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Abstract

This study examines tax audit practice in EthiogRevenue and Custom Authority (the case of
Addis Ketema Sub City), and investigates key prnablen tax audit operation regarding the
appropriateness of audit type used, audit ratenaps of audit case selection methods and audit
examination techniques used, and the experiencecapdbility of audit staff resources. The
study adopts mixed method approach in order toeaehihe research objectives and to answer
research questions. Specifically, the techniquesl urs the study include survey with tax auditors
and team leaders, in-depth interviews with theieadheadof tax audit and department of risk
management and documentary analysis. With thegargs methods, the results of the study
reveal that tax audit program remains undevelopeth wlight range of tax audit activities
performed targeting aptly specific risks. The taxdid program is a toddler tool in improving
voluntary compliance and increasing future revepagormance through educating and helping
taxpayers to understand their tax obligations. Htedy also shows low audit coverage, the
inadequacy of compliance risk-based audit casectete strategy, scarcity of audit resources,
tax auditors in particular, and absence of profidi@nd experienced tax auditors. In the end, the
study forwards the possible measures to be takerthéyEthiopian Revenue and Customs
Authority of Addis Ketema Sub City to mitigate peafs in tax audit operation.

Key words: tax audit, voluntary compliance, tax gap, pre tcdse management
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CHAPTER ONE: INTRODUCTION
1. Background of the study

The primary economic goal of developing countrg$oi increase the rate of economic growth,
in order to bring them to levels of per capitallre@ome comparable to those of developed
countries. Attaining this goal depends on the dmvely government’s ability to provide
additional basic government services, particularlgducation, public health, and transport, and
on achieving higher rates of capital formation modquction facilities, whether undertaken in
governmental or private sectors. The key to econ@rowth is, of course, the transfer and better
utilization of resources, not merely the shift metlocation of money (Taylor, 2005). Most
developing countries are dependent on externaluregs to finance their development
endeavors. As a result, the budget problem beconwe aggravated from time to time. To
change this situation, they should exploit andngjtieen their domestic resource base to bring
about sustainable development. Otherwise, it icdit to achieve profound growth depending
on external sources. External sources, with thegertainty, instability and unsuitability, could

not be taken as the major sources of development.

According to Cobham (2005), Government revenuesceoufrom various tax and non-tax
receipts. The oldest and ultimately the only sustalie source of development finance is
taxation. As such, the longer-term goal must b@ub government revenues on a sustainable
footing, consistent with the levels of expenditutemand. Taxation is one of the important
elements in managing national income, especiallgléneloped countries and has played an
important role in civilized societies since theirtl thousands years ago. It becomes an issue of
worldwide concern, from the time of its inceptidrhis is due, in great part, to effects on the life
of virtually every human being (Lymer A. and Oats R009).Taxation is a compulsory levy
imposed on a subject or upon his property by theegonent to provide security, social
amenities and create conditions for the economit-lveéng of members of any particular
society;it is a major player in every economy af thorld (Ola, 2001; Appah, 2004; Nwezeaku,
2005; Aguolu, 2007).Four key issues must be undedstor taxation to play its functions in the
societyfirst, a tax is a compulsory contributiondaay the citizens to the government and this

contribution is for general common use. Secondlyexaimposes a general obligation on the



taxpayer. Thirdly, there is a presumption thatdbetribution to the public revenue made by the
taxpayer may not be equivalent to the benefitsivede Finally, a tax is not imposed on a citizen

by the government because it has rendered spseifiices to him or his family (Nzotta, 2007).

Developing countries are in difficulty to collecaxt efficiently, because of many serious
problems they face as to tax design and administrathey are also in trouble to provide basic
social services from taxation (Damme, 2008). Toprdhe proceeds from taxation, the
administrative aspect of a tax system must be gigdention because how well a tax
administration system performs depends on how ivatthieves the goals for which it should be
held accountable. An efficient and effective taxnadstration system would enhance a high
level of taxpayer voluntary compliance, which inmntuvould result in a high collection of

potential tax revenue (Fischer, 1991). Thereforeasuring the tax administration performance
as well as improving it, is essential especiallydeveloping countries like Ethiopia.Any tax in a
tax system is vulnerable for evasion and fraud, ctvhbecome the concern of many
countries(Alemu and Deresse, 2009). Tax fraudtyfyicaonsidered as any intentional, illegal

reduction of tax payments, which usually takes fibven of underreporting income, sales or
wealth, or overstating deductions including failtcefile appropriate tax returns (Schneider ,
Braithwaite & Reinhart, 2001).

An audit will examine the issues seen as most fsognit to achieving an accurate assessment of
a taxpayer’'s tax liability. Typically, these issuedl include any indications of significant
unreported income (for example, as may be suggdéstedvery low ratio of net/gross business
income ratio computed from a taxpayer’s returnpatentially over-claimed deduction items that
may be apparent from an examination of a taxpayakseturn and other information(OECD.,
2006). As Biber (2010), Tax audit is extending dr&y verifying a taxpayer reported obligations
and detection of discrepancies between a taxpageckration and supporting documentation.
Most taxpayer’'s report their tax liabilities morecarately if they believe that the tax
administration has the capacity to detect any wnte liabilities and that heavy penalty may be

applied when they are detected.

Barreca and Ramachandran (2004) noted that th@geigf tax audit is to check the evasion of
tax and ensure compliance in accordance with thes land regulations. Several developing
countries do not yet have effective audit progralms to: insufficient numbers of the required

highly skilled and appropriately paid audit prdotiers, absence of a sound institutional audit
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practice, illegal cooperation between taxpayers aunditors, lack of clear political support for

the tax administration, and the deficiency of appide legal and judicial environment.

Additionally, these countries have a tendency tsedfweak tax audit by adopting complex
procedures, such as increased filling requiremamtismassive crosschecking. This in turn might
result administrative difficulties and increase ttwmpliance cost of taxpayers (Hellenrstein,
2005).

The proper amount of tax must be collected on altirmanner for successfully improving and
maintaining steady economic progress of a nationdd this, the enforcement powers of the tax
administration, including tax audit, must be apgljadiciously and in an evenhanded fashion
(Baurer, 2005). The tax administration is requite@@udit some or all its taxpayers to check the
evasion of tax and ensure compliance. A tax asditdetailed exploration into the activities of a
taxpayer to determine whether he/she has beencdgri@eclaring the tax liabilities. Audits
indirectly drive voluntary compliance and directignerate additional tax collections, both of
which help tax agencies to reduce the ‘tax gapwbeh the tax due and tax collected. Audit
plays the pivotal role in the administration of taxd achieving the revenue objectives, ensuring
the fiscal health of country and ensures a levayiph field for an honest taxpayer (Gupta and

Nagadevara, n.d).

Ethiopia needs increased tax revenues to redudadhepoverty levels of its populace. One way
of condensing poverty is to generate higher reveribat will finance public expenditure. In
addition, taxes would help in reducing the courgiigébts. It is one thing to know that taxes can
help finance government expenditure and quite amndih have a system that actually collects
and manages tax revenue effectively. The respaditgilbd collect revenue for the federal
government rests with the Ethiopian Revenue andatssAuthority (ERCA). Currently, ERCA
have many branches, from them Addis Ketema SubEREA branch is one of the branch that
accomplish its mission and objectives. The braralltects revenue from domestic tax revenue;
and in the domestic tax collection, activities thare two processes: customer service process
and tax assessment and collection enforcementgsotle previous process contains tax payers
registration and identifications, tax appeal and payer education and information service
delivery and the later process contains returmdiland payment, tax revenue accounting, tax
assessment,tax audit and tax refund business tadiviHowever Addis Ketema Sub City

Revenue Authority collects less revenue from bussir@rofit tax compared with the plandue to
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different reasons; to solve the problem effectase dudit program should be implemented which
is capable to investigate, detect and preventdbsax revenue.

Hence the objective of the study is, hence to itigate tax audit practice and identify the main
problems of tax audit program performed in Addistédfea Sub city Branch of Ethiopian
Revenue and customs authority. Regarding the typgbe&frequency of tax audit performed,
audit coverage achieved, audit case selection mdsthexamination techniques applied, the
effectiveness of audit program in terms of enliging voluntary compliance & tax revenue
performance and the skills & experience of tax sudi The introduction part incorporates eight
sections; background of the organization, backgiooistudy, research questions, statement of
the problem, objectives of the study, significancgthe study, scope and limitation of the study

and organization/structure of the study.

1.1. Background of the organization
In Ethiopia, the responsibility for the administoat of tax programs, as well as the delivery of
economic and social benefits rests with the EtliogRevenue and Customs Authority (ERCA).
According to article 3 of the proclamation No. 58)08, the Authority is looked upon as "an
autonomous federal agency having its own legalgmedgy”. The Authority came into existence
on 14 July 2008, by the merger of the Ministry @vBnue, Ethiopian Customs Authority and the
Federal Inland Revenue Authority who formerly weesponsible to raise revenue for the
Federal government and to prevent contraband. Rea$far the merge of the foregoing
administrations into a single autonomous Authoi#tyto build a modern organization that is

committed to leadership and client service.

4+ Country Tax policy
Ethiopian tax policy is based on taxpayers’ volmptaompliance i.e. self-assessment. It is
geared towards promoting investment, supportingistrthl development; and broadening the
tax base and decreasing the tax rate, at leastaimairg the current reduced tax rates compared
to most other countries, in view of financing theeregrowing needs of the government
expenditure. ERCA has the mission for accomplishiroéthese policy objectives.

+ ERCA's Vision, Mission and Values
ERCA'’s Vision: “To be leading fair and modern taxdacustoms administration in Africa by

2020 that can be financing the Government expergitihrough domestic tax revenue



collection”. Mission: “To promote the voluntary cptiance of the taxpayers, ensure integrity
and develop the skill of the employees, supportenadation, trade and investment facilitation
and harmonization of the taxes and customs admaftimth system, contribute to the economic
development and social welfare through effectiveeneie collection”. There needs to be clear
accountability for strategic management and supgiothe audit program at headquarters level

and delivery of the program at Branch offices

+ Role of the Branches offices

v Develop operational plans aligned to corporategyaat objectives.

v’ Select cases for audit based on established iitgkiar

Allocate audit cases to staff according to expegeand skills

Implement internal systems to ensure quality audits

Identify training needs and inform headquarters

Monitor and evaluate the achievement of operatipfais on a regular basis

Conduct the audit on selected tax payers, and taldeanalysis of compliance

D N N N N N

Implement compliance projects that is appropriatthé office

+ Tax audit policy and Strategy

The main purposes of Tax Audit in ERCA is to estdbthe extent of a risk or risks and quantify
any errors which may have arisen as a result, imgpfature compliance, support those who
wish to comply, and deter non-compliance. The nminciples of ERCA tax audit policy and
strategy are facilitation vs. control, taxpayeateinship, and improved tax audit management &
auditor professionalism. The mission, vision antheatatements of ERCA form the backbone
of the tax audit policy and strategy. The key guidprinciples of the tax audit policy and
strategy are drawn directly from these statemd8iftsy are-

v' Fair and modern tax administration
v’ Effective revenue collection
v" Promote voluntary compliance

v Develop the skill of ERCA’s employees



1.2. Statement of the problem

With the increasing task of the government, the fl taxation in economic development has
become even more significant. Such goals addreggedgh taxation like maintaining and
expanding adequate system of social services, uh@iling of unnecessary consumption of
luxury items, the maintaining of economic stabibityd the raising of funds for capital formation
are justified. In general, the fundamental prineiplf the tax structure is the mobilization of
economic surplus. Weak tax administration may médee tax system unfair in that honest
taxpayers would bear heavier and disproportionatlénu It, in turn may have impact on the
efficiency of tax operation, and may encourage resses to work in the illegal economy. The
tax system in Ethiopia is not only meant to raseenue for current expenditures but also aims
at directing economic agents to the developmenisgoaeseen by the government through the

incentive schemes embedded within the prevailirdaas (Jebessal and Quincke, 2005).

Accurately designed and administered taxation gys$every important in generating revenue as
well as increasing the tax base to the governmémtewgeloped, developing and transitional
economies. The tax base of developing countriesradly affected by administration problems
including poorly conceived tax policies and lackceftainty regarding future policy changes. In
addition, taxpayers as they impose onerous regpémnd record keeping requirements perform
excessive inspections and audits, fail to deal #i#ir corrupt employees, and failure to provide

transparency in the operations of tax administratig@aurer, 2005).

Like many other jurisdictions, Ethiopia’s tax systes fraught with evasion. One factor that
significantly contributes to tax evasion is lackimtensive audits and absence of predetermined
audit criteria; to the greatest possible extent, ggstems should be supported by clear and
straightforward laws and procedures that facilitat¥enue collection, develop taxpayers’
awareness, and minimize taxpayers effort and cempd costs. The administration should be
provided with appropriate enforcement tools, ingdgdconduct of effective audit. Effective tax
audit is important, because it assist the govermniencollecting appropriate tax revenue

necessary for budget maintaining economic & finaherder and stability. In addition effective



tax audit ensure that satisfactory returns are #tdguhby the tax payers, organize the degree of
tax avoidance and tax evasion, ensure strict campdi with tax laws by tax payers, improve the
degree of voluntary compliance by tax payers anehgure that the amount due is collected and
remitted to government (ERCA, 2014).

Addis Ketema Sub City Revenue Authority office 2Bt Annual report shows that the
Revenue Authority collects less revenue from bussirgofit tax (63.78 percent) compared with
the plan. This is due to lack of awareness abowstdy businesspersons, low tax collection and
administration system. To solve the problem Effectax audit program should be implemented
which is capable to investigate, detect and preloss of tax revenue. Effective tax audit could
assist in that direction to monitor tax payersomplying with tax procedures so as to reduce tax
evasion and then to increase the revenue generdimugh tax by creating good tax
administration and collection system. Hence, tateeffective and fair tax system, it is vital to
address the administration that affects it. Howgetlgs study is limited to the issues regarding

tax audit.

1.3. Basic research questions
The researcher formulates the following resear@sgons:

1. Does A/K/S/C perform appropriate range of tax augiies targeting noncompliant
taxpayers?

Does A/K/S/C have adequate tax audit resourcesqudit staff in particular?

