Income tax on employees of the federal government

and international organizations;

e Income, profit, sales and excise taxes on enterprises

owned by the federal government;

e Tax on income of air, rail and sea transport services;

Regional states revenues include:

e Income tax on employees of the state and of private

enterprises;

e Taxes on the income of private farmers and farmers

incorporated in cooperative associations;

e Profit and sales taxes on individual traders carrying

out a business within their territory;

e Profit, sales, excise and personal income taxes on
income of enterprises owned by the states;

Joint federal and regional states revenues:

e Profit, sales, excise and personal income taxes on
enterprises they jointly establish;
e Taxes on the profits of companies and on dividends

due to shareholders; and

* Taxes on incomes derived from large scale mining
and all petroleum and gas operations, and royalties

on such operations

Following the assignment of revenues, tax
administration organs are ERCA and regional revenue
authorities. ERCA is responsible for administration
of revenues that belong exclusively to the federal
government and those concurrently owned by both.
Regional revenue authorities are entrusted with the

responsibility of administering taxes assigned to them.

The principal taxes that affect businesses in Ethiopia
are income taxes, value added tax (VAT), turnover tax
(TOT) and excise taxes. The subsequent discussions

briefly present the basic features of each of these taxes.

Income tax proclamation No. 286/ 2002 (as amended)
and council of Ministers regulations 78/ 2002 (as
amended) provide the legal basis for income taxation
in Ethiopia. According to this legislation, there are

four schedules of income, namely: income from
employment (schedule A), income from rental of
buildings (schedule B), business profit (schedule C) and
other income (schedule D). A further look at the income
tax under schedule C (business profit tax) shows

that the tax is imposed on profit obtained from an
entrepreneurial activity. It is chargeable at rates ranging
from 10 to 35 percent if the taxpayer an individual
(unincorporated entity) and 30 percent on profits
earned by a body (an incorporated entity). The income

tax legislation classifies businesses into three categories



as A, B, and C. Category A businesses are those that
have annual turnover of ETB 500,000 or above and all
incorporated entities; category B includes those that are
not already classified as A and have annual turnover

of more than ETB 100,000 but less than ETB500,000.
Category C taxpayers are those that are not already
included in categories A and B and have annual
turnover up to ETB 100,000.

For categories A and B the tax is assessed based on the
profit and loss statement prepared in accordance with
the Generally Accepted Accounting Principles (GAAP)
subject to the specific rules as provided in the income

tax legislation.

On the other hand, the tax from category C taxpayers is
levied and collected in a separate regime—the “standard
assignment” which uses a classification of businesses
into more than 80 business sectors and 19 turnover
bands. This regime is based on daily sales estimates,
which the government carries out once in a few—years
time. For example, the Addis Ababa city administration
carried out daily sales estimates for category C
businesses twice since the overhaul of the income tax
system in the year 2002, Daily sales are estimated by

a committee of tax officials by asking the concerned
taxpayer questions and also observing the business
location and the nature of the business. In practice, the
tax is calculated using the annual turnover estimated
based on the daily sales estimate and profit margin
specified in the regulation (as amended). Category C
taxpayers are expected to make an annual declaration
of annual sales, but are not required to keep books of
account. If category “C” taxpayer maintains book of
accounts acceptable to the Tax Authority, the taxpayer

may pay the tax on the basis of book of accounts.

Categories A and B are required to file tax returns and
pay the tax due in respectively 4 months and 2 months
from the end of their accounting year while category C
taxpayers pay the tax due in one month from the end
of the accounting year. The latter may request to make
their tax payments in installments in cases of cash flow
difficulties.

The income tax legislation requires such agents as
incorporated entities, government organizations, and

Nongovernment organizations (NGOs) to withhold

2 percent? of the payments for the purchase of goods
and services.3 In addition importers are required to
pay 3 percent of the Cost, Insurance and Freight (CIF)
value of goods imported for commercial purposes as
a withholding income tax on imports. Withholding
income tax on payments is required to be remitted

to the tax authority within 30 days from the end of
the month in which the income was withheld. Both
withholding income tax on imports and purchases of
goods and services are allowed to be offset against
business profit tax due from the supplier by the end of

the accounting year in which the tax was withheld.

Further, as per the income tax legislation businesses

are obliged to withhold employment income tax
(schedule A income) from payments to employees and
remit the amount to the concerned tax office in the next

month the income is withheld.

Schedule B, as noted above, deals with income from
rental of buildings. The basic provisions with respect to
tax rates, determination of taxable income etc are very

similar to schedule C income (for business profit).

Proclamation 285/2002 and council of Ministers’
regulation 79/2002 (as amended) provide the legal basis
for the imposition and collection of VAT in Ethiopia.
Similarly, proclamation 308/2002 (as amended)
governs the imposition of TOT. In terms of design

VAT is imposed on the supply of goods and services
other than exempted supplies (such as bread and milk).
VAT is based on the invoice credit method in which
taxpayers are given credit for the VAT paid on inputs
when it is supported by the relevant documents. The
tax is also based on the destination principle in that
imports are taxed but not exports. VAT is chargeable
at a standard rate of 15 per cent on all taxable supplies
of goods and services other than those zero rated
(mainly exports) and exempted. VAT registration is
required by businesses that have annual turnover of
ETB 500,000 and more. In addition to annual turnover
as a basis for registration of taxpayers, Ethiopia uses

2 If the recipient does not provide the tax identification
number then the law requires 30 percent of the payment to
be withheld.

3 The withholding income tax on payments threshold for
goods and services is respectively ETB 10,000 and ETB
500 per one transaction.
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sector specific registration schemes, in that those
engaged in such sectors as plastic and plastic products
manufacturing, shoes manufacturing, computer and
accessories suppliers and gold smiths are required to
register for VAT regardless of their annual turnover.*
The accounting and reporting period for VAT is one
calendar month regardless of the size and capability

of businesses. The VAT legislation allows refunds to
be made to mainly exporters within two months from
the time refund application is filed. Non-exporting
taxpayers are required to carry forward excess credits
to the next five accounting periods (five months); if
there are still unused excess credits it is allowed to be
refunded within two months from the time of lodging
application for refund. Very recently, the government
has introduced VAT withholding scheme where federal
government institutions are required to withhold the
VAT on their purchases and remit the amount to the tax

authority.

Businesses supplying taxable goods and services and
not required to register for VAT are expected to pay
TOT on their supplies of goods and services. TOT

is considered as an equalization tax between VAT
registered and unregistered businesses. The applicable
rates are 2 percent on goods supplied domestically

and on contractors, grain mills, tractors and combine—
harvesters; and 10 percent on all other services (e.g.,
barbers/hairdressers, car mechanic, etc.). Certain
services are exempt, including financial services, the
supply of electricity, water and kerosene, the provision
of transport; educational institutions, child-care).
Estimation of sales for category C taxpayers follow the
same procedure as for income tax, but must also take
into account an estimate of the split of income between

goods and services.

The accounting period for TOT differs among the
different category of businesses. Category A businesses
have accounting period of one month; in that taxpayers
in this category are required to file and pay turnover tax
on a monthly basis. Category B businesses are required
to file and pay their TOT on a quarterly basis while
category C businesses pay TOT annually.

4 Voluntary VAT registration is allowed for those that
transact at least 75% of their transactions with VAT
registered businesses.

In addition to business profit tax and VAT/TOT,
businesses engaged in the importation and or
production of selected products are liable to excise
taxes as provided in excise tax proclamation 307/2002.
Excisable goods include textile and textile products,
vehicles, tobacco and tobacco products, drinks
(including all types of alcoholic and soft drinks), sugar
and salt. The base for computation of excise tax is the
cost of production for locally produced goods and cost,
insurance and freight (CIF) value and custom duties of
imported goods. The tax rate ranges from 10 percent
to 100 percent. Generally excise tax is payable on
imported goods at the time of clearing the goods from
customs area and on goods produced locally, not later

than 30 days from the date of production.

In addition to the above domestic taxes affecting
businesses, there are duties and taxes imposed on the
import and export operations of businesses. Since this
report is about tax compliance costs and perceptions
towards taxation focusing on domestic taxes, we do not

deal with these duties on international trade.

RECENT TAX REFORM INITIATIVES

In an effort to streamline and simplify the tax system,
the GoE adopted a series of tax reform measures
focusing on reducing tax rates, removing unproductive
taxes, broadening the tax base and improving and
modernizing revenue collection (MoFED, 2014).

The key reform measures taken in the early 2000
were overhaul of the income tax regime which was
operational for over four decades (with no major
changes), and introduction of VAT as a replacement
to sales tax. Specifically, the introduction of taxpayer
identification number (TIN) along with finger prints
and the presumptive tax regime (standard assessment)
for category C taxpayers could be mentioned, among

others.

The introduction of electronic sales register machine

is also a very recent phenomenon in the Ethiopian

tax system. The government has further launched
electronic filing system and established a call center. The
Electronic Single Window Project (for a better trade

facilitation) is the other initiative.
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In respect of tax administration, recently the tax
administration was organized as a separate and
autonomous government body, which later resulted

in the establishment of Ministry of Revenue (MoR)
coordinating and supervising the three revenue
agencies of the Federal Government, namely Federal
Inland Revenue Authority (FIRA), Ethiopian Customs
Authority (ECA) and the National Lottery. Later

the government reorganized and restructured the

tax administration at federal level by merging FIRA,
ECA and MoR into one authority- ERCA. ERCA is
organized as an authority with direct accountability to

the Prime Minister.

Very recently ERCA and Addis Ababa city government’s
revenue agency have merged and ERCA is currently
administering taxes on behalf of the Addis Ababa

City Revenue Agency. To closely follow taxpayers in
Merkato, ERCA has opened tax offices in Merkato.
Currently, ERCA administers domestic taxes in its

10 branches offices (Large Taxpayers’ Office (LTO),
West Addis Ababa Branch, East Addis Ababa Branch,
Mekelle, Adama, Hawassa, Bahir Dar, Jimma, Dere
Dawa, Kombolcha). Similarly for customs duties ERCA
has 11 branches throughout the country (Addis Ababa
Kaliti, Addis Ababa Airport, Adama, Mojo, Dere
Dawa, Jigjiga, Moyalle, Kombolcha, Mekelle, Bahir

Dar, and Millie customs branch offices).
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Objectives and Methods Adopted

The main objective of this study was to estimate tax
compliance costs for private businesses in Ethiopia and
assess business taxpayers’ perception on the tax system

and the business environment at large.

In order to achieve the above objective, the study
employed a survey of businesses—both formal and
informal businesses—operating in Ethiopia. The
subsequent discussion presents the survey design in
respect of sampling, instrument design and actual

conduct of the survey.

2.1 SURVEY: SAMPLING DESIGN

Ethiopia has nine Regional States and two City
Administrations (Addis Ababa and Dire Dawa). Each
region is divided into zones and each zone into Woredas.
Woredas are further divided into Kebeles, the lowest
administrative units. In City Administrations, especially
in Addis Ababa, the administrative division is slightly
different. Each city is divided into sub-cities and each
sub-city into Woredas, the lowest administrative unit.
The survey was conducted in four major regional states
and Addis Ababa. The total number of eligible business
taxpayers in the sampling frame was 987,923 (formal
businesses). The eligible sampling frame was stratified
by region, sector, category (A, B and C) and ownership
status and the sample was randomly selected. In each
region, one major city or town was selected using urban
population size as a criterion. In total, five major cities

were covered: Addis Ababa, Mekelle (representing

TIGRAY and Afar), Bahir Dar (AMAHARA and
Benishangua), Adama (OROMIA, Dire Dawa, Harari
and Somali), and Hawassa (SNNPRS and Gambela).

The valid sample size was 1003 for formal businesses.
The regional distribution of the sample firms is as
follows: approximately 37 percent were from Addis
Ababa City Administration; 25 percent were from
Oromia, Harari, and Somali regional states and Dire
Dawa City Administration; about 19 percent were from
Amhara and Benishangul-Gumuz regional states; about
11 percent were from Tigray and Afar regional states;
and about 9 percent were from SNNP and Gambella
regional states (Table 2.1).

In terms of the legal status of firms in the sample, the
largest proportion (92.5 percent) of 1003 firms belongs
to sole-proprietorship status. Cooperatives and private
limited companies represent very small proportions,
respectively, 4 and 3.3 percent of the total firms in the
sample, mostly in category A. However, about 18% of

the businesses in category B reported they were a PLC.

In-line with the sectoral configuration of firms in the
country, the largest proportion of the 1003 firms in the
sample (about 50 percent) operate in the service sector
followed by trade (both wholesale and retail trade)
which represents about 41 percent. Firms that engage
in the manufacturing sector are only about 8 percent of
the sample. As might be expected, manufacturing firms
are more likely to be found in category A (where they

make up over 20% of the group) than in categories B



TABLE 2.1: Distribution of Sample Firms—Formal (by region and category)

Category A Category B Category C
[ pocon | | poran | 0 | paron |
65 67 30

Addis Ababa 57 61 251

Oromia, Dire Dawa, Harari, and Somali 18 20 17 18 219 27
Amhara and Benishangul-Gumuz 6 7 9 10 172 21
Tigray and Afar 4 4 3 3 103 12
SNNPR and Gambella 3 4 2 3 79 10
Total 87 100 92 100 824 100

TABLE 2.2: Sectoral Distribution of Businesses—Formal (by taxpayers’ category)

Category A Category B Category C
(N = 342) (N = 253) (N = 408)
9.8 6.3

Manufacturing 20.7

Trade (wholesale and retail) 42.6 28.3 42.6
Other services 35.6 59.8 50.5
Others 1.1 21 0.6
Total 100 100 100

TABLE 2.3: Business Category by Turnover (percent)

Category A Category B Category C
(N = 342) (N = 253) (N = 408) Total (N = 1003)

Less than ETB 100,000 20.7 38.0 88.1 77.7
ETB100,001-ETB500,000 20.7 47.8 1.4 15.6
ETB500,001-ETB 10,000,000 49.4 141 0.5 6.0
Above ETB 10,000,000 9.2 0.0 0.0 0.8
Total 100.0 100.0 100.0 100.0

or C (where they make up 10% and 6% respectively) 100,000 consistent with the definition of category C

(Table 2.2). businesses.’

The distribution of businesses by category and turnover In respect of informal businesses, the sampling

band shows that about 40 percent of those in category technique adopted was area based sampling. The

A were found to have turnover less than ETB 500,000. sampling frame consisted of the list/size of urban

These businesses could be incorporated entities for they population by zone, the administrative level at which

are categorized as A regardless of their annual turnover. the aggregation was made.

From those in category B about 30 percent were found
to have turnover less than ETB 100,000 (Table 2.3).

This could be due to the fact that, for the year under P .
5 It is important to note that the difference between reported

consideration, those businesses’ turnover was than the category and category of businesses as per ERCA’s records

ETB 500,000. A majority of those in category C (about might be due to the fact that ERCA’s records mostly show
i the category of businesses at the time of registration for

90 percent) were found to have turnover less than ETB taxes.
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FIGURE 2.1: Sectoral Distribution of Informal
Businesses (percent) (N = 499)

10.6 3.2

32.9 535

B Manufacturing (N = 16)

M Trade (wholesale and rentals (N = 266)
Other Services (N = 164)

l Other (N = 53)

The urban population by zone was prepared using the
2007/8 Population and Housing Census conducted by
the Central Statistical Agency (CSA). Before drawing
the actual sample for the survey, a complete list of zones
and Kebeles/Woredas (lowest administrative units) was
prepared for Addis Ababa, Mekelle, Bahir Dar, Adama,
and Hawassa. The actual sample was selected using
probability sampling with probabilities proportional to
urban population size of the Kebeles/Woredas located in

each city/town.

The valid sample size achieved for informal business
survey is 499 informal business operators. The largest
proportion of the firms is sampled from Addis Ababa;

approximately 78 percent are from this survey site.
The remaining 22 percent of the firms is almost

evenly distributed across the other four survey areas:
approximately 6, 4, 6, and 5 percent, from respectively
Mekelle, Bahir Dar, Adama, and Hawassa.

The distribution of the sample firms in terms of their
primary activities is similar to that of the formal
businesses. That is, only very small percent of informal
businesses that participated in the survey reported that
their primary activity is manufacturing, while about
87 percent of firms reported to operate activities that

are classified as trade and other services (Figure 2.1).

2.2 SURVEY: INSTRUMENT
AND ACTUAL CONDUCT
OF THE SURVEYS

Based on the literature (IFC 2011), two structured
survey questionnaires for both formal and informal
business surveys were developed. The questionnaires
were further developed using data obtained through
focus group discussions (FGDs) and on the outcomes
of pilot testing (conducted with 40 respondents).
Questions in the instruments included those pertaining
to estimation of compliance costs (formal business
survey questionnaire), perception of tax administration
procedures and difficulties with the tax system. The

reference period for all questions was the fiscal year
2005 E.C. (2012/2013).

Both surveys of formal and informal businesses were
conducted using face-to-face interview approach. The
survey was conducted between May 2014 and August
2014.
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Survey Results

This section presents the results of the survey
(formal and informal businesses). Specifically, it
presents the findings of the study with respect to
tax compliance costs of formal businesses and
perceptions of both formal and informal businesses
about aspects of tax compliance and the business

environment.

Before analysis of the data began, it was necessary to
generate sampling weights to obtain representative
data that could be generalized to the target
population. Frequency distributions were calculated
and, as part of the analysis of the estimated
compliance costs, international comparisons with
the results of similar surveys were made. It should
be noted that the percentages and averages reported
are weighted averages or percentages unless stated

otherwise.

3.1 PROFILE OF RESPONDENTS

Almost all the respondents to both formal and informal
business surveys were owners of the businesses. Of

the total formal business survey respondents, about

90 percent were owners followed by director/manger
(or deputy) representing 7 percent (Figure 3.1). And
even higher proportion of informal business survey

respondents (98 percent) were owners of the businesses.

In terms of the taxpayers’ category (formal business
survey), most of the owner respondents are in

category C. As might be expected for relatively larger
firms, there is more diversity in categories A and B, with
a “Director/Manager” answering for about a quarter

of category A businesses and 18 percent of category

B businesses. A chief accountant answered for about

7 percent of category A businesses.

FIGURE 3.1: Position of Respondents—Formal Businesses (in percent, N = 1003)

Others | 0.7

Accountant | 0.5
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FIGURE 3.2: Gender of Respondents—Formal
(in percent, N = 1003)

H Male M Female

Gender wise, most of formal business survey
respondents are male representing 72.5 percent

while female respondents accounted for 27.5 percent
(Figure 3.2). Combining the figures for the position of
respondents in the establishment with that of gender
distribution indicates one of the stylized facts of
business firms in developing countries like Ethiopia,
i.e., women are underrepresented both as owners of
business firms and in positions of decision making in

business firms.

The gender of respondents in the different tax payers’
categories shows opposite trends in the sense that the
percentage of male respondents decreases from category
A to C while that of female respondents’ increases from
category A to C. This seems to indicate that women are
relatively more engaged in smaller business (either as
owners or managers); given the largest proportion of

the respondents in the sample are owners (Table 3.1).

Similarly in the informal business survey, the results
showed male respondents dominance (Figure 3.3).
However, the gender gap is smaller for the informal
businesses (approximately 60 and 40 percent for male
and female respondents, respectively) compared to
that of the sample formal businesses presented. Thus,
we see a continuation of the same trend, i.e., relatively

TABLE 3.1: Gender of Respondents—Formal
(by taxpayers’ category) (in percent)

Male
Female 13 25 29

Category A Category B Category C
(N = 342) (N = 253) (N = 408)
87 75 71

FIGURE 3.3: Gender of Respondents—Informal
Businesses (N = 499)
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smaller businesses have relatively higher proportions of

female ownership.

In addition, in terms of the gender of owners of
businesses (formal) about 67 percent were found to
be owned by men while women owned businesses
were lightly more than a quarter of the establishments
covered by the study (Figure 3.4).

In the case of informal businesses, consistent with the
gender of respondents (most of them were owners),
the gender distribution indicates that about 60 percent
of businesses in the sample are male-owned while

39 percent are female-owned

Formal business survey data reveals that most of

the businesses (more than 64 percent) in the sample
obtained Tax Identification Number (TIN) over the
period 2002-2004 EC. In terms of the time period of
establishment, most of the informal businesses that
participated in the survey (approximately 76 percent)
were established during the period 1991-2000
(Figure 3.5).

FIGURE 3.4: Gender of Owners—Formal (in percent,
N = 1003)
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Multiple Owners
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FIGURE 3.5: Period of Establishment
4.8

76.0

Before 1991 W 1991-2000 M After 2000

When informal business respondents were asked
about their working premises, about 20 percent of
them operate at their living place, 15% rent a separate
working premise and only 5% of them own a separate
working premise (Figure 3.6). More than 31 percent
of the firms reported that their working premises are
separate from their living place but neither own or
rented in the place. Significant number of respondents
(more than 22 percent) indicated that they do not
have a fixed business place—their places of work are
variable.

In addition to the above examination of the results (in

both surveys) with respect to number of employees

FIGURE 3.6: Working Premises of the Sample Firms
(N = 499)

M At the same premises where you live
M At separate premises that you own
I At separate premises that you lease/rent in
1 At separate premise/place neither owned nor rented in
M Your place of business is variable
Other (specify)

and working premises shows that overall the average
number of workers in the formal businesses is about

5 workers per establishment. Of this number, about

4 workers are full time workers (Table 3.2). As should
be expected, category A businesses have higher numbers
of workers (about 26) than categories B (7 workers)
and C (2 workers).

The data from the informal business survey reveal

that most of the firms in the sample are operated by

TABLE 3.2: Number of Workers in Sampled Businesses—Formal (total and by categories)

T A S S T N

Total number of workers 1
Full time workers 1
Part time workers 1

Total number of workers (category A)
Full time workers (category A)
Part time workers (category A)
Total number of workers (category B)
Full time workers (category B)
Part time workers (category B)
Total number of workers (category C)
Full time workers (category C)
Part time workers (category C)

003
003
003
342
342
342
253
253
253
408
408
408

3 1 1618

4 2 18 0 878

0 12 0 74

26 8 73 1 1618

20 5 57 1 878

7 1 38 0 740

7 3 8 1 40

5 2 5 0 25

2 0 5 0 33
2 2 2 1 3008

2 1 1 0 67

1 0 2 0 300

6 This is just one large vegetable cooperative which employs 300 temporary workers and does not have permanent workers.
Although this cooperative is self-reported to be under category C, it is not clear why this cooperative is in this category.
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FIGURE 3.7: Number of Employees—Informal (N = 499)
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a single person (Figure 3.7). More than 70 percent of
informal businesses that participated in the survey are
operated by 1 person and approximately 85 percent of
the firms reported that the number of full-time workers
is just one. Furthermore, most of the firms (about

84 percent) do not have part-time workers. This is not
surprising given that most informal firms are operated

by individual owners.