What is the degree of the frequency and/or ratevoudit performed?

Does audit case selection methods and audit teebsigsed appropriate?

What looks like the experience and capability aditars participated in audit practices?

o o rw N

What are the main weaknesses and strengths ofath@audit program performed as

compared to international standards?

1.4. Objective of the study

The study has both general and specific objectives.



1.4.1. General objective
The general objective of the study is to invesigitx audit practice and identify the main

problems of tax audit program performed in Addistdfea Sub city Branch of Ethiopian
Revenue and customs authority.

1.4.2. Specific objectives
The specific objectives of the study are:

» To assess the existing performances of tax audgram of ERCA Addis Ketema
Sub city

» To examine the experience and capability of auslitparticipated in audit
practices

» To identify the degree of the frequency and/or adteax audit performed

» To evaluate audit case selection methods & auclinigues used

» To evaluate the performance of tax audit programine with international
standards

» To identify the main weakness and strength of gheaudit program performed
and provide feedback

1.5. Significance of the study

The research is expected to identify the main gmoil of tax audit program performed, that
affects tax revenue collection and taxpayers’ vi@oncompliance in the Addis Ketema Sub city
branch and will recommends mechanisms for improvenmghus, the study will have different

significances. First, ERCA Addis Ketema Sub citarirth might be able to comprehend the
existing tax audit performance, and learns somsoles & builds some corrective measures for
the weaknesses of tax audit practice based on é¢eemmendations that enhance the
performance in the revenue generation process.n8gedomay be helpful for the taxpayers and
other similar branch offices to have knowledge andudit practices. Finally, the study will help

others broaden the skill regarding tax audit pcactind it may give some highlights that would

serve as a basis for further study.



1.6. Scope and limitation of the study

The study focuses on the audit part of the tax adstnation Addis Ketema Sub city branch of
ERCA, which exclude other branches of ERCA, it exss the existing performances or tax
audit practice by identifying the main weakness sinength of the tax audit program performed
in Addis Ketema Sub city branch of ERCA.The resultsthe study may suffer from some
limitation, since the paper emphasis on the typtawfaudit and the frequency/rate of tax audit
performed, audit coverage achieved, audit casetsmiemethods used, examination techniques
applied, the effectiveness of audit program in geghenlightening voluntary compliance & tax
revenue performance and the skills & experiencevofauditors specifically.In addition, thereis
absence of incorporating the audit practice of ottranches of ERCA Despite the probable
limitation, the researcher made the maximum etfodesign the research as properly as possible

and to achieve the specified objectives.

1.7. Organization/Structure of the study

The study organized in to five chapters. Chaptarcbrporates the introduction part including
background of the organization, background of stugygearch questions, statement of the
problem, objectives of the study, significanceshaf study, methods adopted and delimitation /
Scope of the study. The review of related literatand different researches dealing with the
assessment of Tax Audit reviewed and presenteldeirsécond chapter. In the third chapter, the
research design including the methodology adoptedtachniques used in data collection and
analysis are presented. Consequently, the resultsuaalysis of the study findings discussed in
the fourth chapter. Finally, the conclusion andoremendations based on findings presented in
the fifth chapter.



CHAPTER TWO: LITERATURE REVIEW
The first chapter introduced the problem to be stigated in this study along with its purpose.

In order to put the study within the context of #asting literature, the subsequent section of
this chapter present the review of both theoretioal empirical studies related tax audit practice.
Recognizing and understanding the underlying casaeftax audit practice is essential, in order
to vouch results and analyses. Hence, chapter tmees as background for this study by
describing concepts of tax audit. The review haehsections. Section 2.1 presents the
theoretical under-pinning related to meaning & @&pis of tax, types of tax audit, effective tax

audit program, audit case selection methods, exaiom techniques and audit workforce

capabilities since they are allied to the reseayebstion and need further elucidation. This is
followed by the review of empirical studies regaglitax audit practice and related issues from
the extant literature in section 2.2. Finally, dos®ns on the literature review and identification

of the knowledge gap are presented in section 2.3.

2.1. THEORETICAL STUDIES
2.1.1. Meaning and concepts of Tax
Various authorities and professionals in severalsnaave defined tax. Conceptually, taxes are a
compulsory contribution made by individuals andpooate bodies to the government of a given
country with a view to complementing and/or promglincome for the government (Aguolu,
2002). Taxes are a form of compulsory levy impobgdhe government or other tax raising
body, on income, expenditure, or capital assetsvfoch the taxpayer receives nothing in return
(Lymer and Oats, 2009; Anyaduba, 2006). The feat tine taxpayer may not receive anything in
return for the tax payments differentiates taxesnfrother compulsory payments like charges,
tolls, or other levies for which the payer expesgecific and/or commensurate services
(Ogbonna, n.d; Palil, 2010). The taxpayers onlyeekpo have the benefit of living in a
relatively educated, healthy and safe society (Bagpet al., 2010), like every other members of

the same society, whether tax paying or not.

+ Classification of tax payers
All legal entities are required to register themahcial activities in the books of journal and

ledger as prescribed in the Commercial Law andhliged to keep their accounting books and
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the relevant supporting documents in accordanck thie accepted accounting principles and
standards. According to Ethiopian proclamation nen85/2002, taxpayers are classified into
three major categories based on the type of thgallobligations for records keeping: Category

“A” Taxpayers, Category “B” Taxpayers and Categt®y Taxpayers.
Category “A” Taxpayers:

As of Ethiopian Tax Proclamation, 285/2002 “Catggdk” taxpayers as any company
incorporated under the laws of Ethiopia or in aefgn country and any business having an
annual turnover of Birr 500,000 or more, have tltigations to recording their business
activities in the books of journal & ledger and iy the supporting documents. They are
required to submit Balance sheet, profit & los$esteent incorporate gross profit and the manner
in which it is computed, general and administragx@ense, depreciation expenses, provisions,
and reserves to the Revenue Authority at the erldeojear.

Category “B” Taxpayers:

Unless not already classified in category “A”, dmysiness having an annual turnover of over
Birr 100,000 would be classified under Category ‘BXpayers. This category of taxpayers

should submit to the Revenue Authority profit angsl statement at the end of the year similar to
category ‘A’ taxpayers.

Category “C” taxpayers

Category C includes owners of businesses, whicm@reubject to the obligations of Categories
“A” and “B”, and businesses whose annual turnoverestimated up to Birr 100,000 are
classified under this category of taxpayers. A d¢éad assessment method should be used to
determine the income tax liability of category Gpayers. The taxpayer should pay the tax
determined in accordance with standard assessmBEM 2005).

« Tax Compliance
Tax compliance is however a much wider concept jbanthe willingness to pay. It is a term
that has come to be viewed from many perspectinekiding economics, legal, and also
psychological (Palil, 2010). According to Fagbemal, (2010), tax compliance is when a
person seeks to comply with the tax law by fullctisure of all relevant information on all tax

claims, and also (seeks) to pay the right amourthearight time and place required by the law.
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Verboon and Dijke (2007) stated that tax compliaiscie willingness of individuals to comply
with relevant tax authorities by paying their tax€ax compliance can be defined as an ability of
a tax liable body to submit accurate, complete satikfactory returns in conformity with tax
laws and regulations of the state to the authdotythe purpose of tax assessment (Badara,
2012). Sarker (2003) also reported that tax compéais the degree to which a taxpayer
complies (or fails to comply) with the tax rulesho$ country. It therefore means that compliance
requires that the taxpayer complies with the ldwysdeclaring the correct income, claiming the
correct deductions, reliefs and rebates and thgimgall taxes on time (Palil, 2010), without
having to wait for follow-up (enforcement) actiofilom an authority (Singh, 2003). A
comprehensive list of the obligations required aoanpliant taxpayer include: registering with
the revenue authority as required, filing the reeglireturns on time, accurately reporting tax
liability, paying any outstanding taxes as they ¢ale and maintaining all records as required.
Failure to satisfy any one or more of these ohiigest results in non-compliance and is

considered as posing a risk to revenue collecticKé&ichar and Evans (2009).

« Taxgap
The tax gap (the potential tax yield minus the alctax revenues) reflects the financial extent of
the risk field. Although the determination of tla tgap is not easy, a rough estimation is usually
done. The calculated gap can be further broken dotmareas such as barely legitimate tax
avoidance, fraud, serious noncompliance, error,detat. This provides additional information
on areas of risks that should be addressed. $ttintloretical, the sum of the aforementioned
individual risks identified must be equal to theientax gap (EC 2006 and EC 2010).

A tax gap is the difference between tax liabilityany year and the amount of tax that is paid
voluntary and on time; it has three components -A-filing, underreporting of tax owed, and
underpayment. The three components are mutuallygixe and add up to the total tax gap. The
non-filing gap is the tax not paid on time by tay@a who have a legal requirement to file a tax
return, but do not file on time. The underreportgap is the tax owed by taxpayers who file
returns on time, but underreport the amount othay owe. The underpayment gap is the loss of
revenue owed by taxpayers who file returns on time,do not pay their reported tax due on
time. The largest component of the tax gap is uegerting (Toder, 2007). The tax gap is the
difference between estimated potential tax revemaeactual tax revenue (Kariuki, 2013).
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A tax gap happens by means of both tax avoidandetan evasion. Tax evasion in illegal
practices to escape from taxation,to this end bigxacome, profits liable to tax or other taxable
activities are concealed, the amount and/or thecsoaf income are misrepresented, or tax
reducing factors such as deductions, exemptiongredits are deliberately overstated.Tax
evasion is typically considered as any intentionégal reduction of tax payments, which
usually takes the form of underreporting incomdesar wealth, or overstating deductions
(Schneider, Braithwaite & Reinhart, 2001). Tax aavice, takes place within the legal context
of the taxsystem that is individuals or firms takelvantage of the tax code and
exploit‘loopholes”, i.e. engage in activities tlae legal but run counter to thepurpose of the tax
law. Usually, tax avoidance encompasses specialiteegwith the sole purpose to reduce tax
liabilities(Alm and Vazquez, 2001 and Chiumya, 20AGernatively, exploiting the loopholes in
the tax laws to reduce tax liabilities by arrangomgs tax affairs using tax shelters in the tax law
and avoiding the tax traps in the tax laws (Soya@ Kajola, 2006). It generally entails getting

around the law, without necessarily breaking il&&i2012).

2.1.2. Overview of auditing
The concept of auditing might be explained as #esyatic process of objectively obtaining and

evaluating evidence regarding assertions aboutogo@nactions and events to ascertain the
degree of correspondence between those assertidrestablished criteria and communicate the
results to interested users (Eilifsen and McKee620Rudit is an examination of a company’s

financial statements and the accounting system#yale, and records that produced them, in
order to render an independent professional opiaioout whether they have been presented
fairly, in all material respects, in conformity Wwitgenerally accepted accounting principles
(Belverd E.Needles and Marian Powers, 2007).

Awe (2008) defines auditing as an independent exatoin of the books and accounts of an
organization by a duly appointed person to endidé person give an opinion as to whether the
accounts give a true and fair view and comply wélevant statutory guidelines. Auditing will

enable the auditors to satisfy themselves thab#iance sheet is properly drawn up, to give a
fair view of the business profit & loss account the financial period, according to the best of

information and explanation given to them Spicet Begler (2008).
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2.1.3. Meaning and concepts of tax audit
A tax audit is a systematic examination of busiresslevant commercial system to determine

whether a taxpayer’'s declaration states the taBilitig correctly and complying with the
provisions of the tax laws and related subsidiagydlations. It involves examination of financial
statements, books of accounts and vouchers ofpayax by tax auditors to ascertain whether the
taxpayer has accurately considered revenues arehgsgp when determining the taxes shown in
the declarations as per the requirements of th&at@s. It also involves other approaches such as
observation of premises, direct monitoring of rpt®iin cash businesses, use of mark-up
technigues and analysis of key ratios(ERCA, 20Td) audit is the independent examination of
the returns submitted by taxpayers to the relevaxtauthorities to ascertain the level of tax
compliance by taxpayers (EBIMOBOWEI, 2013).

Tax audit is the examination of an individual ogamization’s tax report by the relevant tax
authorities in order to ascertain compliance witplecable tax laws and regulations of state. An
audit will examine the issues seen as most sulstaatachieving an accurate assessment of a
taxpayer’s tax liability. Generally, these issudl imclude any signs of significant unreported
income (for example, as may be suggested by algeryatio of net/gross business income ratio
computed from a taxpayer’s return) or potentialixeleclaimed deduction items that may be
apparent from an examination of a taxpayer’s tarneand other information (Kircher, 2008).
Tax audit is important because it assist the gowent in collecting appropriate tax revenue
necessary for budget, maintain economic & finanoiaer and stability, and ensures that the
taxpayers submit satisfactory returns. Furthermmrerganize the degree of tax avoidance and
tax evasion, to ensure strict compliance with &xd by tax payers, to improve the degree of
voluntary compliance by tax payers and to ensuaétthe amount due is collected and remitted
to government tax audit is essential Ola (2001)stMaxpayers’ report their tax liabilities more
accurately if they believe that the tax administrathas the capacity to detect any unreported
liabilities and that heavy penalty might be appheden they are detected (Biber 2010). Thus,
tax audit results in increased tax revenue in twaysv (1) directly through assessment of
additional taxes; and (2) indirectly by discouragimderreporting of liabilities by all taxpayers.
Moreover, Barreca and Ramachandran (2004) notedhbaurpose of tax audit is to check the

evasion of tax and ensure compliance in accordaitbethe laws and regulations.
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2.1.4. Types of tax audit
Audit is the examination of accounting documentd ahsupporting evidence for the purpose of

reaching an opinion concerning their proprietyislan examination intended to serve as a basis
for an expression of opinion regarding the fairnesssistency, and conformity with accepted
accounting principles of statement prepared byrparation or other entity for submission to the
public or to other interested parties. Tax audiherefore a means of ensuring compliance with
the tax laws. The primary purpose of tax audibisnintain the confidence in the integrity of the
self-assessment system. It helps to improve volyrd@mpliance by detecting and bring to book
those who do not pay the correct amount of tax Aade&005).