Both formal and informal business survey respondents
were asked about their bookkeeping practices. The
results show that about half of the formal sector
respondents reported that they kept all receipts and
invoices of transactions in an organized manner,
while 42 percent maintained full records of revenues
and expenses (not necessarily using computer)

(Figure 3.8). Only about 9 percent use a computer for
purposes of bookkeeping; about two-third of those
who use computers also use specialized accounting or

bookkeeping software.

The bookkeeping practice of formal businesses by

category also reveals that about 98 percent of category

A businesses were found to have kept all receipts

and invoices in an organized manner. Similarly about

80 percent of businesses in category A who use a
computer for purposes of bookkeeping were found to be
using specialized accounting or bookkeeping software.
On the other hand, only 40 percent of businesses

in category C were found to have kept receipts and
invoices in an organized manner (Figure 3.9).

In the case of informal businesses almost all of them
reported that they did not maintain physical receipts
and invoices of transactions (Figure 3.10). Only

15.6 percent and 17 percent said that they kept records
of sales and purchases, respectively. This shows that
the bookkeeping practice in the informal sector is very

limited compared to that of the formal sector.

In terms of regional variation, about 18.8 percent of
respondents in Adama and Mekelle maintained physical
receipts and invoices of transactions, compared with
15.1 percent in Addis Ababa and 13.6 percent in

Bahir Dar (Figure 3.11). Keeping records of purchases

FIGURE 3.8: Bookkeeping Practices of Businesses—Formal

Using a specialized accounting or bookkeeping software (N = 86)
Using a computer for purposes of bookkeeping (N = 1003) [}
Doing full records of revenues and expenses (not necessarily using) (N = 1003)
Bookkeeping for revenue (not necessarily for expenses) (N = 1003)
Keeping all receipts and invoices in an organized manner (N = 1003)
0 20 40 60 80 100 120
HYes HNo
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FIGURE 3.9: Bookkeeping Practice of Businesses—Formal (by category)

(a) Bookkeeping Practices by Category
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FIGURE 3.10: Bookkeeping Practices (percent)—Informal

Using a specialized accounting or bookkeeping software

Using a computer for purposes of bookkeeping (N = 499)

Doing full financial accounting (not necessarily using a computer)
Keeping records of purchases (N = 499)

Keeping records of sales (N = 499)

Keeping all physical receipts and invoices (N = 499)

100

100

96.4

96.8

20

40 60 80 100 120

Bl Yes ENo

FIGURE 3.11: Bookkeeping Practices by Location (percent, yes)—Informal
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Doing full financial accounting (not necessarily using a computer)
Keeping records of purchases

B Keeping records of sales

B Keeping all physical receipts and invoices

and or sales seems important compared with other

bookkeeping practices.

Businesses were asked about the types of taxes for
which they submitted tax returns in the last tax year
(2012/13). About 61 percent submitted business profit

tax returns which was the largest followed by turnover
tax (36 percent of formal businesses). Value added tax
return submission was reported by about 12 percent

while the corresponding figure for employment related

tax and contributions was about 15 percent. Other

13
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TABLE 3.3: Types of Taxes Paid by Category and Ownership Type (percent)

- N
85 79

Business profit tax (N = 740) 55
Value added tax (N = 410) 77 37 3
Turnover tax (N = 255) 14 37 32
Withholding income tax on 45 19 2

payments (N = 228)

Employment related 59 39 6
contributions (N = 340)

Other taxes (N = 157) 10 14 24

Ownership Type

Individual/Sole Private
Proprietorship Limited Cooperative
Percent Company Society
58 85 71 64
9 70 32 56
31 6 43 8
4 66 28 62
10 77 48 90
22 30 14 13

tax returns submitted include withholding income tax
on payments (8 percent) and “other taxes” (including
excise tax, building rental income tax, and property tax)
(24 percent). We also note that well over one-fifth of
businesses (and over half of category C taxpayers) have
not reported submitting tax returns mainly because they
are operating under the standard assessment whereby
the tax they pay is fixed by the tax authority. Other
businesses reported paying rental income tax (included
under “other taxes”) (Table 3.3).

As expected a much larger percentage of businesses
from category A (77 percent) submitted value added
tax returns compared with category C businesses

(3 percent). On the other hand, a larger percentage of
category B (37 Percent) and C (32 percent) businesses
submitted turnover tax returns compared with those in
category A (14 percent). The proportion of businesses
in a category that submitted returns for other taxes is
much larger for category C (24 percent) compared with
others, due to the relative significance of rental income

tax for this group.

We also note from Table 3.3 that, as expected, a
much larger proportion of private limited companies
(85 percent) submitted profit tax returns compared
with sole proprietorships which have the lowest share
by ownership type (58 percent). Similarly a larger

percentage of private limited companies (70 percent)

submitted value added tax returns compared with

sole proprietorships (9 percent). This is reversed for
turnover tax (6 percent) for private limited companies
and 31 percent for sole proprietorships. We may also
note the lower percentage of businesses submitting
value added tax and turnover tax is due to exemptions
from payment of value added tax and turnover tax
for businesses such as providers of education, health
and transport services as well as those that rent out

residential premises.

3.2 TAX COMPLIANCE COSTS

Sandford (1995) defined tax compliance costs as costs
incurred by taxpayers in meeting the requirements laid
on them by the tax law and the revenue authorities;
costs over and above the actual payment of tax; costs
which would disappear if the tax was abolished.

In this study tax compliance costs (TCCs) is estimated

using the following:

TCCs = In house cost of time spent by employees
+
Outsourcing costs
+
Costs of software/ hardware/ dataware/

information

14 Tax Compliance Cost Burden and Tax Perceptions Survey in Ethiopia



FIGURE 3.12: Average Total Compliance Costs (in ETB)
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For the ease of respondents, the questionnaire asked
them first about the total amount of time spent on both

general bookkeeping and tax compliance tasks.

In-house cost of time spent by employees = time
spent by various individuals on bookkeeping and tax
accounting tasks * salaries (salaries of relevant workers

was asked in the survey);

Outsourcing costs = Outsourcing cost paid to outside
personnel for bookkeeping and tax accounting tasks;

Cost of software/hardware/dataware/information =
Money spent by business on acquisition and
maintenance of software, hardware, dataware and

information in the five year period before the survey

divided by five.

The overall cost is then divided into general
bookkeeping costs and tax accounting costs. In this
study general bookkeeping is defined to include all
bookkeeping activities that will be undertaken even if
the business did not comply with tax requirements. All

other activities are considered under tax accounting.

General bookkeeping cost = cost of in-house time
spent for general bookkeeping + cost of outsourcing for

general bookkeeping.

Tax accounting cost = cost of in-house time spent for

tax accounting + cost of outsourcing for tax accounting

Or

Tax Accounting (incl. acquisition
and maintenance cost)

5842

Tax Accounting (excl. acquisition
and maintenance cost)

= cost of in-house time spent for tax accounting +
cost of outsourcing for tax accounting + acquisition
and maintenance cost of software/hardware/dataware/

information

The average total cost of a business for general
bookkeeping was found to be ETB 9,804 (USD 523.2)7
in the last tax year (2012/13). In the same year, average
total tax compliance cost of a business including costs of
acquisition and maintenance of software and hardware
was ETB 7,609 (USD 406) while average total tax
compliance cost without acquisition and maintenance
costs was ETB 5,842 (USD 311.7) (Figure 3.12).

The relative cost of tax compliance was calculated as a
percentage of turnover. The average tax compliance cost
of a business (with acquisition and maintenance costs of
software and hardware) as a share of turnover is about
5.4 percent while the share of tax compliance cost in
total turnover without acquisition and maintenance
costs is 4.7 percent (Table 3.4). In absolute terms,

tax compliance cost for category A businesses is well
over S times the cost for category C businesses (both
when tax accounting cost includes and excludes
acquisition and maintenance costs). However, relative
tax compliance cost as a share of turnover is larger for

category C compared with category A.

7 Average exchange rate for the year 2012/13 was USD 1 =
ETB 18.59 (NBE annual report 2012/13)
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TABLE 3.4: Average Tax Compliance Costs (in ETB and as a share of turnover) by Taxpayers’ Category

Al 8| c
N 323 199 201
Tax accounting cost in ETB (excl. acquisition and maintenance cost) 17185 10068 2637
Tax accounting cost in ETB (incl. acquisition and maintenance cost) 21639 13162 3203
Tax accounting cost as share of turnover (%) (excl. acquisition and 3.85% 3.84% 5.03%
maintenance cost)
Tax accounting cost as share of turnover (%) (incl. acquisition and 4.70% 5.39% 5.51%

maintenance cost)

In addition, tax compliance cost as a share of turnover
tends to decrease as the turnover of businesses increases
suggesting that it is regressive (Figure 3.13). This is true
whether we include or exclude cost of acquisition and
maintenance cost of software and hardware. Those with
turnover under ETB 100,000 faced compliance costs

of almost 7 percent (for those who had tax hardware/

software); otherwise about 6 percent.

Table 3.5 shows tax compliance costs by ownership
type and sector of businesses. Sole proprietorships
have the lowest tax compliance cost (ETB 4,046) while
the tax compliance cost of other ownership types is
much higher (for example, the cost for private limited
companies is ETB 28,104 or ETB 35,793 depending on

whether acquisition and maintenance cost of software
and hardware is excluded or not). The relative cost of
tax compliance does not differ much across most of

the ownership types with the exception of cooperative
societies where the percentage is visibly lower than the

others.

In terms of sector of businesses, compliance cost is the
lowest for ‘other services’ and the highest for ‘other
sectors’ which largely includes agriculture. On the other
hand, the relative cost of tax compliance is the highest

for trade and the lowest for ‘others’

Figure 3.14 shows tax compliance cost as a share of

turnover for different countries including Ethiopia. For

FIGURE 3.13: Tax Compliance Cost as a Share of Turnover by Turnover Band
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TABLE 3.5: Tax Compliance Costs (in ETB and as a share of turnover) by Taxpayers’ Ownership Type and
Sector

Individual/ Private
Sole Limited | Cooperative (0]{,1-1¢
Proprietorship | Company Society Manufacturing | Trade | Services
N 541 128 42 12 67 334 281 41
Tax accounting 4046 28104 11671 26267 9789 5448 5189 16611

cost in ETB (excl.
acquisition and
maintenance cost)

Tax accounting 5279 35793 13645 36333 17673 6821 6661 21658
cost in ETB (incl.
acquisition and
maintenance cost)

Tax accounting cost 4.77% 4.92% 3.52% 5.36% 3.18% 577% 4.07% 2.61%
as share of turnover
(excl. acquisition and
maintenance cost)

Tax accounting cost 5.45% 5.66% 4.04% 5.52% 4.40% 6.26% 4.74% 3.19%
as share of turnover
(incl. acquisition and
maintenance cost)

FIGURE 3.14: International Comparison of Tax Compliance Costs
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FIGURE 3.15: Businesses Involved in Outsourcing and In-house Activities for Bookkeeping

and Tax Accounting (percent)
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this purpose we use the tax compliance costs measure
for Ethiopia that excludes costs of acquisition and
maintenance of software and hardware so that the
results are more comparable across countries. We may
also note that such comparisons have some limitations
as detailed definitions (such as legal requirements and
general practices of record-keeping and reporting) differ
across countries. Generally tax compliance cost as a
percentage of turnover for Ethiopia is higher compared
to that of countries including Kenya and Nepal

(Figure 3.14), (see Annex 1 for detailed informational
comparisons). Tax compliance cost in Ethiopia is high
even in comparison to the countries considered, since
most of the countries that have had such a survey were
the ones already known to have a problem with tax

compliance costs.