Modern tax administrations have developed a rarfgaudit “products” to provide a more
tailored response to the risk being addressed ghraie audit activity. Various terminologies
have evolved to describe different types of taxitaartivity; Audits can differ in their scope and
the level of intensity to which they are conduct&éd.Harrison and Krelove (2005), (Zamardéczy,
undated), Ebrill et al. (2001), Biber (2010), OECZ®W06a) and Grandcolas (2005), Adediran,
Alade&Oshode (2013) a typical range tax audit paogrin a function based administration
includes desk audit or verification, field audggistration check, advisory audit, record keeping
audit, refund audit, issue-oriented audit, compnshe or full audit and fraud investigation. The

following briefly reviews these tax audit types.

Desk audit or verification: this type of audit can be conducted in relatiorspecific issue

audits of a small enterprise or employee when theiter is confident that all necessary
information can be ascertained by accompanyingettemination in the office. Based on (1)
basic ratios comparing (with previous periods dreottaxpayers in similar industries), or a
review of income tax & VAT returns, and (2) the €sohecking of information included in the
taxpayer files. It involves basic checks conductthe tax office when the auditor is confident
that all necessary information can be ascertaiheodugh in-office examination. Information

technology (IT) systems should provide strong suppar these verifications. It is usually
carried out annually and can be used as a preliniegamination of declarations, analyzing

ratios and cross checking information to deternfifigrther investigation is warranted.

Field Audit: It is a detailed examination of taxpayers’ boaksl records to determine whether
the correct amounts were reported on the tax returhe auditor may also obtain information

from other sources such as banks, creditors anglistg to confirm items on returns. A field
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audit usually includes one or more of the followitexxes: income, franchise, sales and use,
withholding, and excise taxes. The audit is conellictt taxpayefsplace of business, home, or
at the office of their accountant, attorney, oreotherson who may represent them. The auditor
tries to select the place that is most appropuatter the circumstances and most convenient for
them.

Registration check: This type of audit is a quick check on businedeesstablish that they are
correctly registered for all their taxpaying obligas. Information from the business license
office, customs, third parties or other audit ati#g may alert the administration that a check is
necessary (Zamaroczy, undated). It uses the foromafnounced visits to taxpayer’'s premises
to detect businesses operating outside the taeraydtated, during this visit, the tax officer
ensures that the taxpayer: (1) has a basic unddimstpof their obligations; (2) keeps appropriate
records (book keeping review should be mandatorgase of voluntary compliance when the
turnover of the taxpayer is below the registratioreshold); and (3) issues proper invoices when
required by law. This type of visit is a quick ckean businesses to establish that they are
correctly registered. It should not take more thali a day Ebrill et al. (2001).

Advisory audits: A visit to newly established businesses advisiregn of their obligations in
terms of tax types, filing of declarations, paymehamounts due, and records to be maintained,
risk of audit and sanctions of noncompliance. Tikiparticularly necessary when introducing

new laws.

Record keeping audit: is a check on enterprises that may have a repotati not keeping
adequate records. The visit would point out theigalibns of the taxpayer with regard to
keeping of records and the consequences of faiirdp so. These audits should be followed up
and penalties imposed if the taxpayer continueglispegard record keeping requirements.
Auditors may unexpectedly visit the taxpayers’ bess premises to check whether the VAT
invoices are issued and appropriate records are Kap visit spectacles the obligations of the
taxpayer regarding the keeping of records, andovi@d up with penalties if the taxpayer

continues to disregard record keeping requirements.

Refund audit: Verifying the taxpayer’s right to a refund prir processing the refund. Usually
undertaken for first refund claims as well as whigre refund claim varies significantly from
established patterns and trends. Refund auditechiout particularly for new registrants in

addition it should emphasis only on the period cegidoy the claim.
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Issue-oriented audit: It should be directed at verifying items for whierrors have been
detected in the returns (atypical ratios, grosemees, comparison of gross sales to imports). It
should focus on a single tax type and covers neerni@n one or two reporting periods.

Single-issue audits:this type of audit focused on a single tax typegle aspect or a single
period; given their narrow scope, single-issue utypically take less time to conduct and can
be used to review large numbers of taxpayers imehn similar schemes to conceal
noncompliance. For instance, it may confine to it of potential noncompliance that may be
apparent from examination of a taxpayer’s retudme &uditor may be only examining whether
the taxpayer has met obligations in respect of eympént tax, VAT, or examining a specific

expense claim.

Comprehensive or full audit: This audit covers all tax obligations over a nembf tax
periods, or extended to several years up to thi firovided for in the law. The objective is to
determine the correct tax liability for a tax retas a whole. It typically entails a comprehensive
examination of all information relevant to the ed#tion of a taxpayer’s tax liability for a given
period. Cases where serious underreporting or @vdsas been detected under any of other
audits should be forwarded to a unit responsibtaif@lertaking comprehensive audits of all tax
liabilities. It should be applied to those taxpay#rthere is an indication of under reporting that
may affect across taxes. This audit is time consgnmand costly to undertake, it requires
considerable resources and reduces the rate cevefagaxpayers that could otherwise be

achieved by a more varied mix of audit types.

Fraud investigation: Involve the most serious cases of non-compliandth wriminal
implications. Criminal investigation arises whehe tmost serious cases of noncompliance that
have criminal implication-fraud, evasion, and cnali activity- are detected. Such investigation
requires special skills in investigation and evity requirements as they often involve seizure
of records, taking testimonies from witnesses amegqring briefs for courts. Hence, it should be
undertaken in accordance with criminal procedu &uthorities should maintain a dedicated

organizational unit responsible for the handlingefious cases of tax fraud or evasion.
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2.1.5. The effective tax audit program
Tax administration should be effective in the seokensuring high compliance by taxpayers,

and efficient in the sense that administrative £asé low relative to revenue collected. Good tax
administration requires strong technical capacitythe administrative agency but also a well-
designed tax. Tax audit is one of the longest standnd accepted compliance strategies in tax
administration. The tax audit program provideshilgy to the compliance and enforcement arm
of the tax administration (Thomson 2008). Factat #ignificantly contributes to tax evasion and
tax avoidance is lack of intensive audits and atserf predetermined audit criteria; to mitigate
such and so fraud problems, therefore, an effeetindt program should be implemented which

is capable to investigate, detect and preventdbssx revenue (Bello, 2014).

A well-structured tax audit program can provideuwaddle support in gathering information on the
health of the tax system (including patterns ofptgers’ compliance behavior), educating
taxpayers (improving future compliance), and idgig areas of the tax law that require

clarification or addressing deficiencies in the I@ECD 2006a).

When an audit program is vain, it may result in deéerioration of tax compliance and a loss of
credibility of the tax administration. Taxpayersymneot be deterred from minimizing their tax
liabilities if they believe that there is a littlhance of being audited. There are several reasons
for ineffective audit programs that are evidentamying degrees in several countries. First, audit
typically requires higher level of skills than tleaseeded for most other tax administration tasks,
and such skills are sometimes in short supply. &&cthe possibility of collusion between
taxpayers and tax officials is significant duringaudit. Moreover, auditor’s errors may damage
business activity that makes governments reludiargupport comprehensive audit programs.
The development of an effective tax audit progrgpically addresses coverage (percentage of
taxpayers to be audited), selection of audit cagesthods (types of audits to be performed,
duration of audit, approaches taken by auditotsffisg and training (staff resources needed to
implement the audit program and the training preditbr them), and monitoring activities Ebrill
et al. (2001).

Accurate and timely self-assessment and compliamitle tax by taxpayers achieved only
through highly visible and effective audit prograniscluding the consistent application of
strong sanctions where noncompliance is encountdiedayers must feel that there is a good

chance that unreported liabilities and other foohson-compliance have been detected during
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an audit (Biber 2010). The auditing and spot-chegkof records, coupled with a system of
adequate penalties for detected cases of frautieisiniversal method for tax control and the
prevention of tax evasion. Furthermore, tax auditp tax agencies to achieve revenue
objectives that ensure the fiscal health of thentguand individual states. It derives voluntary
compliance and generates additional tax collectibogh of which help tax agencies to reduce

the tax gap between the taxes due and the amolletted (Barreca and Ramachandran 2004).

A good audit program employs strategies to optinbiath the direct and the deterrent effects of
audits. The first can be achieved by auditing @digpercentage of the large taxpayers (Biber
2010). Although the frequency of audit is a contard issue, the judgment is always a delicate
balance between the treat of audit to check thet#ion to evade and the cost. Where the tax
system is fairly well established, audits of 15geat to 20 percent of registered traders a year
are sufficient. However, it is not only the crudewber of audits that is the most useful measure
of need.Voluntary compliance is generally enhanbgdincreasing the number of taxpayers
audited than by auditing fewer taxpayers with latg& potential. Perversely, revenue is
increased by concentrating on those taxpayers wdéaege amount of revenue is at risk. But
there should be a careful planning when there wadespread belief that most tax returns are
underreported, otherwise there may be an overtssieaf returns for audit, with the result that
the inventory of work in process may increase tmamageable proportions and make an orderly
approach to an annual audit work plan impossibéat (IT988).

Through adequate audit strategy, tax administratimust foster, and not simply enforce, tax
compliance. Tax compliance can be facilitated tgloumproving services to taxpayers by
providing them with clear instructions, understdridgorms, and assistance and information as
necessary. Monitoring compliance requires infororatisystems as well as appropriate
procedures to detect non-compliance (EC 2006).tleroto optimize use of resources to meet
effectively the audit objectives, it is necessaryptan strategically the allocation of available
resources to areas likely to have the greatestahgpacompliance, while maintaining a balanced
program across the taxpaying population. Intell@genesearch, and analysis need to be used to
define risk areas and audits need to be tailoreatitivess the identified risks. It is essential that
audit plans developed in an integrated fashion whth involvement of audit management to
ensure that there is a matching of the number $# targets to resource availability (Zamaroczy,
undated).
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Biber (2010) noted that effective planning is regdi to ensure that the audit program is
effectively developed to: (1) focus on and addré#ss most significant risks; (2) target
noncompliant taxpayers and not harass compliargatgers; (3) make optimal use of limited
resources, and (4) influence compliance acrosbribader taxpayer community. Thus, the actual
number of audits planned should depend on the aesiturces available to the program. The
international standards as to the total staff a&zigo audit should be close to 40 percent of the
total staff of the tax administrations. Furtherdidcapacities of field offices are determined by
calculating the number of returns that can be addiThe calculation made using estimates of
the number of returns each tax auditor can reaspmebexpected to complete during a given
audit period. There should be an over selectioPbgbercent to 30 percent of audit capacity. It is
reasonable to expect an office auditor to comm@etaverage of 10 to 20 cases a month. and for
a field auditor (exclusive of auditor s dealingtwdontrolled cases) to complete an average of 4
to 6 cases a month with proper audit planningnstsupervision and effective use of the review
staff as a training vehicle. Allocation of aboutO2@ases a year should be rational for
experienced junior auditors, who should be entitigdadvancement to senior auditor after four
years of satisfactory service in that grade (T&88). Therefore, planning an adequate audit
strategy is a key success factor in post-fraudctiete (where audits are intended to detect tax
evasion and fraudulent claims) as well as proagtigesventing tax fraudsand evasions (Gupta
and Nagadevaran.d).

According to OECD (2006a), audit plan provides #éhpa follow to ensure that the audit is
performed effectively and efficiently. However, should not be treated as set in stone once
created. Case planning must be a flexible tooltaadriginal audit plan should be reviewed and

updated regularly during the course of the auditis characteristics of effective audit plans are:

> Flexibility to allow for unusual audit issues, adaqy of internal controls and
the adequacy of books and records

» Alignment with any quality assurance framework; and

» A clear focus, with potential areas of concern datdering the preliminary

review and audit procedures selected that can ssidine concerns identified.
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2.1.6. Audit case selection methods
Today’s tax agencies typically lose some percentdgmtal revenues due to tax evasion and

other types of noncompliance known as the “tax gBpbwn et al , (2003: 4).Revenue
authorities’ aims to manage and improve overall gitance with the tax laws and in the process
sustain confidence in the tax system and its aditnation. Tax audit is a sole treatment for
compliance risk available to administrations thdloves exercising effective sanctions
(imprisonment and penalties and/or interest). t¢ @as a public sanction making the extent of the
administration’s enforcement powers visible witine community and encouraging others to
comply (OECD 2004a). However, tax administratiors mbt have sufficient resources to
perform thorough on-site audits of the activitiéslbtaxpayers or comprehensive crosschecking
of all invoices or transactions. Tax administragiawnth limited resources and relatively large
numbers of taxpayers to administer (especiallyh@ small and medium enterprises), must
design the audit program to deploy audit resouirtesrisk-based way with a view to achieve the

most possible compliance and revenue objectiverfiBom 2008).

Accordingly, the first key to successful audit e tcase selection methodology. It is critical to
select audit candidates consistent with prograneatives. Whatever the audit objectives have,
the ability to narrow the pasture of potential awdindidates is necessary to achieve program
objectives and optimal use of audit resources. Relgss of how automated and efficient the
audit process, audit effectiveness would not bkzezhunder the selection of inappropriate audit
candidates (Milackn.d). Hence, managing an effeciiuditing program involves decisions as to
the selection of best audit case strategy or coatioim of strategies. The selection strategies may
vary by tax type. It may be based on either repoté& amounts or the industry type (Barreca
and Ramachandran 2004).Case selection through s@eoiirisk management techniques is
necessary to ensure that the audit program is fulline with the administration’s compliance
strategy, and to set up the necessary audit t@ihow why cases have, and have not, been
made the subject of an audit (OECD 2006a). Ebtithle (2001) noted that the most effective
systems utilize taxpayer profiles and criteriadentify the highest risks for the revenue. These

systems are frequently based on the crosscheckingeonal information.

In tax administration, a risk is anything that cesgatively affect the administration’s ability to
achieve its compliance and revenue objectives. Riskagement is a formalized and systematic
approach, based on sound analysis, designed tioeskést course of action under the uncertainty

of risk. The technique involves identifying, assegsunderstanding, and acting on risks that
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impinge on the organization’s ability to achieves ibbjectives (Thomson 2008). Risk
management starts with risk identification, whiokludes a rough estimation of the risk related
tax gap, the number of taxpayers involved and pésselations with other risk areas (EC 2006).

Compliance risk is the failure to comply with trextlaw by taxpayers whether due to their

ignorance, carelessness, recklessness, deliberasgoe, or weaknesses in tax administration
itself, and have been addressed only by enforcethemigh an audit -based approach. However,
tax administrations do not have sufficient resosirtee perform thorough on-site audits of the

activities of all taxpayers or comprehensive crbesking of all invoices or transactions. Tax

administration, with limited resources and reldiviarge numbers of taxpayers to administer

(especially in the small and medium enterprisesistrdesign the audit program to deploy audit
resources in a risk-based way with a view to aehide most possible compliance and revenue
objective (Thomson 2008 and OECD 2004a).

According to EC (2010) and Thomson (2008), comgkansk reduces tax yield, and can be
categorized as register risk, filing risk, paymesk, and declaration risk. This classification
makes tax administration in a stronger positioddgtermine the appropriate treatment technique.
Register risk includes reduction of tax yield besmuneligible taxpayers for tax registration
become registered and/or remain registered wheibidity ceases, fail to register by those that
fulfill registration requirements, and registratiaiith erroneous information. Payment risk and
filing risk are closely related but they should &@alyzed separately since the treatments may
vary. Payment risk is non-payment of amounts du@wmeturns and assessments whereas filing
risk is failure of taxpayers to file their returbg the due date. In order to provide the correct
preventive and corrective treatments there is @ mede able to target those taxpayers likely to
file their returns late, or not at all. Finally, dieration risk is a risk that the amounts shown on
the tax return are incorrect by error or delibete and many tax administrations traditionally
concentrated on this risk area with the intentibetermining which cases should be selected
for conducting audit activity (EC 2006 and EC 20183 OECD (2006a) stated in addition to
compliance risk identification, in an effective #uchanagement structure, there are pre-audit
case management factors that need to be recogimizesure the taxpayers in that the burden of
audits not falls disproportionately on any segm&hese include inappropriate auditors’ contact

with taxpayers, audit cycle or enquiry window, netiity, and collectability.
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Inappropriate auditors: A tax auditor should be precluded from auditing same taxpayer
repeatedly and similarly, the auditor should didifgdim/herself where he/she is personally
acquainted with the taxpayer selected for auditm@@@czy, undated). It is useful to have
regulations to preclude individual auditors fronpeatedly auditing the same taxpayer, and to
require an auditor to exclude itself from taking arp audit where they are acquainted with the
taxpayer selected for audit. Such rules protedh boditor and the customer from the danger of
such inappropriate contacts. The policy of repegiudit procedures (RAP) may be used which
holds that if a taxpayer is audited for non-bussnssues only (similar to an audit aspect) for the
current year and the audit results in no addititaats owed, the taxpayer is granted relief from
audit for the next two years if no substantial demtake place. The intent is to eliminate non-
productive and time-consuming audits for tax autles;, and to reduce the hardship associated

with repetitive audits for fully compliant taxpager

Audit cycle or enquiry window: A tax audit should be started and completed within
predetermined timeframe. However, where complexitegise or substantial tax fraud is
disclosed during the audit, the timeframe may besked with the approval of the supervisor.
(Zzamardczy, undated). Regulations may be establighdudit cycle however, it gives certainty
to taxpayers that after some period of time thegdamf audit may pass. Thus, it needs to be
supported by powers of discovery to overturn thguay window where substantial tax fraud is

found.

Collectability: The collectability concept implies that a taxpéyenability to pay a future

proposed tax assessment would be sufficient bamisnbt conducting the audit. Those
administrations that do not use this concept rejbatt collectability is a secondary objective and
should not diminish the primary objective of a eatrassessment of tax liability. In addition, the
limitation of collectability considerations to tleeirrent tax period may not provide a complete

financial picture for the taxpayer as it excludeasideration of future payment potential.

Materiality: Although a noncompliant high-risk item may be stdd for audit, the materiality
of the projected tax consequence versus the atgllador cost of pursuing the high-risk item
may override the non-compliance aspect. The sup@rwmay take where the auditor’s labor cost
is projected to outweigh the expected tax consemuéom an audit, the decision to stop the

audit. A cost/benefit analysis form should be flllend endorsed by all those involved in the
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decision to terminate the audit; furthermore, titermant facts should be comprehensively

documented, signed off and placed in the auditZdenar6czy, n.d).

Apart from the above pre-audit case managementrigdhere are two key elements necessary
in effective translation of strategic prioritiesr fosk treatments in to individual case selections
for action. (1) Accurate & timely data and informaat relevant to the compliance risks to be
addressed, and (2) knowledge management and antdgsiniques to analyze the base data and
facilitate feedback in to the compliance risk maragnt process. Here, the main requirement is
access to the data contained within individual taturns. The essential information to case
selection comes from previous case histories oftakpayer concerned, information from third
parties, which can confirm the details shown on tidve return, and more generic taxpayer
(business sector profile) (OECD 2004a).

Once required data accessed, some form of casgsanalethods should be used to analyze the
base data for selecting cases. Audit selection odstlange from simple random selection to
more complex rule-based selection, sophisticatedisital and data mining techniques.
Selection strategies can vary by tax type, and ewdhin a single type (Barreca and
Ramachandran 2004). The common case selection dgetholude random selection of cases,
screening or case review by auditors, rule baseaamomated risk scoring systems, and data

mining and statistical analysis.

Random selection:It has no bias in audit case selection, and ugeftdight corruption. This
method is perceived as fair by taxpayers. Howevetearly not focused on highest risks, may
have high opportunity cost if used as sole cas8eh method (Vellutini 2010). As (Gupta and
Nagadevara, n.d) noted, simple random selectiorahagjor drawback in that both honest and
dishonest taxpayers are equally treated since pildlpaselection give equal chance of being
selected for both. However, the criteria or infotima based selection system too has a drawback
in that it presupposes certain clue of noncompéameich may actually be sign of other things

such as change in economic condition in that paddidrade.

Screening or case review by auditorstt is the traditional method by which audit casesé
been selected, and dates from the time when thasdittle or no IT support, the data available
was in any case limited, and the compliance riskagament techniques at a strategic level less
well developed. Such a methodology has a benddit ithmakes full use of local knowledge,

creates significantly less caseworkers resistacene be used to attack specifically defined risks
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and can be operated substantially without IT supploe challenges inherent in relying on
caseworker selection are, it relies on a limitegh d&t with no systematic cross reference to other
data, available within the administration’s systédaseworkers regardless of their experience
can miss aspects of noncompliance with which they mon-familiar and those with the
knowledge to undertake such screening are usuhbfiget with the skills to undertake the
substantive intervention. Thus, there is an oppatucost in asking them to undertake such
screening. Modern standards of propriety indicai@ there should be a gap between those
selecting cases and those functioning cases (OHDBa2and OECD 2004b). Manual selection
of audit cases is based on the auditors own knaeledf the taxpayers’ behavior and
environment. However, it cannot find out patterfisnoncompliance hidden in the history of
noncompliance in the same area, sector, or asndiesl by other taxpayer attributes. It also
favors rent seeking and corruption in the tax adstration since it is discretionary and

subjective approach (Vellutini 2010).

Rule base and automated risk scoring systemdt allows for the bulk processing and risk
assessment of returns data. The data is revienadsa@ set of risk indicators and the results be
ranked in terms of the risk of noncompliance idedi Such system is an essential tool in
facilitating the exclusion of bulk of returns witio or very low identified risks and allowing the
resources for risk identification to concentrateitlefforts only on those cases with significant
identified risks. However, this system has its amlmerent challenges. First, many of the rules by
which a case is scored are dependent on finaratial analysis and other industry benchmarking
that can be changed overtime. The rules also maynbthemselves, standard factors to be
achieved when they become known within the poputatlhus, attention needs to be given to
continually update the risk rules. Second, thesrmleed to be responsive to the local knowledge
of the front line staff who is working on the casdsen selected. Final case selections need to be
able to reflect the local knowledge of the casewmskhemselves whilst retaining appropriate
propriety within the case selection system. Aut@daselections with no opportunity to be
influenced such local knowledge can create regsistamd lead to suboptimal working once the
cases are underway. In addition, the risk rulesl nede responsive to the knowledge gained by
front line workers from working their cases. Suctowledge can be about new risks, changes in
commercial behaviors, or new technical tax devimed the impact of that knowledge can be
significantly leveraged if it can be captured witta flexible and developing set of risk rules.

Third, the rules should bring together from diséamsources such as tax returns, third party
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information, and public domain information from emiet. This level of analysis requires
considerable investment in IT resources. Finalg tules need to have the capability to be
changed reasonably and quickly to take in to adcoaw strategic appreciation of compliance
risk. Once again, if the rules are themselves himedwin to IT coding then this may be a

resource intensive business (OECD 2004a).

Data mining and statistical analysis: It is becoming increasingly common to base case
selection methodologies on the results from steéisanalysis. As Barreca and Ramachandran
(2004) stated, data mining is the exploration amalysis of large quantities of data in order to
discover meaningful patterns and rules. Organimatiose this information to detect existing
fraud and noncompliance, and to prevent future weages. The use of data mining techniques
identifies patterns of noncompliance in the pastl ahose characteristics in the current
population. It enables organizations to leveragartata to understand, analyze, and predict
noncompliant behavior. However, data mining recuigggnificant investments in IT both
hardware and software, and it may be difficult tojre accurate data on which IT programs
can operate. It is a difficult road to go down wledectronic infrastructure do not support such
investments or the skills are not available to tdee administration. Statistical analysis is often
used to examine taxpayer data and to find the letioa between the data and non-compliance.
It typically involves using prior tax audits regjlivhich are then analyzed in conjunction with
taxpayer data OECD (2004b).

2.1.7.Examination techniques
A tax auditor applies various techniques to exantieebooks and records behind a return. The

technigues to be used depend on the taxpayer anththregime concerned. As Biber (2010)
noted, an effective case plan can be cognizant ohnge of investigative and analytical
approaches that may vary depending upon the aneskadind the circumstances of the particular
taxpayer. The decision regarding the type of testse undertaken as well as the records needed
by the auditor to address specific issues isi@nited by the nature of the taxpayer’s operations,
adequacy of books and records, and materialityobéngial adjustments. According to OECD
(2006a), the techniques used for audit examinapomposes include analytical review,

investigative approach, field examination, recordmeination, and counterpart examination.
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Analytical review: An analytical review of financial statements anptlrns are often completed
during the preliminary stages of the audit. Ratsagh as gross profit and inventory turnover, are
used to test the accuracy of taxpayaeported sales, cost of sales, or ending invenfbhg
unusual variances (abnormal deviation of calculatgtbs from the previous experience) are
noted and addressed during the interview with thedyer and additional audit procedures

developed where necessary.

Investigative approach: Auditors are encouraged to use an investigatiyerageh in their
audits. Such an approach uses information obtaimeadigh observation, discussion, documents
or records obtained from either the taxpayer oeoHources. It requires judgment, imagination

and using information outside the accounting res¢odoerform the audit.

Field examination This is utilized when information gathered onngiigant events such as
underhand trade, disguised transaction and otharadecerning transactions. The examination
also include on sight survey of the current condsi of the taxpayer’s business through physical
checks of original transaction records and vouclessets and liabilities and other aspects of the
business.

Record examination: The main approaches to detect false accounticigde the examination
of books and documents conducted at the taxpapersiness office or branches, counterpart

examinations and examination of savings and deposiaunts.

Counterpart examination: It is an examination performed based on thirdypeformation w
here warranted. Information can be obtained dutlregcourse of an audit from third parties to

verify the taxpayer’s income, for example:

» Financial institutions and public companies infotima on interest and
dividends matched with what taxpayers report inr theex return;

> Information from Government regarding social benghayments, and
employer information concerning salary and wagesd pad tax deducted,
both for income and non-monetary benefits; and

» Matching foreign source income
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2.1.8.Audit workforce capabilities
As OECD (2006a and OECD 2006b) stated, revenuesbadust manage and develop their audit

workforce to deliver their planned outcomes throumtreasingly designing and implementing
capability or competency models. Capability or cetepcy model refers to a formal
specification of the skills, knowledge and attrémitof staff that are required to perform a
specific job in an efficient and effective mann&ne model generally contains job descriptions,
functional descriptions, and competency profileagsask -related competencies. It is typically
supported by training, exams, and educational rements to ensure and build capability. The
model is used as a basis for managing performaraieing, staff development, and recruitment
across the audit function. Different capabilitie® aequired for work performed in different
market segments, or on clients exhibiting differbahaviors towards tax compliance. Typical
points of difference are capabilities required fmmcompliant aggressive clients, audit work
with large businesses (deeper and more speciakmewledge about specific regulations is
required for this segment), performing system aledtenic data base audits, and conducting
criminal and fraud cases.

Required capability

The required capabilities of auditors are generiaéntified by analyzing the activities required
to perform particular audit tasks, and through ticacand experience. In addition to their
primary role of detecting and deterring noncomp&ntax auditors are often required to
interpret complex tax laws and conduct intensivaneixations of taxpayers’ books and records.
Revenue bodies pay close attention to the overahagement of the tax audit function, and
particularly to the strategies and methods used rémruiting, developing and managing
individual audit staff. Thus, tax auditors shouldve a capability to: conduct investigations,
determine compliance, tax accounting and finanarslysis, conduct research and analysis,
make effective decisions under the law, effectieenmunication, apply work processes and
procedures, and manage own work and relationshipsldition to the required core capabilities,
greater attention and emphasis is needed on sioi¢ skd other attributes. These include
behavioral and motivational competencies, persattabutes such as work and integrity, feeling
for the detection of fraud and irregularities, aliee and detect relevant indicators in
surroundings, identifies patterns and describes #gignificance to the situation, and effective
observational skills. Familiarity with basic accting, bookkeeping, and business and industry

practices is also generally expected for all steféreover, the required capabilities of audit
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managers and directors are typically identifiedeldagn the notion of coaching, communication,

and leadership skills. The required capabilitiesaiedit managers and directors often focused on
leadership and management skills, technical exgmgrtadvanced audit skills, achievement

orientation, ability to develop and coach othelighHevel communication skills, and ability to

make strategic decisions.