Based on the results of the survey, with about one
million businesses in Ethiopia, we estimate the total
tax compliance cost to be about ETB 5.8 billion (about
USD 309.5 million8) and ETB 7.5 billion (USD 400.5)
(depending on whether tax compliance cost includes
acquisition and maintenance cost of software and
hardware). This is between 4.5 and 5.8 percent of
Ethiopia’s total government revenue collected in
2012/13 and about 1 percent of its GDP during the

same year.

8 Assuming average exchange rate for the fiscal year
2012/13,USD 1 = ETB 18.59.
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Studies in other countries also show that the size of
compliance cost varies across countries.” For instance,
the overall average tax compliance cost was about USD
1.48 billion or 1percent of GDP for Ukraine in 2007.
Similarly, for Indonesia, TCC as a share of GDP and
revenue was about 0.19 percent and 3.2 percent in 2010,
respectively (Susila and Pope, 2012). A similar study

in Nepal indicates that the overall average compliance
cost of about 0.46 percent of GDP or 2.7 percent of
tax revenue in 2012 (SEDF, 2012). In Slovenia, total
compliance costs (for personal income tax) accounted
for around 0.18 per cent of GDP and 2.8 percent of
personal income tax revenue (Klun, 2004), while the
figure for Croatia was 0.03 percent of GDP and 0.81
percent of personal income tax (Blazic, 2004). Overall,
there is considerable variation in terms of the size of
tax compliance cost across countries depending on
their economic size and tax revenue. For instance, tax
compliance cost as share of tax revenue was about

11.5 percent (or 1.1 percent of GDP) in Armenia
(Jrbshyan and Harutyunyan, 2006), while the figure for
Canada was 2.7 percent (Charron et al., 2008).

In order to estimate tax compliance costs precisely it is
important first to examine the practice of using external
assistance for tax compliance (a direct monetary

cost for a business) versus doing work in-house (i.e.,

staff time). As Figure 3.15 shows a large majority of

9 See Yesegat (2009) and Susila and Pope (2012) for detailed
review of literature on compliance cost.
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FIGURE 3.16: Distribution of Full Outsourcing Cost
between General Bookkeeping and Tax Compliance
(in percent) (N = 174)

Cost of
Cost of .
. outsourcing for
outsourcing for
general
tax related bookkeeping
tasks, 0.55 ’
’ 0.45

businesses do most or all of their bookkeeping and
tax accounting activities in-house. Only 15 percent of
businesses outsource any of their general bookkeeping
work, although about half outsource at least some

of their VAT compliance work, and about one third
outsource at least some of the compliance tasks for

business profit tax.

Looking at costs based on the practice of using external
assistance for tax compliance and general bookkeeping
activities reveals that over half of the total external
professionals’ cost was incurred in tax compliance

activities.

As Figure 3.16 shows 55 percent of the outsourcing cost
goes to cover costs of tax compliance while 45 percent
is for general bookkeeping activities. Average external
(complete outsourcing) cost in ETB and its distribution
between general bookkeeping and tax compliance is

shown in Figure 3.17.

FIGURE 3.17: Average Cost of Full Outsourcing for
Businesses That Outsource (in ETB) (N = 174)
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FIGURE 3.18: Distribution of Full Outsourcing Cost
of Tax Compliance by Tax Type (in percent) (N = 171)
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Tax on Payments
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Other Taxes

In terms of distribution of the external professionals’
costs of tax compliance across tax types, half of this

is for tasks related to business profit tax (50 percent)
followed by value added tax (20 percent) and turnover
tax (18 percent) (Figure 3.18).

Businesses that outsource business profit tax compliance
activities incurred an average of ETB 2,267 per business
in the 2012/13 fiscal year, which is the highest for a
tax type. Value added tax compliance is the second

highest in terms of average outsourcing cost by tax type
amounting to ETB 913 (Figure 3.19).

The internal costs of tax compliance measured in terms

of the monetary value of staff time spent for general

FIGURE 3.19: Average Cost of (full) Outsourcing for
Businesses That Outsource by Tax Type in ETB
(N =171)
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FIGURE 3.20: Person-Days Spent on In-house FIGURE 3.21: Distribution of Time Spent on In-
Bookkeeping and Tax Compliance (N = 627) house Tax Accounting by Tax Type (N = 592)

106.16 5%
4%

2%

77.99
28.17
31%
Bookkeeping Tax Accounting  Bookkeeping and
Tax Accounting
bookkeeping and tax compliance related activities 8%

reveals similar picture. In terms of in-house time about

74 percent of the time (78 person-days) was spent on W Business Profit Tax

general bookkeeping while the rest (about 28 person- i Value Added Tax

days) was spent on tax compliance tasks (Figure 3.20). Turnover Tax

. . H Withholding Income Tax on Payments
Half of the total time spent by a business on tax
. . . . B Employment Related Contributions
accounting goes to business profit tax while another
[ Other Taxes
31 percent goes to turnover tax. Value added tax takes

8 percent of the time spent (Figure 3.21).
FIGURE 3.22: Person-Days Spent on Tax
From the discussions so far, it can be noted that Compliance by Tax Activity (N = 627)

business profit tax takes the largest share of total tax

10.92

compliance costs (both internal and external costs), 10.28
followed by value added tax and turnover tax. The
burden of compliance costs of business profit tax

and value added tax shows that these two taxes do
have complexities that resulted in taxpayers incurring
high costs of compliance in terms of staff time and
professional fees paid to external assistance.

In addition, looking at the in- house tax compliance
costs by tax activity indicates that on average a business

spent about 11 person-days on filing activities during

the last tax year which is the highest time spent by Pre-filing Filing Post-filing
tax activity. Pre-filing took the second highest of the

three activities (10 perso'n-days) with post-filing taking by ownership type and turnover. By ownership type
the smallest amount of time (about 7 person-days

. individuals or sole proprietorships have the lowest
(Figure 3.22).

compliance costs in terms of person-days spent on
Table 3.6 presents person-days spent on bookkeeping bookkeeping and tax accounting. For example, sole

and tax accounting as well as the share of worker types proprietorships spent about a quarter of the time that
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TABLE 3.6: Time Spent on Bookkeeping and Tax Accounting by Ownership Type and Turnover

Ownership Type Turnover in ETB

Private 100,001

Individual/Sole Limited Cooperative | 100,000 to 500,001 to Over

Proprietorship | Company Society or Less | 500,000 | 10,000,000 | 10,000,000
N 521 120 39 292 188 168 44
Person days spent on 96 271 151 92 97 229 522
bookkeeping and tax
accounting
Person days spent on 73 149 109 70 71 144 337
bookkeeping
Person days spent on 23 123 42 22 26 84 185

tax accounting

Share of person-days spent on tax accounting by worker type (percent)

Bookkeepers and 14% 71%
accountants

Owners and managers 84% 24%
Others 2% 6%

57% 13% 20% 69% 83%
43% 87% 76% 26% 12%
1% 0% 4% 5% 5%

private limited companies spend on tax accounting. In
terms of share of person-days spent on tax accounting by
ownership type sole proprietorships rely on time of owners
and managers much more than the other groups which

is to be expected (Table 3.6). We note that the number of

person-days spent increases as turnover increases.

In terms of worker type used, the share of the total
time spent increases with turnover for bookkeepers
and accountants showing that as businesses become
larger they rely more and more on bookkeepers and
accountants for their bookkeeping and tax accounting
activities. The share of time spent by owners and
managers decreases as turnover increases which is
generally to be expected. The share of the ‘other’
worker category does not change much as turnover
increases except those in the lowest turnover category

where the share is zero (Table 3.6).

In-house compliance cost of time spent on bookkeeping
and tax accounting is calculated by converting time
spent into money using salary of workers types
involved. Salary of worker types is obtained from the
survey. Businesses were asked to indicate the average
gross remuneration (including salaries, bonuses,
insurance and all other benefits) per month per person
a similar business would pay. Respondents provided

answers to each of the three groups of workers

(bookkeepers/accountants, managers/owners and other
workers) working on general bookkeeping and tax
accounting related tasks. The daily equivalent of such
payments was then used to calculate the cost of person-

days spent for each category of workers.

The total in-house cost of general bookkeeping was
found to be ETB 9,382 (USD 500.6) while the cost of tax
accounting (tax compliance) was ETB 3,906 (USD 208.4)
for a business in the last tax year (Figure 3.23).

FIGURE 3.23: In-house Compliance Cost of Time
Spent on General Bookkeeping and Tax Accounting
in ETB (N = 537)

9381.77

3906.23

Cost of General Bookkeeping Cost of Tax Accounting
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TABLE 3.7: In-house Compliance Cost of Time Spent on General Bookkeeping and Tax Accounting in ETB

(by ownership type and turnover)

Ownership Type

Turnover in ETB

Individual/ Private 100,001
Sole Limited | Cooperative 100,000 to 500,001 to
Proprietorship | Company Society or Less | 500,000 | 10,000,000 | 10,000,000

N 521 120 39 12 292 188 168 44
Cost of general 7856 32501 15226 33172 6618 9137 22007 74435
bookkeeping

Cost of tax 2623 27686 6128 29453 2162 4170 15317 45235
accounting

TABLE 3.8: In-house Compliance Cost of Time
Spent on General Bookkeeping and
Tax Accounting in ETB by Category

Category

EXENKE

N 245 184 263

In-house compliance cost of 24179 14749 6529

time spent on gen. bookkeeping

In-house compliance cost of 15176 9135 1954

time spent on tax accounting

The relative importance of compliance cost of general
bookkeeping and tax accounting is different across
ownership type. In particular, the cost of tax accounting
for sole proprietorships is less than half of the cost of
general bookkeeping while the share of tax accounting
in total in-house compliance cost is much larger for
other ownership types (Table 3.7). In terms of turnover
of businesses, as would be expected, the in-house

cost of compliance increases for those with larger
turnover. This is also true by category where category
A businesses have a higher in-house compliance cost
compared with category C (Table 3.8).

3.3 PERCEPTION OF TAXPAYERS
TO ASPECTS OF THE TAX
SYSTEM AND THE BUSINESS
ENVIRONMENT

This section presents the views of respondents to

aspects of the tax system and the business environment

at large. Specifically, the subsequent discussions focus
on views pertaining to registration for taxes, sales
register machine usage, VAT registration and refund
process, penalties, appeals, and inspections and audits,

and tax compliance.