Competency assessment

It is important for tax administrations to assesd avaluate the competencies of their staff. The
direct manager commonly performs competency assFgsmduring recruitment and
promotional processes on an annual or semiannuss$ bar those staff maintaining current
positions. External specialists, human resourceardey@nts and/or panels of internal subject
matter experts often perform assessments performsegart of recruitment processes. Other
events triggering capability assessments include py performing a new type of work, prior to
starting a new role, and ongoing informal assesssramd learning and development activities.
Assessment methods used include knowledge-basedsassnts administered online, formal
tests and exams to attain a recognized qualificapeer reviews, a tutor to support and assess
newly hired staff, and technical evaluations. Theasurement and tracking process of the audit
workforce provides management with tangible infaiioraof the resource and capability mix or
trends across the whole audit workforce, providmgiable data for workforce and succession
planning. Many revenue bodies indirectly attaineasure of the competency level of their audit
workforce by considering: key performance indicatand results, quality assurance results,
client or professionalism survey results, quanityaudits performed, training course and other
assessment results. Further, tax administrations me@ord the skills (including qualifications)
and areas of expertise of individual staff. Usingd asharing this information across the
organization, tax administrations may better aliecaork and identify specialist resources or

skills.

Improving competency and addressing capability gaps

Responsibility and accountability for improving @ods, audit managers and audit directors

commonly lies with the staff member in question aheéir direct manager and/or local
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management team. Competency improvement shouldtbgrated (not be seen as extra task)
into normal business activities. Together with txditing or training departments, human
resource departments (where applicable) often hawdg responsibility and be significant

contributors to the improvement process. Revenudiesomay develop staff and address
capability gaps through recruitment processes &eduse of programs such as training and
development programs, mentoring and coaching pmagjraaccreditation models, job rotation
and/or placement programs, career paths, knowlstigeng initiatives and knowledge tests.
Capability gaps are typically gathered from vari@murces including quality management
system results, performance system interviews ppdagsals, client professionalism, satisfaction

and other similar surveys, and training prograniieateons.

Tax administrations must recruit audit staff sgeaify to carry out tax audits. To attract the
right staff in increasingly competitive and skilléabor markets, effective recruitment policies
are essential. Audit staffs are generally recrudder fully trained so they can be effective in
post very quickly, or selected because they hawmgtpotential to become auditors through in-
house training and education. A minimum standarspetific academic qualifications, such as a
diploma or degree or being a chartered accountamtften required for some grades of audit
staff. There is also an assessment of applicastisistgcompetencies relevant to their audit work
in the areas of problem solving, analytical skiilgerpersonal skills, self-management, decision
making and oral and written communications. Furtladlr auditors required to have computer
skills with other more specialized skills, such lagal experience or specific types of tax

knowledge being needed for posts that are morenieaih

In order to maintain standards of auditing it isexgial that auditors are given both initial
training (classroom and on-the-job instruction)biing auditors up to the required level, and
continued training so that their skills are kepttapdate and relevant. The extent and nature of
this training and the balance between the two saaecording to need, and relates to the
recruitment and development policies adopted.dhttaining varies depending on the level of
gualifications and experience expected of new recrdFor instance, recruit staff without
professional qualifications need much more extensiitial training in tax law and auditing, in-
house testing is generally used to confirm thahées reach the required standard. To deliver
ongoing training and development, a number of nethare used including training courses;
computer based training packages, memos, guidamtes,nself-study packs, facilitated

workshops and discussion forums, on-the-job trginicoaching and mentoring, and virtual
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university and learning tools. As a rule, contirquiprofessional training is not normally

examinable and the amount of training undertakeesdetween countries and over time.

2.2. Empirical studies
A number of empirical studies examined tax admiatgin in both developed and developing

countries, tax audit program in particular. Fortémse, (lwarere and Henry, 2015), Gebeyehu
(2008), Kleven et al., (2010), Appelgren (2008)ddugu and Anyaduba, 2014), Kuo-Wei Hsu
et al., (2015),and Drogalas et al., (2015), havenbeken; a brief review of each of these

aforementioned studies is presented in the follgwiiscussions.

(lwarere and Henry, 2015) Examine the effects afaadit on revenue generation in Federal
Inland Revenue Service, Abuja experience. The rabjactive of this study is to examine the
effects of tax audit on revenue generation in Fadafand Revenue Service.lt tries to determine
the relationship between the tax audit and revgiemeration in Federal Inland Revenue Service.
The Data collected through questionnaire and reaegeveral publications that are relevant to
the study, was presented using tables and pereamthy the test of hypotheses and analysis of
Variance (ANOVA).The study revealed that tax audds significant effects on revenue
generation in Federal Inland Revenue Service. Thigies that tax audit ensures arithmetic
accuracy of all figures in account and computatiortaxpayer’'s records; tax audit ensures
compliance with tax laws, rules and regulationsthyy taxpayers. The study also revealed that
tax audit has a positive relationship with the rewe generation in Federal Inland Revenue
Service. This means that an increase in tax andieases revenue generation from taxes; an
increase in tax audit increases tax bases for drergment and an increase in tax audit reduce
tax fraud in the tax system. This is in part inesgnent with there is a positive relationship
between the audit and the voluntary compliancethiéamore, the authors suggested that tax
audit should be carried out on a routine basisnBuee that actual revenue collected is what the
relevant tax authority remits to the governmentx Baidit prevents tax evasion by the tax
evaders and avoiders. Internal mechanism to cheack naonitor the staff of the tax audit
department should be put in place to minimize #well of corruption and enhance effectiveness

of the tax audit.

The study by Gebeyehu (2008) was an attempt te wact the basic concepts of tax audit, and
analyze the significance and role of tax auditncreasing tax revenue and in strengthening tax
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administration capacity. The methods adopted ireclgdestionnaires (both open and close-
ended), personal interviews, and document analygisising documents such as published
materials, annual reports, magazines and intefirtet. results of the study indicated that, tax
audit practice as seen in Addis Ababa City Admrmaisbtn carried out mainly based on internal
documents produced by taxpayers. It is clear th@tuments internally produced cannot be a
reliable source of information. Furthermore, thpetyof tax audit performed by tax auditors is
only desk audit. So far, there is no field audihiasthh may assist to the affective and efficient
audit operation. The author concluded that mogpagers of any country do not want to pay
taxes unless compelled by a situation where theyledt with no option other than to pay the
taxes. Therefore, for better tax compliance, aesysshould be designed that automatically
extracts taxes rather than leaves the paymentxestto the voluntary choice and morality of
taxpayers. To this view tax audit is one of the hswverful revenue administration tool that
enforces taxpayers to pay their tax liability withoevasion. The author suggested that
governments should to curb not only the tax evasiohalso the tax avoidance by applying
effective and efficient tax audit based on reliabledences and documents for effective and
efficient revenue collection. The tax collectiorst®m should be designed in such a way that not
only the tax evasion but also the tax avoidancetes difficult for the taxpayer. Moreover, the
tax audit function should be strengthened to mimeboth deliberate and innocence tax evasion
made by many tax payers with appropriate expedis#® the necessary resources should be
allocated for this tax administration function.

Kleven et al., (2010), Analyzes a randomized taforeement experiment in Denmark, at
realistic a stratified and representative sampl@di¥idual income tax filers was selected for the
experiment. Half of the tax filers were randomliesed to be thoroughly audited, while the rest
were deliberately not audited. Micro-simulationsvesll as laboratory experiments was used,
using comprehensive administrative tax data, ewadiniesults remarkably well with the basic
AS-model that tax evasion is substantial and redporgatively to an increase in the perceived
detection probability coming either from a priordé@uor from a threat-of-audit letter. Thus the
authors suggests that rigorous tax enforcement nsueh more effective tool to combat tax
evasion than lowering marginal tax rates. Furtheenthe authors’ present findings such as
prior audits substantially increase self-reportecbme, implying that individuals update their

beliefs about detection probability based on exgmeing an audit.
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Appelgren, (2008) studied the effect of informaticegarding different audit strategies on
taxpayers compliance behavior in Sweden. The study was octeduwith the intent of
examining whether the taxpayers in reality behageeapected by theory of tax audit.
Experimental design was used to test the effertfofmation regarding different audit strategies
on taxpayers compliance behavior. The experiment was measusethea change in declared
income between years, and was conducted in 200310dpproximately 900 sole proprietors
which are divided in to three groups (rational grotandom group and control group) each with
around 300 firms. The rational group members waferimed that audit would focus on
taxpayers declaring lowest income. The random greag told that audit would be at random
whereas the control group members received norrdtion. Further, the sample was limited to
men below the age of 55 in order to concentrata ¢igh-risk group (younger men are more
fraudulent than women and older men). The princfpaling of this study was that declared
income increased significantly more in rational isttategy group than in the control group.
The results of the study indicate strongly thabinfation concerning the use of rational audit
strategies is superior to information concerningdan audits, and that audit information, in
general, is superior to no information. The infotim@ concerning the rational audit strategy
reduces tax fraud compared to no information. Adcwy to this study, tax audits have an
indirect deterred effect by which rational taxpayadapt their behavior to the expected degree of
auditing if they are made aware that they may [ohted.

The study by ( Modugu and Anyaduba, 2014)examites ilnpact of tax audit and other
qualitative attributes on the tax compliance leskcompanies in Nigeria. were The research
instrument (questionnaires) is administered orsth# of the State Board of Internal Revenue of
the selected states (Lagos- Southwest, Edo-Souith Séos-North Central, Kano- North West
and Adamawa — North east) in five geo-political @erand their corresponding Federal Inland
Revenue Services. Ordered Logistic Regression iggbnwas employed to analyze the
responses. The result showed that there existiymsilationships between tax audit and tax
compliance. This means that the compliance rats nisthe tendency of being tax-audited is
high. If the taxpayers are informed that theiirfgjs will be closely examined, there is a tendency
for the taxpayers behavior to change in responsa timcreased probability of been tax audited.
The result also revealed that the probability ofngeaudited, perception on government
spending, penalties and enforcement, the jointefietax audit and penalties have a tendency to

significantly influence tax compliance in Nigeri@herefore, the authors recommend that the
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relevant authorities should seek more pragmaticedfettive means of enhancing the impact of
tax audits on corporate tax compliance in Nigenaorder to consolidate on government’s

revenue.

Kuo-Wei Hsu et al., (2015),Present Data Mining Ba3ax Audit Selection a case study of a
pilot project that was developed to evaluate the elsdata mining in audit selection for the
Minnesota Department of Revenue (DOR). Models waamed and tested using real-world
data. The Internal Revenue Service (IRS) estimttedjap between revenue owed and revenue
collected it is critical for the government to reduihe gap and the fundamental process for doing
so is audit selection. The authors present a datengnbased approach (i.e. classification
models) for improving audit selection process a OR and describe the manual audit
selection process used at the time of the pilofeptdor Sales and Use taxes, discuss the data
from various sources, address issues regardingréeatlection, and explain the data mining
techniques used. Since data play a vital role yyd@ata mining project, considerable attention
was paid to data pre-processing, cleaning, andrmafiting. Results from the pilot project
revealed that the data mining based approach douléase efficiency in the audit selection
process. Moreover, the report results from actiedd faudits performed by auditors at the DOR,
and results validated the usefulness of the datengibased approach for audit selection. The
impact of the pilot project would be a refinemehtlee manual audit selection process and tax
assessment procedures for other types of taxes.allll®rs suggested that improving the
efficiency of audit selection and further the protikity of the tax assessment process is an

essential component of driving revenue growth hierDOR as well as the government.

Drogalas et al.,, (2015)studied the Tax audit efffecess in Greek firms, Tax auditors’

perceptions; the aim of this study is to examirer#ationship between tax audit effectiveness,
tax legislation and the use of specialized inforamatsystem tools. The research design was
based on a questionnaire, survey methodology wes as one of the most appropriate methods
in the collection of primary data and a series pér@ended interviews were also conducted with
experts in tax audits in order to identify thentest twere important for the research. The authors
use the ability of public tax auditors to track tesfringements as a measure of tax audit
effectiveness. Over two hundred structured queséimas were constructed and distributed to

tax auditors, who work in Greek public taxation mges. Factor Analysis and multiple
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regression analysis were employed in order to exarthie hypotheses. The objective of this
study was to highlight significant factors that trdsute to increased tax auditing effectiveness.
The authors specifically, outline the importance te€hnology and law legislation on tax
auditors’ performance. The results demonstrate ttratuse of information system tools can
enable tax auditors to track properly tax infringens, thereby contributing to increased tax
audit effectiveness. On the contrary, complexitg aonstant changes in tax legislation, makes it
difficult for tax auditors to be effective in theiork. Furthermore, level of education, work
experience and training of tax auditors enhance #glity to track tax infringements. Based on
the results the authors suggest that tax auditaasiing enhance their ability to perform audit
controls; constant changes in tax legislation iithiéix auditors from being effective in their
work. Consequently, tax authorities should alsos@er continuous training in the form of

educational seminars.

35



CHAPTER THREE: RESEARCH DESIGN

The preceding chapter presented reviews of litezatmn tax audit practice with respect to the
theoretical perspectives and prior empirical stsidié¢ tried to give a brief conclusion and
excavate the gap in the existing knowledge. Thaptdr outlines and explains the methodology
employed to achieve the research objective. Irgamized in four sections, in the first section
the research objective and questions are presastadmeans to connect the research questions
to the particular research methodology adopted. SEwend section provide a brief overview of
the research approaches, followed with the metlogyobhdopted with proper justification for
adopting a certain method, which in turn includenging design and actual data collection
tools, data presentation & analysis techniques usethe study. Concluding remarks are

presented in the fourth section.