3.3.1 Views about Registering for Taxes

As shown earlier, the largest share of formal business
survey respondents obtained their TINs during
2002-2004 EC. Asked about the disadvantages of
registering for taxes, a relatively large proportion of
formal businesses indicated higher tax burden or high
tax rates (about 34 percent) as the biggest disadvantage.
Further, such factors as complicated tax compliance
procedures (13 percent), high cost of raw materials

and inputs (9 percent), harassment by government
officers (8 percent), and frequent inspections (8 percent)
also stood out as the other biggest disadvantages of
registering for taxes (Figure 3.24)

As the perception of respondents about the biggest
disadvantages of registering for taxes shows, the
different categories of taxpayers encounter different
constraints. The only problems that seem to attract

a relatively significant proportion of firms as the
biggest disadvantage of registering for taxes is higher
tax burden/tax rates: 26 and 37 percent of firms

from category B and C, respectively, identified this
problem to be the biggest disadvantage (Table 3.9).
However, when we aggregate over some of the
disadvantages listed we see some similarity in terms of
two disadvantages: higher tax burden and/or tax rates

and complicated tax compliance procedures. These two
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FIGURE 3.24: Opinion of Respondent Firms about the Biggest and Second Biggest Disadvantages of

Registering for Taxes (N = 1003)
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TABLE 3.9: General Opinion on the Reasons for Not
Applying for Tax Registration (among
those who have considered but did not
apply) (N = 166 (percent)—Informal

Finding necessary information is too 9.5
complicated and difficult

Tax laws and regulations are not clear, fair or 14.9
appropriate

| don’t want to deal with the tyranny/corruption 0.6
of public o

Lack of enforcement 0.6
Financial burden of being formal (including 26.2
taxes and fees)

Lack of trust in government to use tax revenues 24
productively

I have no knowledge and/or capacity to deal 6.5
with tax related

A business like mine should not pay taxes 16.7
Tax authorities do not treat all businesses equally 4.2
Other 6.0
Total 100

disadvantages are indicated as the biggest disadvantages
of registering for taxes by 30, 47, and 49 percent

of the firms in categories A, B, and C, respectively
(Figure 3.235).

Similarly, informal business survey respondents were

asked about whether or not they have ever considered

registering their business for tax.1® About 63 percent
claimed to have neither considered nor applied to
register for taxes. Over 30 percent of respondents
reported that they have considered applying for but

never tried it.

Respondents who said they had considered but never
tried to register were also asked to provide reasons for
not applying for tax registration, and about 26 percent
said that financial burden of being formal (including
taxes and fees) was the main reason for not applying
for tax registration. About 15 percent of respondents
said that lack of clarity in tax laws and regulations as
another reason for not applying for tax registration.
About 17 percent also believe that a business like theirs
should not pay taxes (Table 3.9)

Those respondents who replied “neither considered
nor applied” were asked why they did not consider

to apply; and about a third of respondents replied
“No one will help me” for registering for tax with tax
authorities. Similarly, about 23 percent and 20 percent
also indicated “it was too complicated” and “I had

to wait too long” respectively as their reasons for not

considering tax registration(Figure 3.26).

10 Only one percent of respondents have a TIN, but not filed
tax returns in the last three years.
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FIGURE 3.25: Opinion of Respondent Firms about the Biggest and Second Biggest Disadvantages of
Registering for Taxes (by tax payers’ category) (percent)

0 20 40 60 80 100 120

= 408)

Category C
(N

Category B
=253)

(N

=342)

Category A
(N

Percent

B Reduced Attractiveness of Buying from and Selling to Non-registered Businesses
B Higher Utility Cost
Higher Cost of Labor
M Higher Tax Burden/Tax Rates
M Higher Cost of Raw Materials and Inputs
[ Harassment by Government Officers
M Frequent Inspections
B Complicated Tax Compliance Procedures
B Reduced Competitiveness
M Others

FIGURE 3.26: Reasons for Giving Up or Never Respondents were also asked about factors that might
Considered Nor Applied (N = 498) encourage them to consider registering for taxes

35 and operate in the formal sector. A relatively higher

percentage (about 28 percent) of respondents showed
30

that reduction of tax rates as the most important factor

25 for registering for tax (Figure 3.27).

32.7
231 24.1

20 20.1 In addition, when respondents were asked about
whether or not they have any intentions of registering

15 for tax in the next two years. About half of respondents

10 had said that they are likely or very likely to register for
tax in the coming two years. However, the percentage
of respondents who said that they are unlikely or very

0 unlikely to register for tax in the next two years was

about 25 percent (Figure 3.28).

;]

It Was Too No One Will | Had to Wait Other
Complicated Help Me Too Long
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FIGURE 3.27: Most Important Factors That Encourage or Persuade Business to Consider Registering
for Tax (N = 499)
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FIGURE 3.28: Perception on the Likelihood of Registering for Tax (N = 499)

120.0
100.0
. 34,
80.0 409 58.1 34.8 48.7 49.6
60.0 dieiE
40.0 22.6 23.9
12.5
20.0 28.7 26.5
0.0
Mekelle Bahir Dar Adama Hawassa Addis Ababa Total

M Very Unlikely + Unlikely [l Undecided Very Likely + Likely

FIGURE 3.29: General Perception on First Biggest Disadvantages of Registering for Tax (N = 499)
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Informal business survey respondents were also asked (Figure 3.29). Respondents said that high tax burden,
about the biggest disadvantages of registering for taxes frequent inspections, harassment by government officers
and a larger proportion (46 percent) ranked higher and complicated tax compliance procedures as the first
tax burden/tax rates as the first biggest disadvantage and second biggest disadvantages of registering for taxes.
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FIGURE 3.30: Biggest Advantages of Using Sales Register Machine (percent) (N = 1003)

Other (N = 36)

Able to get tax credit (VAT credit) (N = 22)

Increases business reputation (N = 22)

Saves time (N = 147)
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Updated and easily available sales information/data (N = 277) 22.3

Less opportunity for theft by my employees (N = 165)
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3.3.2 Perception of Sales Register being the “difficulty of correcting errors” (over
Machine (SRM) Usage 35 percent) followed by “cost of buying the machine”

Sales register machine is required to be used by (over 15 percent) (Figure 3.31).

businesses in categories A and B. Survey results on . . .

3.3.3 Perception of VAT Registration
respondents in category A was found to have SRM, and and Refund

only just over half (52 percent) of category B businesses With regard to the advantages of registering for VAT,
reported having one. Meanwhile, just over 4 percent of Cash flow benefits and opportunity for participating in

category C businesses were found to have an SRM. government tenders were shown to be the first biggest
advantages of registering for VAT as reported by

SRM usage reveals that only about 80 percent of

Asked about the “advantages of using” SRM, about 24 percent and 15 percent of respondents respectively

22 percent cited “updated and easily available sales (Figure 3.32). Respondents also noted that registering

information,” and almost 20 percent reported “less for VAT allowed them to trade with a larger number of

opportunity for theft by employees” as biggest

] i suppliers and customers (Figure 3.32).
advantages of using SRM (Figure 3.30). Other

advantages noted included that use of SRM makes it Regarding the disadvantage of registering for VAT,
“easy to comply with tax requirements” and “better among others, higher price of goods and services
sales and inventory control.” compared with non-VAT registered businesses

were considered to be the first and second biggest

However, respondents also reported several disadvantage of VAT (Figure 3.33). Additional first

disadvantages of using SRM; the biggest disadvantage

FIGURE 3.31: Biggest Disadvantages of a Sales Register Machine (percent) (N = 1003)
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T
FIGURE 3.32: First and Second Biggest Advantages of Registering for VAT (percent) (N = 1003)
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FIGURE 3.33: First and Second Disadvantages of Registering for VAT (N = 1003)
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FIGURE 3.34: Eligibility for VAT Refund (percent) FIGURE 3.35: Application for VAT Refunds (percent)
120 120
100 - 100 -
80 - 80 36.4
| 60.9 |
60 95.8 €0
40 - 40 - 63.6
20 39.1 20
| 4.2 |
Total A C Total A B C
(N=585) (N=305) (N=145) (N=135) (N=171) (N=133) (N=32) (N=6)
H Yes HNo HYes HNo
biggest disadvantages included more inspections/ majority (about 87 percent) reported that they were
audits and harassment by tax authorities as reported not eligible for VAT refund in the 2012/13 fiscal year
by 16.7 percent and 11 percent of respondents, (Figure 3.34).
respectively. From among eligible for VAT refund, only about
The study also assessed perceptions about the VAT 57 percent said they had applied for VAT refund in the
refund system. Of the respondents who were filing VAT tax year under consideration (Figure 3.35).

(less than 20 percent of the total), the overwhelming
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FIGURE 3.36: Reasons for Not Applying for the VAT Refund (N = 82)

Other
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It might induce a tax audit in this business

Complicated formalities for refund

Refund would take longer time than offset

We would not get the refund anyway

It was not worth because the refund amount was too small

About 43 percent of eligible respondents did not apply
for VAT refund in the last tax year. Although several
reasons were mentioned for not applying for the
refund, the major ones included small refund amount
(35.1 percent), belief they would not get the refund

(15 percent), and complicated formalities for refund
(15.3 percent) (Figure 3.36). Although the percentage of
respondents who were in view of not getting the refund
and complicated procedures is not big, these issues
need to be addressed in order to maintain a healthy
VAT system that has less impact on doing business

environment.

With regard to VAT refund process and period,
respondents (that reported they had applied for VAT
refund) indicated that the average time taken by the
tax office for processing refund was about 24.5 days
(N= 22). About 80 percent, 85 percent and 95 percent
of respondents also reported that processing VAT
refunds took them up to 30 days, 60 days and 90 days
respectively (Figure 3.37). From Figure 3.37 it can

FIGURE 3.37: Time Taken for VAT Refund Process
(N =75)
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be noted that VAT refund processing took more than
90 days for about 5 percent of the respondents.

3.3.4 Perception Towards Tax
Inspections, Penalties and Appeals

In this section we present views of taxpayers towards
tax inspections, penalties and appeals. Concerning
audit and inspection, on average only about 36 percent
of them perceived to be happening for legitimate
reasons (“inspections are really necessary to deter
evasion”), leaving the largest share to other reasons
such as perceptions that tax inspections and tax audits
happen as mechanisms of seeking informal payments
by tax officials (19 percent), officials inspect and audit
taxpayers only to justify their jobs (19 percent), while

9 percent of tax inspections and tax audits happen
because of someone’s interest to create obstacles to
others which would spoil the business environment.

A further 16 percent were perceived to be happening

as an additional revenue collection mechanism for the
government (Figure 3.38). From the above discussion, it
can be noted that only a small percentage of audits and
inspections are perceived to be legitimate, which should
be further investigated to understand the prevalence of

this perception.

In comparison, perceptions among formal businesses in
Georgia were that more than 70 percent of inspections

were for “legitimate reasons” (see Annex 1).

In terms of the actual audit and inspection experience,
about 32 percent said their business had been inspected
or audited by tax authorities in the last two tax

years (Figure 3.39). A significantly higher proportion
of relatively larger businesses (45.5 percent) faced
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FIGURE 3.38: Perception about Tax Inspections (N = 1002)
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Inspection officers are trying to justify their jobs
(N =1002)

Inspection officers are looking for
informal payments (N = 1002)

Legitimate reasons, i.e., inspections are really
necessary to deter tax evasion (N = 1002)

FIGURE3.39: Inspections and Audits by Turnover
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inspections and audits compared to smaller businesses
(29.5 percent which is generally considered an

appropriate audit focus.

However, overall inspections are much lower in
countries that use risk based audit (RBA) for audit
selection. For example, as per FIAS (2008), small and
medium businesses (those with turnover under about

$2 million) in South Africa!! in the year 2006 faced only
about a 2 percent chance of inspection for Income Tax
and Employees taxes and about 3 percent for VAT. Some
of the less populous provinces showed a slightly higher
likelihood of inspection (see Annex 1 for details).