3.1. Research approaches
Research approach is the general framework forsthiely that links, knowledge claims,

strategies of enquiry and specific methods. Theeaeh approach implicitly reflects the
researcher attitude as to how knowledge is corsiluand also commands what method to be
employed in the study. As noted in (Creswell, 20@9¢re are three research paradigms; these
are quantitative research, qualitative researchl, mixed research, based their assumption
towards knowledge creation on post-positivism, @&@octonstructivism and pragmatic
philosophical grounds respectively. These appraoachee different in terms of their
philosophical assumptions as well as techniquesd use data collection, analysis and
interpretation, and will be discussed in the subsatparagraphs. The author also noted that the
selection of a research design involves the corsidas of the worldview assumptions the
research brings to study, the nature of researablgm, procedures of inquiry, the researcher’s
experience, audiences for the study, and datacatiolie methods, analysis and interpretation.
Thus, the following sections reviewed the aforenogretd characters for each type of research

designs in which it helps to adopt the fitted resleanethod for this study.

Qualitative research approach:is “an inquiry process of understanding” where ithgearcher

develops a “complex, holistic picture, analyzesdgoreports detailed views of informants, and
conducts the study in a natural setting” (Cresw&fD2, p. 15). Qualitative approach attempts to
get an in-depth opinion from participants. Apadnir this, it facilitates responses, and provides

data in-depth with leading respondents; it expl@tisudes, behaviors and experiences through
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methods such as in-depth interview and/or focusugraliscussion which use narrative,
phenomenological, ethnographies, grounded theod; @ase studies (Dawson, 2002). It is
capable to generate a theory by addressing issdesh cannot be quantified. It also explores
issues, which are not studied in the past propétbwever, this approach has been given less
than a fair sense of appreciation. It has beeitized for lack of scientific rigor, small samples,
subjective and nonreplicable efforts (Creswell, 200n this approach, the bottom up or
inductive exploratory method are used; it is usecharily for the purposes of description and
exploration and to gain an understanding of howpfgedhink and experience their lives. In
gualitative research, data is collected from thimsmersed in everyday life of the setting in
which the study is framed. It is based on qualieatiata which during analysis are examined for

patterns, themes, and holistic features.

Quantitative researchapproach: this approach employs strategies of inquiry such as
experiments & surveys and collects data on preated instruments that yield numeric data
that can be analyzed using statistical procedutes. a means for testing objective theories
through examining the relationship among variabless advantageous as it, procedurally,
follow scientific approach, tests reliability andlidity of the instrument. It minimizes bias from
the researcher’s influence and employs large sasipée Hence, the results can be believed and
generalized to larger population. However, it i$ capable to address issues which cannot be
guantified. So that, it may has limited scope Cedb\({2009). Quantitative researchapproach
generates statistical data through the use of Iscgie survey research, using methods such as
close-ended questionnaires and/or structured iet@sv(Dawson, 2002). This approach is based
upon an empirical cycle that has a deductive nalarker and Pennink (2010). contended that
the essence of quantitative research is to udeeary’ to frame and thus understand the problem
at hand. Quantitative purists believe time and exinfree generalizations are desirable and
possible, and real causes of social scientific @uts can be determined reliably and validly
(Johnson and Onwuegbuzie, 2004). It is groundethénbasic attitude that knowledge about
reality can also be obtained ‘through the eyesefresearcher’, who elaborates theory based on
findings. For the researcher conducting quantéatiesearch implies the need to carefully

operationalizing a theory and subsequently meagiirioy means of variables and questions.

Mixed research approachis the blend of both qualitative and quantitatiygr@aches; that
attempts to corroborate & complement findings askk$ a balanced approach to research. It

employs strategies of inquiry that involves coliegtdata either simultaneously or sequentially
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to best understand the research problem. A mixethade approach is one in which the
researcher tends to base knowledge claims on pteggraunds (e.g., consequence-oriented,
problem-centered, and pluralistic). It employs tefgées of inquiry that involve collecting data
either simultaneously or sequentially to best ustded research problem. The data collection
also involves gathering both numeric informationg(e on instruments) as well as text
information (e.g., on interviews) so that the firddtabase represents both quantitative and
qualitative information (Creswell, 2009). Mixed apach includes the use of theory deductively
in theory testing and verification, or inductivetyan emerging theory or pattern (Mertens 2003
cited in Creswell, 2007). Therefore, the combimafiwovides an expanded understanding of the
research problems. It utilizes the strengths aretammes the weaknesses of the two continuum
approaches. Mixed approach characterized by ite-tintensive nature of analyzing both

numeric and text data.

3.2. Population of the study
ERCA is responsible for the administration of taggrams, as well as the delivery of economic

and social benefits; Addis Ketema Sub City is ohERCA’s branches that stand to achieve the
revenue authority vision and mission. A/K/S/C havéotal number of 394 employees among
them 42 of them are currently working at tax adejpartment. The study population/participants
are all Tax Auditors, team leaders’, section he&dtax audits and team leader of risk
management department of Ethiopian Revenue andomastAuthority A/K/S/C. 37 Tax

Auditors, 4 team leaders, 1 section head and 1 teader of risk management are available in

the revenue authority.

3.3. Research Design
For this study, the researcher applied descripémalysis using the fact that a descriptive

research design is used to describe the data amchatéristic about what is being studied.
Descriptive survey enables to obtain the currefiormation, it is also used in fact finding studies
and helps to formulate certain principles and gigkitions to the problems concerning local or
national issues. Descriptive survey method focusirorestigating the status, practice and
problem related to tax audit of Ethiopian Revenuned &€ustoms Authority a case study in
A/K/SIC.
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3.4. Research methods used
Research methods are the techniques used to cddet In this study, the researcher adopted

mixed methods approach, as discussed in the pregiettion, which are employed concurrently
in collecting and analyzing data. There are diffiér®ols available to the researcher to collect
the required data including questionnaires, obsenvainterview, and document analysis. For
this study, the researcher apply quantitative @y)nand qualitative (in-depth interview &

document analysis), and are discussed in the folpwaub-sections.

3.4.1. Quantitative aspect: survey
Survey design is a research method that providpsatitative or numeric description of trends,

attitudes, or opinions of participants with thesmit of generalizing from a sample to a population
(Creswell, 2009). Typically, survey gather data garticular point in time with the intention of
describing the nature of existing conditions, oentifying standards against which existing
conditions can be compared, or determining thetiosiships existed between specific
events;surveys are useful to gather information dath on attitudes, preferences, beliefs,

predictions, behavior and experiences (Cohen ,e2@00).

Survey research has its own strengths and wealsédse strengths of survey research include;
highly flexible, possibly cover a wide range ofeasch questions, describe an existing situation,
easy to guarantee respondé&rdgaonymity (for instance, questionnaires may leaochore candid
answers), easier to generalize findings, and iefficin gathering large amounts of data at
reasonably low cost and effort . The limitationslide that it is difficult to come to deeper
understanding of processes and contextual diffeienttirough questionnaires, which are

standardized and by their nature limited in leregtd depth of responses (Muijs, 2004).

This thesis has an objectiveof describing the astnef audit case selection methods and
techniques used, the degree of the frequency adudi performed, experience and capability of
tax auditors, and examining the performance of @aagit program in line with international
standards. Thus, survey method of quantitative agubr is appropriate and employed for this
study. The remaining discussion in this sectioth@oughly about survey instruments design,
and data analysis techniques.
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Survey instruments

Survey instruments include self-administered qoestire, structured interview and structured
observations (Creswell, 2009). The study uses oumestire, which is a widely used and useful
instrument for collecting survey information.Questiaire as a tool for data collection has its
own advantages and limitations. The advantagesdfénam the literature includes that the data
collected through the use of questionnaire areiefit, reliable because of anonymous, honest,
economical (in terms of time and money), quick efepossibly mailed), consistent (little scope
for bias), offers the possibility of standardiziagd comparing scales, and enables the anonymity
of the data sources to be preserved. Neverthelessyajor limitations are nonflexible (no longer
possible to backtrack once the administration plesader way), lack of qualitative depth, low
response rate, inability to offset a lack of suéfit data or an error in the scale used (Thiétart e
al., 2001 and Cohen et al., 2000). The researdreselect several types of questionnaire, from
highly structured (closed ended) to unstructuredefo ended). Structured questionnaire is
appropriate to gather straightforward and uncoraphd information. It is easy to classify and
qguantify, require less time and effort, and inggntd answer. Nevertheless, it is tedious and
time consuming to prepare questions. The reseaatbemay not have a full range of responses
to prepare closed ended questionnaire. In additt@yespondents have no chances to express
their own views, and to qualify, develop or clariftyeir own answers. On the other hand,
unstructured questionnaire gives a greater insaghlt understanding of the topic being studied.
However, it may be difficult to classify and qudyntand must be carefully interpreted. Thus, the

use of either mere structured or unstructured guestire has its own flaws.

To mitigate the limitations of both types of questaire, semi-structured questionnaire is a
powerful tool (Cohen et al., 2000). Dawson (200Bp astated that researchers tend to use a
combination of both open and closed questions. §uelstionnaires begin with a series of closed
guestions, with boxes to tick or scales to rankl #ren finish with a section of open questions
for more detailed response. As a result, the rebearapply semi-structured questionnaire, and

distributed for 36 auditors and 4 team leadersREER A/K/S/C, for survey data collection.
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3.4.2. Qualitative aspect: in-depth interview and documerdry analysis
Qualitative research used to describe or explairatwh happening within a study area.

Qualitative method mainly includes three kinds atad collection: in-depth interview, direct
observation, and written documents (Patton, 2068}. this study, the data’s are collected
through in-depth interview and documentary analyBine following discussion in this section is

comprehensively present about sample design, ithdeferview and document study.
In-depth interview

An interview is a purposeful discussion and/or coeation with people, and helps the
researcher to gather valid and reliable data thatr@levant to achieve research questions and
objectives. Interviews might be structured (usitendardized questions), semi-structured, and
unstructured (in-depth) conversations (Saunderal.et2003). Structured interview uses pre-
established questions, asked in a predeterminest,arding a standard mode of delivery. On the
other hand, unstructured interview attempts to doaw information, attitudes, opinions, and
beliefs around particular themes, ideas, and issug®ut the aid of predetermined questions
(Leary, 2004). This study apply semi-structureceriview using a pre-established questions
asking in a predetermined order, using a standardenof delivery; in addition information,
attitudes, opinions, and beliefs, to explore th&adhat is unclear for the researcher and the
information that have not been collected througivespand document analysis by allowing the
interview to remain flexible. There is a tradeofftween depth and breadth, given limitation of
time and money (Patton, 2003). Thus, in-depth uner are conducted with tax audit section

head and risk management team leader.
Documentary analysis

Document analysis is the collection review, intgation, and analysis of various forms of text
as a primary source of research data. It refetsoth a data collection method and a mode of
analysis (Leary, 2004). Document analysis is a toolducted using documents such as written
materials, organizational or program records, @fipublications and reports, newspapers, a
minutes of meeting, and personal documents (diaadsstic works, letters, photographs and
journals) (Patton, 2003). As Creswell (2009) notesk of documentary analysis has its own

strengths and limitations. The strengths are esathle researcher to obtain the language and
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words of participants, can be accessed to the nes®aat a time conveniently, represents data
which are thoughtful (participants given attentawhen compiling them), and economical (it
saves the time and expense of transcribing). Whetba limitations include incompleteness,
lack of accuracy (the documents may not be auttegetd), requires transcribing or optically
scanning for computer entry, not all people areaiguarticulate and perceptive, and may be

protected from private access.

In addition to the data obtained through other mashthe study employed a descriptive analysis
of documents such as periodical tax audit repopiyclamations, tax audit manuals, tax audit
policy, taxpayers’ interviews & exit conference amithers documents that are relevant for the
study. The document analysis are applied for examithe number of taxpayers audited in a
given fiscal year, the feedbacks of taxpayersatheunt of additional tax revenue through audit,
the background information of the study area, and aupportive for other tax audit activities in

A/K/S/C.

To sum up, in order to achieve the research questgiated in the previous section, the

researcher will use both qualitative and quantieaipproach (mixed approach) in collecting and
analyzing data as discussed in the following sactibhe selection of one over the other

approach for the conduct of the study is basedhenrésearch problem (issue or concern that
needs to be addressed), the researcher’s own péesqerience and the will and support of the

audiences (Creswell, 2009).

Data analysis

Surveys can be either descriptive or analytic. Dpsee surveys simply describe data on
variables of interest, while analytic surveys openaith hypothesized predictor or explanatory
variables that are tested for their influence opetelent variables (Cohen et al., 2000). For this

study, the researcher applies descriptive analygsigy tables and percentages.
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CHAPTER FOUR: DATA ANALYSIS AND PRESENTATION

Currently, like other governments the governmenEtfiopia seeks to raise revenue mainly
through taxation in order to pay its expenditu@s,infrastructure development in particular.
According to ERCA (2010), the Ethiopian Revenue @udtoms Authority is established with a
mission to promote voluntary compliance of taxpayensure integrity & develop skills of the
employees, support modernization, facilitate tr&lmvestment, harmonize taxes and customs
administrating system, broadening tax base andedstrg tax rate, and contribute to the
economic development and social welfare througécéffe tax revenue collection. Accordingly,
ERCA should made a wide range of organizational iasttutional reforms with the aim of
strengthening revenue mobilization, improving vaéérg compliance and enhancing operational
efficiency tax audit in particular. Tax audit ireticontext of ERCA is defined as an activity or a
set of activities performed by tax auditors to deiee the taxpayer’s correct tax liabilities for a
particular accounting or tax period. Tax auditoxaraine taxpayers’ organizational procedures
and financial records in order to assess compliamite tax laws and verify the true, fair,

reliable, and accuracy of tax returns and finanstalements (ERCA 2010).

In the preceding chapters, the review of relevaatdture helped this study to understand the
problem and design an appropriate research apptoasdal with. Furthermore it discussed the
research methodology employed to achieve the obgscof the study. As it is mentioned before,
the main objective of this study is to investigtte tax audit practice, and to identify the main
problems of the tax audit program performed th&ca$ tax revenue collection in Ethiopian
Revenue and Customs Authority (the case of Addiziia Sub city). This chapter presents the
results and analysis of the data collected usiffigrdnt methods and presents the results and
discussion accordingly. This chapter presents #wilt of survey, in-depth interview, and
documentary analysis and discussion of results.aitadysis addresses the tax audit practice in
Ethiopia with respect to the type of audit perfodneffectiveness of audit program in terms of
educating taxpayers and improving voluntary conmglé and revenue performance, the
appropriateness of case selection methods, exaomndéchniques, and experience and

capability of tax auditors.
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The survey was conducted with 36 tax auditors atehrh leaders so that 40 questionnaires were
distributed. Nevertheless, the survey response agfiscted from only 35 survey respondents

because five of the tax auditors were on respiteoAdingly, the response rate was 87.5 percent,
and it is rationally fine; further, the interviewaw conducted with the tax audit section head and

risk management department.

4.1. Background information of respondents
Out of the total respondents, 54.29 per cent weakesrand 45.71 per cent were females, among

them 31.43 per cent were under the age categdegsthan 25 years, 48.57 per cent were 25-35
years, 14.29 per cent were 36-45 years and 46-86 y& above 55 years were 2.86 per cent
respectively. Regarding educational level, the migj@f the respondents have a good level of
educational qualification that is 97.14 per centexpondents were BA degree holder, and 2.86
per cent attended MSc/MA, this enables the respusd® have idea of the Tax Audit.
Moreover, majority of the respondents studied thkl frelated to business, which enables them
to understand the implementation of taxes andeelmsues. Where majority of the respondents
are specialized in Accounting and Finance, whiatoaats for 77.14 per cent and the remaining
5.71 per cent management, 5.71 per cent Econo@i@8, percent business administration and
the rest 8.57 per cent of respondents studied @itlds. Regarding occupation, 42.86 percent of
respondents were junior tax auditors, 45.71 persentor tax auditors, 11.43 per cent are tax

audit team leaders.
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Table 4.1 Background information of respondents

Variables N =35 Count Pertcen
Male 19 54.29
Gender Female 16 45.71
Less than 25 year 11 31.43
25-35 years 17 48.57
Age 36-45 years 5 14.29
46-55 years 1 2.86
Above 55 years 1 2.86
Certificate - -
Diploma - -
Highest level of education achieved | BSc/BA 34 97.14
MSc/MA and above 1 2.86
Accounting and Finance 27 77.14
Management 2 5.71
Field of study Economics 2 5.71
Business administration 1 2.86
Other 3 8.57
Junior Tax auditor 15 42.86
Senior Tax auditor 16 45.71
Current job occupation Tax audit team leader 4 11.43
Tax audit section head - -

Source: Survey outcomes and own computations

4.2. Purpose of tax audit

As Barreca and Ramachandran (2004) noted the prigfosx audit is to check the evasion of

tax and ensure compliance in accordance with the land regulations. According to table

(Table 4.2) the survey result showed that the pymaurpose of tax audit is detecting

noncompliance behavior of individual taxpayers 43% per cent of respondents), 71.43 percent
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of the respondent tax auditors agreed that taxt pediormed in ERCA A/K/S/C is to check the

evasion of tax.

As stated by Biber (2010), the role of an auditgoaon in a modern tax administration must
extend beyond merely verifying a taxpayer’s regbabligations and detection of discrepancies
between a taxpayer's declaration and supportingumeatation. Besides 17.14 percent of
respondent were agreed on the issue that tax iaudditeducating taxpayers and 34.29 percent of
respondent believe that tax audit also conductedsasng & collecting additional tax revenue.
The in-depth interview with tax audit section heal$o showed that tax needs to be based on
voluntary registration, and should encourage tagmayto voluntarily discharge their tax
obligations. As a result, the purpose of tax aigjprimarily to educate taxpayers and improve
their voluntary compliance. The interview resullsoarevealed that there is a responsible unit,
tax crime investigators team, for the investigatidrserious tax fraud or evasion. Furthermore,
tax crime investigator and intelligence team hasidierious fraud case through third party

information and physical participation as a custo(neutral person) in unexpected way.

Table 4.2 Purpose of tax audit performed in ERCA AK/S/C

purpose of tax audit frequency percent
To check the evasion of tax 25 71.43

To create awareness to taxpayers 6 17.14
To ensure compliance in accordance with tax law 32 91.43

For assessment and collection of additional tarmae 12 34.29

Source: Survey outcomes and own computations (phelldnswers were possible)

4.3. Category of taxpayers usually audited

An important factor in an effective audit prograsnthe identification of specific segments and
sectors of taxpayers to be selected for audith&sr-depth interview with tax audit section head
showed, ERCA used a segmentation approach to coteduaudit in order to provide a highly
integrated and one spot customer service for tagaysuch segmentation of taxpayers might
help ERCA to recognize the complexity levels of iaughses in audit activities. Grouping
taxpayers by their common character is appropsatee taxpayers have varied characteristics
and risks to tax revenue that might require difiéraudit treatment including staff allocation

based on case complexity Biber (2010).
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As of Ethiopian Tax Proclamation, 285/2002 any camp incorporated under the laws of
Ethiopia or in a foreign country and any busineagiig an annual turnover of Birr 500,000 or
more categorized under “Category A” Unless noeady classified in category “A”, any

business having an annual turnover of over Birr,000 would be classified under Category “B”
taxpayers. Category C includes owners of businggdash are not subject to the obligations of
Categories “A” and “B”, and businesses whose antwalover is estimated up to Birr 100,000

are classified under this category of taxpayers.

Regarding the size of taxpayers selected for audiist of the respondents (94.29 per cent)
replied that ERCA selected category “A” taxpayensdudit purpose; whereas 57.14 per cent of
respondents replied that ERCA audited category (Bdble 4.3). The main reason for the
selection of such category of taxpayers for audippse is their higher compliance risk and
large revenue potential. This finding is confirmey the in-depth interview with tax audit
section head, and the interview result also shothat tax audit program in A/K/S/C focused
chiefly on large taxpayers those that can conteliattax revenue and are highly influential in
investment and other economic activities. In additiERCA deployed undeniably its scarce
resources primarily to taxpayers with large taxeptial regardless of the significance of risks
that need attention to be audited in other taxpaggments. As a result, ERCA may increase its
tax revenue through audit of taxpayers those vatgd tax potential. However, as Tait (1988)
stated, the deterrent effect of tax audit (imprgviroluntary compliance) is best achieved by
extending the audit program to as many taxpayerpaassible at all levels of taxpayers.
Voluntary compliance is generally enhanced by iasireg the number of taxpayers audited than
auditing taxpayers with large tax potential. ThERCA may not improve future taxpayers’
voluntary compliance that may affect future taxemwe, and may not be capable to sustain
confidence in the tax system and its administratiam the absence of improving overall
voluntary compliance. Further, ERCA may increasgtsterm tax revenue by auditing taxpayers
with large tax potential at the expense of decrgpfiture tax revenue and compliance at other

segments of taxpayers.

When ERCA gives emphasis only for a particular segps or categories, Category “A” in

particular, the unaudited category or segment xypagers would feel that their underreporting
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and other noncompliance activities have little deaof being detected due to less probability of
being audited. As the in-depth interview with taxd& section head showed regarding business
sectors selected for audit, ERCA conducts auditallysuon importers, merchandising,
manufacturing, and construction sectors due tor tlege tax revenue at risk. The in-depth
interview with tax audit section head further stiatlat, in addition to their large tax potential,
large taxpayers segment has huge impact on invastene other economic participation. Thus,
the Ethiopian tax system prioritizes and providealify and on time services for such taxpayers
for the benefit of both taxpayers and the tax adstration system. It is unquestionable to ERCA
to deploy its scarce resources primarily in lagayers regardless of the significance of risks
that need attention to be audited in other taxpaggments though it is necessary to allocate tax
audit resources for the conduct of audit in othepayers segment. Because large taxpayers can
contribute a huge amount of tax revenue as wellaa® complex structure, multiple operating
entities with international business dealings. TlassOECD (2006a) stated, tax revenue can be
increased by concentrating on as many taxpayepessble at all levels taxpayers where large

amount of revenue is at risk.

Table 4.3 Category of taxpayers usually audited

category of taxpayers is most usually audited feaqy percent
Category A 33 94.29
Category B 20 57.14
Category C - -

Source: Survey outcomes and own computations (phelldnswers were possible)

4.4. Types of Audit performed in A/K/S/C
The first aspect of tax audit practice is the tgpaudit performed in ERCA and its suitability in

respect of improving voluntary compliance and iasieg tax revenue for the federal

government of Ethiopia. An effective audit prograhould be with vigorous range of audit types
directed to a wide range of taxpayers and tax typée survey results showed that ERCA
exhaustively conducts comprehensive audit (94.29cpat of respondents) followed by desk
audit (77.14 per cent of respondents). ERCA alswaots fraud investigation (37.14 per cent)
and refund audit (14.29 per cent). As Biber (20%@ted, excessive examination might be
appropriate to properly detect taxpayers’ noncoamglé when it has been applied to those

taxpayers where there is an indication of undemepgpthat could impact across taxes.
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Nevertheless, the in-depth interview with sectieadof tax audit, ERCA exhaustively conducts
comprehensive audit with intensive examinationiwé-fyear taxpayer; in which comprehensive
audit is conducted using five-year taxpayer infarorato check whether taxpayers filed and
paid the appropriate tax returns in line with the law and accounting principles. As a result,
ERCA might consume audit resources improperly weitkrtion of much work force, tax audit
staff in particular, on mass of transactions andnsive records even on reliable tax returns due
to its concentration merely on comprehensive exatiin of five-year period
documentation.Comprehensive audit is conducted nsure compliance on the taxpayers
selected by risk criteria and third party inforrati and on taxpayers, those need to dispose over
50 per cent of their business fixed assets or dlesebusiness. As OECD (2006a) stated, such
type of audit operation might result low audit cage (rate) that affects the overall deterrent
effect (future improvement in taxpayers’ voluntacpmpliance by encouraging compliant
taxpayers and detecting noncompliant taxpayersugiracovering a wide range of taxpayers)
and future tax revenue. In addition, such excesskamination of taxpayer data may create
collision between taxpayers and tax official, anditors’ error in such examination may damage
business activity that result in negative impactlon economy, tax system in particular. ERCA
performed desk audit for data cleaning purposeotdiicn whether the data submitted by the

taxpayers is genuine.

The interview results also revealed that ERCA @ity conducts investigation audit based on
the information that comes from various sources witidence regarding the deliberate evasion
or serious fraud. ERCA has a responsible unithhatles serious cases of tax fraud or evasion.
However, the number of auditors assigned for suicht @ractices is inadequate to perform audit
activities in all cases. Further, there is no aigpevorkroom for investigation audit to keep the
information secret and conduct the audit in safekvemvironment. Education type audits such as
advisory audit (especially to newly establishedimesses), registration check, record keeping
audit and Field Audit have not yet in place in ERBX/S/C (Table 4.4). ERCA does not
consider its audit activities to be on specificoesr or compliance risks (transactions and
vouchers or records) that concerns the tax systémrespect to potential loss of tax revenue

due to evasion or fraud and other noncomplianceites. As a result, as Biber (2010) stated,
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the tax authority might suffer low audit coveradett minimizes tax revenue and overall

voluntary compliance.

As OECD (2006a) stated, the scope of tax audit b@yarrow or broad depending on the
specific risk relating to a taxpayer, and the leditaudit resources should be allocated towards
the noncompliant to detect compliance risk, andupport those taxpayers who want to be
complaint. However the results of the study revealed that tax auddgm@m remains
undeveloped in ERCA with an emphasis on comprefliersid desk audit with the exclusion of
other audit methodologies (Table 4.4).

4.4 Types of Audit performed

Types of Audit are usually performed in A/K/S/C duency percent
Desk Audit 27 77.14
Registration Audit - -
Fraud investigation 13 37.14
Issue audit - -
Refund Audit 5 14.29
Comprehensive audit 33 94.29
Field Audit - -
Advisory audit - -

Source: Survey outcomes and own computations (phelldnswers were possible)

4.5. Access to information for performing an audit
As 62.86 per cent of survey respondents replieditens have good access to information kept

by the taxpayers and other parties but 37.14 petr afethe respondents respond that there is no
good access of information held by the taxpayers @thers for auditors. Furthermore in in-
depth interview with the tax audit section headjitus in particular, have sufficient powers to
enter a business premise, seize documents, gatbenation from third parties such as financial
institutions, and generally enforce payment ofwdpen due. Taxpayers do not cooperate to give
essential information necessary for audit as rdphg 65.71 per cent of respondents but 34.29

per cent of them response was the reverse (Tab)e 4.

According to Table 4.5.1, Tax Auditors get inforioat from different sources. Majority of

respondents agreed stated that if tax payers dgmetide the required documents of their
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business auditors could audit the taxpayer’s bgsimg reviewing the financial statement if the
margin is low they will reject the financial statem. Hereafter, they will assess the tax using the
estimated daily income or else converting the cbsjoods sold to sales or the reverse by the
pre-determined margin of the business by the gowem (74.29 percent of respondent). 37.14
percent of respondent said that auditors get irdtion from reviewing the previous case
histories of taxpayers concerned, using informatfoom third parties such as financial
institutions (11.43 percent of respondent) and 31pércent of respondent replied that Tax
Auditors get necessary information of Taxpayersnfiousiness sector profile. Furthermore, the
interview with tax audit section head showed thRCEA has sufficient powers to enter business
premise, seize documents, gather information frbimd tparties such as banks, and generally
enforce payment of tax. In addition, tax audit @mducted using information from intelligence
team, third parties such as banks and SIGTAS; iansintegrated package with modules
necessary to manage all taxes and licenses ingulinsk selectivity module (ERCA 2010).
However, the use of SIGTAS does not provide rediathecision to assure appropriate risk

selection due to absence of well-organized anchdiega.