With regard to the frequency of inspections, total days,
and total person days spent on inspections, those who
reported inspections said that their businesses were
inspected between four to five times, each lasting for
about 4 days (Figure 3.40). The respondents said they

11 South Africa is an example of a country with a
well-functioning system of Risk Based Audit.

FIGURE 3.40: Number of Inspections and Audits and
Time Spent Among Those Who Reported
Any Inspection
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spent about 3 person days during inspections and
audits. It should be noted that the response on the
number of times (4.5 times on average) includes all
types of inspections (desk audit, inspection of purchases
and sales, SRM usage etc) and other visits of tax

officials.

With respect to penalties, from all survey respondents
(formal businesses) about 10 percent reported that
they incurred penalties and or fines in the last two tax
years. From respondents that incurred fines and or

penalties about half (47 percent) had filed an objection
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FIGURE 3.41: Whether or Not Appeals Were Filed
(N = 146)
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(Figure 3.41). The appeals were higher for large
taxpayers (about 67 percent), compared with just under

47 percent for smaller businesses (Figure 3.41).

In respect of the reasons for not filing objections

against the decisions of tax officers a large percentage
of respondents indicated the length of time appeal
procedures take and the feeling that fair trial would not
be obtained (36.7 percent and 34.7 percent respectively)
as their reasons. Although it was not investigated in the
survey, it might be because taxpayers lack confidence on

the quality of their self-assessment (Table 3.10).

Table 3.11 shows the number of appeals resolved to
business’ satisfaction, number of appeals not resolved
to the business’ satisfaction and number of appeals
still in process. While about 60 percent of the appeals
were resolved to the business’ satisfaction, 37 percent
of the appeals were not resolved to the business
satisfaction. This sends the message that there is a need
to investigate further why a large number of appeal
decisions were not in favor of the tax authority and

what causes them.

TABLE 3.10: Reasons for Not Filing an Objection
(N = 53) (percent)

Audit outcomes, penalties and/or fines were fair 18.4
Appeals would cost too much 4.1
Appeal procedures take very long time 36.7
The advance payment to file appeal was too high 0.0
Amount of additional tax, penalties/fines was too 6.1
small

We would not get a fair trial 34.7
It would induce additional tax audits in our 41
business

Totals do not add up to 100 due to multiple coding nature of
the question.

TABLE 3.11:  Appeals Resolved and Still in
Process (N = 68) (percent)

How many of these appeals were resolved to the 60.3
business’s satisfaction?

How many of these appeals were resolved notto  36.5
the business’s satisfaction

How many of these appeals are still in process? 3.2

The study further investigated the perception of
respondents towards tax appeal related issues. While
most respondents somewhat disagreed with the
statement that “Tax appeals process is quick and
efficient”, most respondents said that “Tax officers
do not ask for any informal payments during tax
appeals”. The results with respect to efficiency of the
appeal process appear to be consistent with the results
concerning the length of time the appeal procedures
take as presented previously. These perceptions of
business taxpayers are likely to make the dispute
settlement system not being seen as a useful method

of resolving tax disputes and might force them to use

FIGURE 3.42: Perception about Statements Related to Tax Appeals (N = 68)

Tax officers do not ask for any informal
payments during tax appeals

Tax appeals process is fair and just

Tax appeals process is quick and efficient

Tax appeals process is simple and easy
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an illegal means of resolving tax issues (like by bribing
officers and other mechanisms). It is, hence, important

to address the issues in the dispute resolution system.

3.3.5 Perceptions of Tax Compliance
and the Business Environment

The study further assessed taxpayers’ perceptions
towards compliance and respondents were asked to rate
general statements regarding the methods used by typical
businesses in Ethiopia to artificially reduce tax burden on
a scale of 1 to 5 where 1 means “Fully disagree” and 5
means “Fully agree.” As per the results, respondents view
sales without invoices and use of fictitious invoices as the

main mechanisms used to evade taxes (Figure 3.43).

Table 3.12 provides average responses to the question

“having in mind businesses similar to yours, in your

FIGURE 3.43: Opinions on Tax Compliance (N = 1003)

Businesses make unregistered sales (i.e., without sales
invoices) to artificially reduce tax burden (N = 1003)

Businesses use fictitious/fake invoices to
artificially reduce tax burden (N = 1002)

Businesses use fictitious/fake businesses to
artificially reduce tax burden (N = 1003)

Businesses make payments of unofficial salaries to their
workers to artificially reduce tax burden (N = 1003)

Fully Disagree

TABLE 3.12:
less than 100%)

opinion, what percent of total annual sales do such
businesses in Ethiopia declare for tax purposes?”. Of

the total number of 991 respondents, about 7.1 percent
believed that businesses like theirs would declare

100 percent of their total annual sales for tax purposes.
The remaining 92.9 percent believed that they would
declare, on average, about 53 percent of their total
annual sales for tax purposes. Generally, larger businesses

perceived better compliance than did smaller ones.

In terms of overstatement in expenditures, of the total
number of respondents, about 22 percent reported “do
not know.” About 4 percent indicated that businesses like
theirs overstated zero percent of actual expenditure in their
tax returns. The remaining 74 percent of the respondents
believed they overstated, on average, about 38.4 percent of
their actual expenditures in tax returns (Table 3.13).

3.1

.95

.96

Fully Agree

Percent of Total Annual Sales Declared for Tax Purposes by Turnover (among those reporting

Turnover (in ETB)

Less than ETB 100,001 - | ETB 500,001 — ETB Above ETB
Total ETB 100,001 ETB 500,000 10,000,000 10,000,000
458 206 214 35

913

Percent of total annual sales 53.4 51.6
declared for tax purposes

61.5 54.8 64.4

TABLE 3.13:

Percent of Actual Expenditure Overstated in Tax Returns by Turnover

Turnover (in Ethiopian ETB)

Less than ETB 100,001 - | ETB 500,001 — ETB Above ETB
Total ETB 100,000 ETB 500,000 10,000,000 10,000,000
N 772 40

176 184

Percent of annual expenditures 384 38.7
overstated

36.3 37.3 53.1
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FIGURE 3.44: Respondents Perception about Taxes—Formal (percent)
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Both of these results (misstatement of sales and changing the perceptions of taxpayers towards others’
expenditures) show how respondents perceive their compliance behavior.

peers tax .comp liance b.ehawor, ?V}.IICh 1S €xp e_Ctéd to In addition, the perception of firms about various
reflect their own compliance decision. As preliminary
findings of a study by Yesegat and Fjelstad (2014)

revealed, there is a statistically significant relationship

aspects of taxes is another item that the survey
attempted to capture (Figure 3.44). The responses show

that almost about 80 percent of all categories of firms

between taxpayers perception of others’ compliance . .
payers percep P either agree fully or somewhat, that the taxes paid to

and their own attitudes towards compliance; the latter . .
the government are ultimately used for the benefit of

is expected to affect taxpayers actual compliance . L L
P pbay p the general public, which is a positive indicator of tax

behavior. It is hence important for the government to . .
P & morale. Also, about 90 percent of firms in category A,

work not only improving compliance behavior but also
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80 percent of those in category B, and 60 percent
in category C perceive that the use of sales register

machine is beneficial to businesses which use them.

However, about 46 percent of firms in category A,

55 percent of those in category B, and 51 percent of
those in category C disagree or somewhat disagree that
the assessment of tax officials is fair. Most businesses
also tend to agree that “businesses would be willing

to pay more tax if corruption is not prevalent”, and
disagree that “A business can carry out tax compliance
process smoothly even without connections with tax

officials.”

Another interesting finding is that about 60 percent,

54 percent and 44 percent in categories A, B and C
respectively fully and somewhat agreed that the process
of complying with taxation is more burdensome than

the amount of tax itself.

Similar to formal businesses, informal businesses agreed

that taxes paid to the government are ultimately used

for the benefit of the general public and businesses.
Further, respondents seemed to agree that there are
many benefits for paying taxes. However, they also
believe that businesses would be willing to pay more

taxes if corruption is not prevalent (Figure 3.45).

In addition, considering the severity of some factors
that are commonly mentioned as constraints faced by
businesses operating in developing countries, perception
of the business environment was assessed. Figure 3.46
shows a relatively larger proportion of formal
businesses indicated that access and cost of finance is
either a very severe problem or major problem affecting

business performance.

Similar to formal businesses, among the statements
presented to informal businesses, most respondents
agreed to that access to finance (availability and cost)
and availability and cost of working premises pose
moderate to major problem to the business environment
(Figure 3.47).

FIGURE 3.45: Perceptions about Taxes and Tax System—Informal (N = 499)
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FIGURE 3.46: Respondents Perception about Business Environment—Formal (percent, N = 1003)
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FIGURE 3.47: Perception on Elements of Business Environment (N = 499)—Informal
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FIGURE 3.48: Perceptions about Calculating and Filling in Tax Returns
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3.3.6 Difficulties with the Tax System

Formal business respondents were asked about the
difficulty of calculating and filling in tax returns and
about 25 percent of those paying business profit taxes
reported that calculating and filling in tax returns

were difficult, while 47 percent viewed it manageable
(Figure 3.48). Similarly, close to half of respondents
considered calculating and filling in tax returns to be
manageable for all types of taxes. However, 15 percent
and 19 percent of the VAT and TOT payers respectively
considered the process to be just easy.

When respondents were asked about the level of
difficulty in submitting forms and paying taxes,
about 31, 18 and 28 percent thought it was relatively
difficult to submit tax forms and pay for business
profit tax, VAT and TOT, respectively (Figure 3.49).

Easy

The overwhelming majority of respondents considered
submission of tax returns and payments as manageable
for all tax types. Among the different types of taxes,

it was easier for firms to submit tax returns and pay
withholding income tax on payments than other forms
of taxes.

Informal businesses were also asked about their
perceptions about the difficulty of filling out and
submitting tax returns. About 34 percent of respondents
said that filling out and submitting tax returns as quite
a problem or extremely problematic, with variations
across locations. About 41 percent and 30 percent of
respondents in Hawassa reported that this activity as
quite a problem or extremely problematic, respectively
(Figure 3.50).

FIGURE 3.49: Perceptions about Submission of Tax Returns and Payments
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FIGURE 3.50: Perception about Filling Out and Submitting Tax Returns—Informal
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Businesses were asked to indicate which information
sources on taxation were available to them. For

those businesses that indicated the availability of an
information source, they were also asked whether they
used that information source. The extent of preference
of businesses was also examined for those information
sources they used. Figure 3.51 shows the percentage of
businesses for which the information source is available
for possible use in relation to taxation. Website of tax
authorities, e-mails and SMS/text message were the
least frequently reported sources of information that
are available. The availability of each of these three
sources was mentioned only by about 7 percent of the
businesses or less. Television/cable, radio and family
and friends were the three most frequently mentioned

sources available to obtain information on taxation.
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Although the direct ERCA sources of information were
not perceived as readily available to most respondents,
among those who could use them, they were considered
“preferred” sources by large majorities: about three
quarters of such businesses (for the Bulletin boards and
the website) and over 85 percent for the Circulars and

Publications.

3.3.7 Computer and Bank Account Usage
and Other Issues

The survey data show low penetration of computers in
the business firms in the country, (and given that the
survey tended to ignore businesses in smaller towns, the
overall figures for businesses in the country are likely to
be even lower). As shown in panel (a) of Figure 3.52,

FIGURE 3.51: Percentage of Businesses Who Stated Availability of Information Source on Taxation
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FIGURE 3.52: Firms’ Use of Computers (percent)

(a) Does the establishment use computers
for business purposes? (N = 1003)

(b) Does the firm use computers for
accounting/tax purposes? (N = 289)

|
12

88
H Yes H No

FIGURE 3.53: Firms’ Use of Internet
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the largest proportion of firms in the sample (more
than 88 percent) reported that they do not use
computers for business related activities and only about
12 percent responded favorably. Of the sample firms
that responded positively to the question of whether the
firm uses computers for business purposes or not (i.e.,
less than 12 percent of the total sample), 63 percent
reported that they use computers for accounting and/or
tax purposes while the remaining 37 percent reported
that they do not use them for such purposes (see panel
(b) of Figure 3.52).

Similar to that of computer use, only a very small

number of firms responded positively to the question

FIGURE 3.54: Firms’ Use of Bank Account

(a) Does the establishment use bank accounts
in its business operations? (N = 1003)

L 4

H Yes H No

of whether the firm uses internet for business purposes.
As reported in panel (a) of Figure 3.53, only about

9 percent of total firms in the sample reported that
they use internet for business purposes. Those who
responded that they use internet for business purposes
were asked if they use it to obtain and process
information for tax purposes. Only 45.5 percent of
these firms reported that they use internet for reasons

associated with tax (see panel (b) of Figure 3.53).

The majority of informal respondents do not use
computers including laptops for business purposes.
They do not use internet either. Only 0.80 percent
of the respondents used computers and internet for

business purposes.

The data on firms’ use of bank accounts also show
that the number of firms that use bank accounts for
their operations is low. As reported in panel (a) of
Figure 3.54, only about 45 percent of the firms in the
sample reported that they use bank account for their
transactions. This number seems low given that the
firms are formal firms and they are all situated in the
biggest urban areas of the country. Of the sample firms

that responded using bank accounts in their operations,

(b) Is the bank account specific to
the establishment? (N = 594)

44.8%
55.2%

H Yes HNo

v
27.9%

72.1%

H Yes H No

Survey Results 37



FIGURE 3.55: Use of Bank Account for Business Operations (by legal status)
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only about 28 percent of them indicated that the bank
account is specific to the business establishment (see
panel (b) of Figure 3.54). This is not surprising since
most of the firms in the sample (about 93 percent of
the total sample) are sole-proprietorships where the
distinction between the transactions of the business and

the owner are mixed.

Use of bank account for business operations in

terms of legal status shows that not surprisingly
sole-proprietorship businesses turn out to be those
using bank account the least. As can be seen from
Figure 3.55, about 58 percent of sole-proprietorship
firms indicated that they do not use bank account for
business operations. The proportion of firms that use
bank account is larger in the Private Limited Company

ownership structure.

In the case of informal businesses, about 16.4 percent of
respondents used a bank account for business activities.
However, only 1.2 percent of them had a separate bank
account for business operations, indicating that the

majority of respondents used a private bank account for

business operations (Figure 3.56).

In line with the discussion above, on the use of bank
account by the business firms in the sample, only
about 26 percent of transaction turnover of the whole
firms in the sample is through bank. The magnitude
of these transactions are about 40 percent for firms in
category A, about 29 percent for firms in category B,
and about 10 percent for category C firms. The results
are, again, consistent with the size and characteristic
features of the firms in the three tax payers’ categories.

That is, as discussed earlier most of the firms are

Private Limited
Company (N = 139)

Cooperative Society
(N=52)

Others (N = 14)

B No

FIGURE 3.56: Use of Bank Account (informal)
(percent) (N = 499)

16.4

Yes M No

sole-proprietorship, small in size, and make their

transactions by cash than through bank account.

In general, the survey data show the limited use of
computer, internet and bank accounts by businesses

(both formal and informal).

In addition to the above, when asked about whether or
not firms or any of their employees made any business-
related visits to tax offices, a large proportion of category
A and half of B taxpayers made visits to tax offices.
However, about 41 percent of category C taxpayers
reported such visits. Although businesses are required to
make business-related visits to tax offices, outsourcing
tax-related functions could be a reason for some
businesses, especially for category A and B taxpayers not
visiting tax offices. On average, a business firm made

about 5 visits in the previous tax year (Table 3.14).

In addition, informal business survey respondents were

asked to rate general statements related to knowledge
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TABLE 3.14: Business-Related Visits to Tax
Offices—Formal
Category
N 1003 342 253 408
Yes 43.2 58.6 50.0 40.8
No 56.8 41.4 50.0 59.2

of tax regulations and requirements. About 33 percent
indicated that they were knowledgeable or very
knowledgeable about tax regulations and requirements
while the rest were either not knowledgeable, not sure
or somewhat knowledgeable. The results by location
also reveal that only 14 percent of respondents in
Bahir Dar, were found to be knowledgeable or very
knowledgeable while the remaining 86 percent were
either not knowledgeable, not sure or somewhat
knowledgeable (Figure 4.57).

In addition to the knowledge about tax laws and
regulations informal business survey respondents
were asked about various tasks of business operations
such as keeping accounting records and books for

the business. Only 11 percent reported that keeping
accounting records would not be a problem while the
remaining (89 percent) indicated a little problematic,
quite a problem, extremely problematic and not sure

whether it is a problem or not (Figure 4.58).

Similar to the above picture, in all locations considered
less than 10 percent of respondents indicated that
keeping accounting records is not a problem at all.
Specifically, in Hawassa, there were not respondents
who said “not a problem at all”. These results in
relation to the perceptions of keeping accounting
records and knowledge about tax laws indicate the need
for the tax administration, the government at large, to
work on awareness creation not only about tax laws

but also record keeping.

FIGURE 3.57: Knowledge about Tax Information and Requirements by Location—Informal
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FIGURE 3.58: Perception about Keeping Accounting Records and Books for the Businesses—Informal
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Using the survey data the study attempted to estimate
and analyze tax compliance costs in Ethiopia for the
year 2012/13. The average tax compliance costs per
business were estimated to be ETB 6,753 (USD 360)
(including the acquisition and maintenance costs) and
ETB 5,520 (USD 297) (excluding the acquisition and
maintenance costs). The total compliance costs of
taxes in Ethiopia in the year 2012/13 were estimated
to be ETB 6.7 billion (about USD 360 million).

This is between 4.5 and 6 percent of Ethiopia’s total
government revenue collected in 2012/13 (depending on
whether tax compliance costs include acquisition and
maintenance cost of software and hardware) and about

1 percent of its GDP during the same year.

Examining tax compliance costs estimates as a share of
turnover shows that it was an average of 5.3 percent in
the year under consideration. The tax compliance costs
(in absolute terms) were found to be larger for category
“A” businesses than that of category “C” businesses.
The results presented earlier showed that the TCCs/
turnover ratio for smaller businesses is high compared
to that of larger businesses, providing evidence that
tax compliance costs in Ethiopia are regressive. That
is, small businesses bore disproportionately higher
compliance costs burden compared to large businesses.
Survey respondents (especially smaller ones) also
perceived the burden of tax compliance as being higher

than the amount of tax payable.

Conclusions and
Recommendations

Such findings are not unusual internationally. On the
other hand, it is often critical to take steps to reduce
the compliance burden on small businesses as much as
possible. When tax compliance costs are 5 percent of
turnover, it is the equivalent of an additional 5 percent
turnover tax (which, even assuming a generous profit
margin of 20 percent, would be equivalent to a

25 percent profit tax on top of all other taxes being
paid by a small business). Such a burden reduces the
competitiveness of businesses, especially, small domestic

businesses.

In addition, the study revealed the tax compliance
cost burden by tax type and by sector. As results
showed the compliance costs of business profit tax

is much higher than that of other types of taxes for

all business categories. Following business profit tax,
VAT and TOT compliance costs were found to be
significant. This high burden of tax compliance costs
on relatively smaller businesses is likely to deter them
from fulfilling the requirements imposed on them. The
burden of compliance costs increases the cost of doing
business. Analyzing the burden of tax compliance costs
by business sector also revealed that the trade sector
(both wholesale and retail trades) bore a heavier tax

compliance cost burden than others.

In addition to the estimation of tax compliance costs

for formal businesses, the study assessed taxpayers’
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perceptions on the advantages and disadvantages of
registering for taxes and the business environment in
general (by both formal and informal businesses), as
well as experiences and perceptions about VAT and
refund process, SRM usage, inspections and audits,
penalties and appeals, and communications with ERCA
(for formal businesses). High tax rates/ burden and
complicated procedures were found to be the biggest
disadvantages of registering for taxes by both formal
and informal businesses. High price of goods and
services compared to VAT unregistered businesses was
perceived to be the biggest disadvantage of registering
for VAT while “correction of errors” was found to be
the biggest difficulty in using SRM.

Recommendations

In addition to the relatively high estimated compliance
costs, the perception of high tax burden/ tax rates

and complicated tax procedures were mentioned as
“disadvantages of registering for taxes” by both formal
and informal business survey respondents. Simplifying
the tax system and reducing the burden of tax
compliance is critical for encouraging formalization of
businesses and fostering a positive perception towards

the entire tax system.

Specifically, in order to reduce the tax compliance
burden on smaller businesses and also encourage
formalization, simplification of the tax regime for
micro and small enterprises is worth considering. As
can be seen from the tax compliance costs burden,
the perception of taxpayers and also from a review

of the micro and small business taxation legal
framework, the regime is complex, time-consuming
and costly. For category C taxpayers, there are over
80 categories of sectors and nearly 20 turnover bands.
In the implementation of the legal framework, the tax
administration relies on daily sales estimates of each
and every taxpayer under that regime. The estimation
uses mostly such subjective criteria as location and
nature of the business, the volume of transactions,

expenditures for business and non-business purposes.

The practice of taxing micro businesses coupled with
the tax compliance burden as revealed by the relatively

high tax compliance costs of smaller businesses

and also the burden of tax audits and inspections
necessitated the review of the system in light of the
international experience and the reality in the country
and replacement of the regime by a more simplified and
more objective system similar to the practice in other

developing countries.

Many other countries have greatly simplified taxes

for micro-enterprises, taking into account both their
very low earnings and their relatively lack of capacity
for detailed bookkeeping. While the desire to improve
“fairness” (vertical/horizontal equity) is usually the
motivation for large matrices of sectors and business
sizes, these systems sacrifice simplicity for the hope of
fairness, but are usually ineffective in achieving fairness.
Many studies of micro-enterprises show that their sales
are highly variable from year to year and their profit
margins range from substantial losses to quite high
profit margins, which also vary widely over the years
and across locations. Thus many countries have opted
for much simpler fixed-tax systems (often administered
at the regional or local level, as is already the case in
Ethiopia), along with encouragement to keep proper
books (see IFC (2007), pp 60-72). Such a system could
offer a simple lump-sum (with very limited cells in a
matrix, e.g., city versus town/village; services versus
trade and manufacturing) that would substitute for both
income tax and VAT. However, ERCA would also have
to take steps to mitigate abuse of the system (which
often becomes a problem, as seen in other countries) by

under-declaring turnover.

The trade sector (both wholesale and retail trades)
accounted for a large proportion of the business
environment in Ethiopia. Heavier tax compliance costs
burden on this segment implies that this sector is likely

to be deterred from fulfilling tax requirements.

In respect of the disadvantages of registering for taxes
both formal and informal businesses showed that high
tax burden/ tax rates as the biggest and the second
biggest disadvantages of registering for taxes. Especially,
in the case of smaller businesses this was found to be
the biggest concern apart from complicated procedures.
Informal operators further indicated that financial

burden of being formal (including taxes and fees) and
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lack of clarity of tax laws and regulations as major
reasons for not applying for tax registration. Following
this, informal businesses indicated that reduction in
tax burden/tax rates as one of the factors that would
encourage them to register for taxes and operate in

the formal sector. The very low income tax exempt
threshold (ETB 1800 per annum, which is only about
US$100) might be one of the reasons for such a view
especially by smaller businesses. Reviewing the tax

rate structure (along with the tax exempt threshold)

in addition to simplification of the entire tax system is
important in reducing the burden of taxes and changing
the attitudes of taxpayers and also encouraging

formalization of businesses.

The income tax exempt threshold should be set at
approximately the poverty level, and adjusted regularly
over time to account for inflation and other relevant
factors. The VAT threshold also needs to be adjusted
periodically for inflation, and is usually set at the lower
turnover level for a “medium” size business (taking into
account also the capacity for the necessary bookkeeping
for VAT compliance). The current threshold, at

about the equivalent of US$25,000 is quite low by
international standards. The fact that about half of
businesses that are registered for VAT are outsourcing
at least some of the compliance burden suggests that
the complexity is more than many Ethiopian businesses
can currently handle on their own. The relatively high
compliance costs associated with VAT also suggest

that the burden is onerous for the smaller businesses.
By comparison, the VAT threshold in South Africa

is currently about US$85,000; Kenya’s is about
US$55,000 (see Appendix 2).

In between poverty-level micro-enterprises paying a fixed
tax and medium-large businesses paying regular profit
tax and VAT, it is often helpful to offer an intermediate
regime for “small” businesses that can pay a turnover
tax in lieu of both profit tax and VAT (with an option
for any business to register for regular profit tax and
VAT voluntarily). While some countries offer more than
one rate (e.g., a lower TOT rate for trade and a higher
rate for services), the structure should be kept simple,
and the revenue administration should offer training

to encourage proper bookkeeping. In addition to this,

adjusting business categorization thresholds which have

been eroded by inflation is worth considering.

Steps should also be taken to simplify category A
taxation. For example, it might be helpful to eliminate
sector selected registration requirements for VAT. It
might also be beneficial to reduce the number of goods
subject to excise (e.g., eliminating excise taxes for salt,
sugar and soft-drinks). Another important measure
should be to consider reviewing the withholding tax
(on payments and imports) against the profit tax of
suppliers, which tends to discourage use of domestic,

small business suppliers.

With regard to the disadvantages of registering for
VAT, most formal businesses noted higher prices of
goods and services compared to others (i.e., non-VAT
competitors) as the biggest disadvantage. Such a result
is consistent with what taxpayers usually raise as a
concern at various forums. Such a problem could be
because businesses that were required to register for
VAT have not been registered; and/or after registration
if there are businesses that do not issue invoices, such

a complaint is likely to arise. In the case of the latter,
the survey revealed sales without invoices as the most
common ways that businesses use in reducing their

tax liability. Under-declaration of sales is always a
problem when most transactions are in cash. However,
as a growing proportion of transactions take place
electronically or through the banking system (including
mobile-phone payments such as M-PESA in Kenya and
M-declaration in Rwanda), documentation of sales will

become increasingly more comprehensive.

Another way to help increase the culture of requesting
for receipt by consumers could be useful. One
instrument that could be considered in this regard is
consumers’ receipt “award” as used in other countries

including Rwanda.

Furthermore, the study found the average time taken
by the tax office for processing VAT refund to be about
24.5 days. Although this study doesn’t attempt to see
the nature of VAT refund requests, this result appears
to be applicable to those businesses whose refund
requests are allowed to be processed within a short

period of time. These businesses are mostly engaged
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in export; there are, however, others engaged in non-
export business and have refund claims due to the
existence of VAT excess credit (for over 5 months)!2
and or the operation of VAT withholding scheme. For
such taxpayers, the average time to process VAT refund
is likely to be more than the above mentioned period.
As the data maintained by ERCA shows the number
and volume of VAT refund requests is increasing; this
is creating delays in processing refund requests and

is imposing burden on not only taxpayers but also

the tax administration. In this context and given the
base is quite low, the above mentioned result has to be

examined with caution.

ERCA should try to expedite payment of refunds to
taxpayers to help businesses avoid unnecessary cash
flow difficulties. In particular, adoption of risk based
refund processing and also accepting bank bonds as

a security for VAT refund payment (risky businesses)
could be considered as suggested at Ethiopian Chamber
of Commerce and Sectoral Association’s (ECCSA)
forum (ECCSA 2014).

The compliance cost is high for VAT. It is recommend
to reduce the frequency of VAT filing (e.g., make it

quarterly), for relatively smaller businesses.

The other finding is that a substantial proportion of
respondents did not apply for VAT refund; this was
due to the view that, among others, refund amount
was small (35.1 percent), belief they would not get

the refund (15 percent), and complicated formalities
for refund (15.3 percent). Although the percentage of
respondents who were in view of not getting the refund
and complicated procedures is not big, these issues
need to be addressed (through awareness creation and
making payments for genuine refund requests) in order
to maintain a healthy VAT system that has less impact

on business environment.

In terms of SRM usage, although respondents noted
the existence of advantages, the difficulty of correcting
errors was found to be the biggest disadvantage of using

the machine. Other studies such as Yesegat and Fjelstad

12 Non-export businesses are required to carry over their VAT
credits to the next five accounting period (five months)
before applying for VAT refund.

(2013) also noted correction of errors as one of the
difficulties in using SRM; this is because correction of
errors is not automatic and needs some paper work and
repeated visit to the tax office. Further investigation of the
practice of correcting errors in using SRM and identifying
possible ways addressing this concern of taxpayers is
crucial. Further, it is important to create awareness among

taxpayers about the benefits of using SRM.

As reported earlier in the results section, the inefficiency
in the appeal process and also the length of time

the procedures take were considered to be issues in

the dispute resolution system. These perceptions of
business taxpayers are likely to make the dispute
settlement system not being seen as a useful method

of resolving tax disputes and might force them to use
an illegal means of resolving tax issues (like by bribing
officers and other mechanisms). In addition to the
above, examination of the views pertaining to appeal
decisions reveals that relatively a small proportion of
appeal cases were resolved in favor of the tax authority.
Although this result needs to be substantiated through
examination of the actual appeal decisions, it sends the
message that there is a need to investigate why a large
number of appeal decisions were not in favor of the
tax authority and what causes them. It is, therefore,
important to investigate the entire dispute resolution

system and address the issues in the system.

The other interesting finding is that only 36 percent

of inspections and audits were considered to be for
legitimate reasons, leaving the largest share to other
reasons. These other reasons include tax inspections
and tax audits happen as mechanisms of seeking
informal payments by tax officials, officials inspect and
audit taxpayers only to justify their jobs, and someone’s
interest to create obstacles to others. From the above
discussion, it can be noted that only a small percentage

of audits and inspections perceived to be legitimate.

In terms of actual audit and inspections, about

30 percent of smaller business showed that they
faced audit and inspections. This result evidences the
burden on relatively smaller businesses due to tax
authorities’ audit and inspections. With regard to the
frequency of audits and inspections, the average was
found to be 4.5 times; it should be noted that this
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4.5 average frequency of audits includes all types of
inspections (desk audit, inspection of purchases and
sales, SRM usage etc) and other visits of tax officials.
The frequency of audits and inspections shows the
extent of frequent contact between taxpayers and tax
officials which might create room for corruption (which
in turn might account for the fact that businesses
perceived about 20% of inspections to be motivated by
“inspection officers looking for informal payments™).
In addition, this result might have some link to the view
of respondents that only about 36% of the audits and

inspection happen for “legitimate reasons.”

The above mentioned issues pertaining to audit

and inspection might be due to the fact that the tax
administration’s failure to discuss with businesses (to
explain why the business has been selected for an audit
and also the audit results to convince the taxpayer that
the audit finding is justified). Furthermore, the audit
compliance burden on relatively smaller businesses
signals two things: the compliance burden on smaller/
businesses, and the pressure in using the scarce tax
administration resources. Therefore, to address these
issues in relation to audit and inspection, as part of
building a modern tax administration, improving the
risk based audit system is an important consideration in
addition to holding discussions with businesses about

tax audits and their outcomes.

With regard to others’ compliance behavior, a large
majority of businesses perceive the existence of
misstatement of both sales and expenditures for the
purpose of reducing taxes. Such a perception of others’
noncompliance is expected to have impact on their
own compliance decision. As preliminary findings

of a study by Yesegat and Fjelstad (2014) revealed
there is a statistically significant relationship between
taxpayers’ perception of others’ compliance and their
own attitudes towards compliance; the latter is expected
to affect taxpayers actual compliance behavior, as

the literature shows. It is, hence, important for the

tax authority to work towards not only improving
compliance behavior but also highlighting positive
evidence of good compliance behavior (e.g., annual

award ceremonies in each region for “good taxpayers”).

In terms of bank account usage, as the results showed,
of those that used bank accounts only a small
proportion had bank account specific to the business
establishment. This result evidences the limited use of
banking by businesses and also mixing personal and
business accounts. Overall, the survey results suggest
about 75% of all transactions take place in cash,
including about 90% for category C taxpayers and
60% for category A taxpayers. This signals the need to
exercise caution by the tax administration in imposing
income tax on bank deposits as that would increase
taxpayers’ mistrust on the tax authority and reduce the

incentive to use banking in business operations.

Businesses typically visit tax offices, and this is more

so for category A and B tax payers. Furthermore, the
in-house cost of compliance for filing taxes is higher
than that of pre-filing and post-filing activities. It is,
therefore, recommended that electronic filing (efiling) of
tax reports and payments, and mobile phone payments
should make it possible to considerably reduce the

time costs and the overall tax compliance costs for
businesses. It is known that the tax authority has
launched using efiling for larger businesses (medium
business to some extent) in Addis Ababa. Extending the
efiling system to those taxpayers who are able to use the
system is worth considering. Furthermore, for the efiling
system to be effective in reducing the compliance costs
of taxpayers, it has to be supplemented by epayment or
payment through the banking system. Payment using
mobile phone is also recommended to be considered as
one option in reducing the compliance costs burden,

especially, on smaller businesses.

The fact that 20 percent of category A and 49 percent
of category B tax payers do not use sales register

machine calls for the need for awareness creation and
education on the advantages of using of sales register

machine for business activities.

Both for outsourcing and in-house tax accounting,
compliance cost is the highest for business profit tax.
Turnover tax and value added tax also contribute

a lot to compliance cost depending on the business

category considered. We also find that the total
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compliance cost as a share of turnover is generally
high for Ethiopia. Thus, total compliance cost could be
reduced if a comprehensive capacity building measures
are taken such as to identify factors that contribute

to high compliance cost in general and outsourcing in

particular.

As shown earlier in section 3, only a very small
proportion informal business survey respondents
indicated that they are very knowledgeable or
knowledgeable while the majority were not or were

unsure. In addition, the majority of respondents

viewed the task of bookkeeping as problematic.
These issues call for the government, in particular, tax
administration’s efforts in creating awareness among

informal traders.

The fact that about half of respondents indicated

that they are likely or very likely to register for tax in
the coming two years and about 24 percent have not
decided means that more education and awareness
creation is required for informal operators and in
particular providing support and assistance is critical in

the formalization process.
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