Table 4.5 access of information & taxpayers’ coopation

access of information & taxpayers cooperation yes 0O n

frequency| percent frequengy percent

a tax auditor have good access to information held 22 62.86 13 37.14

by the taxpayers and others

taxpayers cooperate to give essential information 12 34.29 23 65.71]

necessary for performing an audit

Source: Survey outcomes and own computations

Table 4.5.1 Methods of getting information regardig taxpayers

If taxpayers do not provide the required documeoiv hax| frequency percent
auditors can audit

By reviewing the previous case histories of taxpaygencerned 13 37.14
Using information from third parties such as finiahc 4 11.43
institutions

Using business sector profile 11 31.43
Others 26 74.29

Source: Survey outcomes and own computations (pheldinswers were possible)
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4.6. ERCA repetitively audit the same taxpayer in consadive periods

OECD (20064a) stated that a taxpayer that is auditethe current year, and the audit results in
no additional taxes owed should be granted ret@infaudit for the next two years except if
substantial changes take place such as seriotisatak Similarly, in ERCA as 31.43 per cent of
respondents stated that in the current period jgetpahat were audited in the previous period
are selected for audit, 48.57 per cent of respasdeplied that sometimes this might befall.
14.29 percent of the respondents do not agreethighwhere as 5.71 percent of the respondents
utters neutral (table 4.6). According to table #.8s 51.43 per cent of respondents, repetitive
audit is performed when taxpayers have large tagrpi@l in addition, 37.14 and 11.43 per cent
of respondents stated that such audit is perforseeidus tax fraud is found with taxpayers and
when taxpayers report less tax return than theiquevperiod respectively. Thus, it might be
appropriate to conduct audit on the same taxpaggmtitively when serious tax fraud is found
regardless of the taxpayers’ compliant history. deer, the taxpayers’ tax returns might vary
and be reduced due to economical and/or operatfantdrs. The taxpayers’ report of less tax
return is not necessarily being an indication ofngenoncompliant. Thus, ERCA might
unreasonably consume its audit resources that riekéax audit program nonproductive and
time-consuming as well as increase the hardshipcaged with repetitive audits for fully

compliant taxpayers.

As of the in-depth interview sometimes ERCA repetly audit the same taxpayer in
consecutive periods; as a result, the same auditght sometimes perform audit activities on the
same taxpayers repetitively in different audit pds. As OECD (2006a), stated, individual tax
auditors should be prohibited from repeatedly aoglithe same taxpayer, and should exclude
themselves from taking up an audit where they amglfar with the taxpayer selected for audit.
Hence, this per-audit case management factor mpgsexauditors headed for inappropriate
contact with the taxpayers.
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4.6 ERCA repetitively audit the same taxpayer in casecutive periods

ERCA repetitively audit the same taxpayer in coosee| frequency percent
periods

Yes 11 31.43
Sometimes 17 48.57
Neutral 2 5.71
No 5 14.29

Source: Survey outcomes and own computations

Table 4.6.1 Conditions to audit repeatedly the samaxpayer

Conditions to repetitively audit the same taxpageronsecutive frequency percent
periods

When serious tax fraud case is found 13 37.14
When taxpayers have large tax potential 18 51.43
When taxpayers reported tax returns less thanqus\period 4 11.43
return

Source: Survey outcomes and own computations

4.7. Taxpayer compliance with the tax system in Ethiopia
The majority of respondents (54.29 per cent) stabed taxpayers do not comply with the

taxsystem 14.29 per cent of respondents agree ytasp@ompliance with the taxsystem and
22.86 per cent of respondents replied that somstitagpayers might comply with the
taxsystem. 8.57 percent of the respondents werartmap (table 4.7). Further, the taxpayers’
compliance risk is characterized by underreporimopme (88.57 per cent), nonpayment of tax
returns when due (34.29 per cent), and failuregster as required by tax law (20 per cent), and
non-filing tax returns (54.29 per cent) (Table #)7As 82.86 per cent of respondents showed,
the above compliance risks arise mainly due toag&ps’ lack of awareness. It may also arise
due to weakness in tax administration, taxpayesgtlessness, and taxpayers’ deliberate action
as responded by 77.14 per cent, 68.57 per cent22:86 per cent of respondents, respectively
(Table 4.7.1).
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Creating taxpayers awareness might be necessaiyctease voluntary compliance and to
mitigate future compliance risks in Ethiopia. Ndietess, according to the document of
taxpayers exit audit conference attested that tgergdack awarenessegarding the tax type to
which their business is liable, goods and servieeesmpted from tax, negative upshot of
contraband trade, and reporting & filing requiretseaf the tax law. Further taxpayers need
compliance education to understand the benefiteenfg compliant and the consequence of not
being compliant. In addition, there is a communaagap between ERCA and taxpayers, which
leads taxpayers to mistrust. The taxpayers do ae¢ leasy access to new rules introduced and
amendments in the existing tax law, and do notaggtclarification on the complex tax rules and
regulations. Consequently, as the in-depth interwigth tax audit section head stated that the
duty of taxpayers’ awareness creation is unquesiento increase voluntary compliance and to
mitigate compliance risks. Consequently, ERCA ha@sdtto create tax awareness through
printed materials and some face-to-face discudsiam with taxpayers. Thus, taxpayers in such
cases may not be aware about the Ethiopian tagraystind voluntary compliance might not be
achieved in ERCA due to the absence of advising lamd elucidation services through

reasonable physical contacts with taxpayers.

The in-depth interviewswith tax audit section hedsb revealed that since education type audits
such as advisory audit (especially to newly esshbll businesses), registration check, and
record keeping audit have not yet in place in ERB4.a result, taxpayers might not be well-
informed regarding the newly introduced tax rulesl @mendments made on the existing tax
regulation to keep-up taxpayers with updated tanwkedge and to encourage complaint
taxpayers as well as to detect noncompliant taxgaymse operate in illegal economy. In such
condition, as per the literature, it is approprisaeémplement well-organized educational type
audits and advising services to encourage taxpagerse needs to comply, and detect
compliance risk of nhoncompliant taxpayers. Morepvkere is a need to have taxpayers that

might be registered voluntarily and discharge tteeirobligations.

ERCA A/K/S/Cmakes its power visible- Through au@RCA utilizes such enforcement powers
in addressing the revenue arrears and evasioreolgah it faces, and makes its power visible to
the community and encourages noncompliant taxpayersomply. Moreover, noncompliant

taxpayers that have been considered as a bigresbudject to penalty, and have been enforced
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to pay the evaded tax with such penalty and intécesiaximize their future compliance as well
as to educate others to comply by publicizing saoforcement. However, ERCA may not
achieve the expected future voluntary compliancehim absence of services along with the
taxpayers’ lack of tax awareness. Without educataegpayers and creating tax awareness,
making power visible to the community might detéet deliberate evasions and frauds but not
be a solution to create a compliant taxpayer tloss not comply unknowingly. As EC (2006)
stated, tax administrators should not simply erdobat must foster tax compliance through
improving services to taxpayers by providing therthwlear instructions, understandable forms,
and assistance and information as necessary. Heampégementation of severe penalty and

enforcement to pay evaded tax may not be longalgsdlution to create fair and smooth tax

system with high compliant taxpayers to ERCA.

Table 4.7 taxpayer’'s compliance

taxpayers of ERCA A/K/S/C comply with the tax systen| frequency percent
Ethiopia

Yes 5 14.29
Sometimes 8 22.86
Neutral 3 8.57

No 19 54.29
Source: Survey outcomes and own computations

4.7.1 Taxpayers noncompliance behavior and its reas

Noncompliance behavior of taxpayers frequency percent
Non-filing tax returns 19 54.29
Underreporting of income 31 88.57
Fail to registered when required 7 20
Registering of ineligible taxpayers - -
Non-payment of tax return on time 12 34.29
Reasons for the noncompliance behavior of the taxgars

Taxpayers’ carelessness 8 22.86
Taxpayers’ deliberate action 24 68.57
Taxpayers’ lack of awareness 29 82.86
Weakness in tax administration itself 27 77.14
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Source: Survey outcomes and own computations (phelinswers were possible)

4.8. Other tax audit practices
The sole mechanism to treat taxpayers’ compliarggemight be tax audit for compliance risk

available in ERCA A/K/S/C as responded by 62.86 qent of respondents though 11.43 per
cent of respondents opposed this assertion andl 28spond neutral (Table 4.8). According to
the interview with the tax audit section head, kg source of revenue for the government of
Ethiopia is tax followed by external loan grantd aassistances. However, the potential tax
revenue is not collected due to absence of taxpaymmpliance with the tax law both

deliberately and unknowingly. Thus, ERCA used taditto determine the taxpayers correct tax
liabilities for a particular accounting or tax peEtiwith examination of taxpayers’ organizational
procedures and financial records in order to assaspliance with tax laws and verify the true,

fair, reliable, and accuracy of tax returns andiicial statements.

The audit program performed in ERCA can detect nomiance behavior of individual
taxpayers and gathering information on the heaftthe tax system regarding the taxpayers’
compliance behavior and areas of weaknesses itathtaw for clarification and amendment
(addressing the deficiencies in the tax law) timslihg coincides with the statements of OECD
(2006a). Taxpayers believe that there is a goodiacghaf being seized in their underreporting
and other noncompliance activities during an awlit responded by 88.57 per cent of
respondents in which 11.43 per cent of respondardsneutral. As presented in the results
section (Table 4.8) the finding coincides with gtatement of Biber (2010), that taxpayers might
feel that there is a good chance of being seizethéir underreporting and other forms of
noncompliance activities that might be due to agpion of strong sanctions where
noncompliance is encountered. Thus, tax audit eduss a compliance enforcement tool to
collect unpaid or evaded tax return and to ensueedeterrent effect. ERCA A/K/S/C used tax
audit as a compliance enforcement tool to collegtaid taxes from taxpayers and to ensure the

deterrent effect (improving future compliance).

Regarding the audit timeframe, 85.71 per cent epasadents showed ERCA has a rule that
requires audit activities to be started and comeplewithin a predetermined timeframe, 40
percent of respondents also believe that taxpayersaware of the audit time frame but 31.43
percent of the respondent disagree with this @abB8). The tax audit section head further

stated, ERCA has an edict that requires an indalidase to be started and completed period
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regardless of the complexity of the cases and ike of the taxpayers to be audited.

Accordingly, an auditor should complete a desk awithin 5 days, comprehensive audit within

22 days and investigation audit within 40 days guwever A/K/S/C audit activities expected

to be started and completed within 5 days. As |per tesearcher’s knowledge the audit

timeframe should not be allocated equal periodbfath complex and simple cases; this might

result operational inefficiency including decreaseaudit quality because tax auditors those

expected to perform complex cases might not prgmktect noncompliance due to time scarcity

and the required audit quality might not be achievé/hereas auditors those expected to

complete simple cases might complete even befoeeethpse of stated period and might

consume working time improperly so that feasiblditacoverage might be reduced.

Table 4.8 Other tax audit practices

Yes

Neutral

No

frequency

percen

[

frequengy perce

2Nt

frequency per

Do you think taxpayers may believe

that there is a good chance of bejng

seized in their underreporting and 31

other noncompliance  activitigs

during an audit?

88.57

11.43

Do you think a tax audit is a sole

treatment for compliance rigk
available in ERCA A/K/S/C?

24

68.57

20

11.43

Is there audit manual to perform the

audit work

29

82.86

17.14

Is there any standard in ERGCA

A/K/S/C that requires the audit work

to be started and completed within a

predetermined timeframe?

30

85.71

14.29

Are taxpayers aware for the
standard?

14

40

10

28.57

11

31.43

Source: Survey outcomes and own computations
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4.9. Tax audit Effectiveness
As 37.14 percent of respondent, productivity areddyof audit was the indicator for effective tax

audit. 14.29 percent of respondent agreed thattfeetiveness of tax audit was measured by
volume of tax audit or coverage of tax Audit pemi@d. Both productivity & yield of audit as
well as volume or coverage of tax Audit, perfornrmdasured the effectiveness of tax audit, as
48.57 percent of respondents respond. In additio®,in-depth interview with the tax audit
section head confirmed that the potential amourtarfrevenue that might be found with the
target taxpayer and the capability of that paricubxpayer to pay tax owed have been also
considered before conducting tax audit in ERCA. Ewev, the primary objectives of revenue
authorities is proper assessment of tax liabilityprovement of overall compliance with tax
laws, and in process sustain confidence in thesygxem (OECD 2004a). Thus, the collection
process of evaded tax revenue is the secondargtolgjehat comes after founding and detecting
the evaded tax on a certain taxpayer. In additiba, collectability consideration only to the
current tax period excludes taxpayers’ future paymgotential that might not provide a
complete financial picture for taxpayers. It mighdt also help ERCA to bring noncompliant

taxpayers to the tax system.

Table 4.9 Effectiveness of tax audit

How does the effectiveness of tax audit is measured frequency percent
By productivity and yield of audit 8 22.86
By volume of the audit performed 5 14.29
Both by volumes of audit & productivity 22 62.86

Source: Survey outcomes and own computations

The other characteristic of effective tax auditgyeon is a broad coverage of taxpayer groups (by
size and sector) and compliance issues (Harrisdrkaslove 2005). According to According to
ERCA A/K/S/C annual report, the revenue authorityAK/S/C performs 63.78 percent when
compared with plan and the audit performed by tlegeRue Authority of A/K/S/C was very
low. The total number of taxpayers administeredBRCA A/K/S/C was 16,341 in 2013/14
fiscal year. Until July 7, 2015, the total numbétaxpayers registered was 16,466. Out of those
tax payers only 1,362 (8.33 percent) and 1,640%]{09them should maintain books and records
of their business record information (financialtetaent and other supporting documents) for the

fiscal year of 2013/14 and 2014/15 respectively.ificated in the literature review in chapter

58



two, in a fairly well established tax system, audie of 15 to 20 percent of registered traders a
year is sufficient (Tait989. However, ERCA has audited 206 taxpayers (15/12pat), and
found additional tax revenue of birr 139.28 Millidaring 2013/14 fiscal year. In 2014/15 fiscal
year, the authority covered 287 taxpayers (17.5@@met) through audit and found additional tax
revenue of birr 198.31 Million (Table 4.9.1). Thiglicates that ERCA might detect compliance

risk and get more additional tax revenue as thet @oderage is increased. Thus, there is low

and insufficient audit rate in ERCA. As a resulttbé in-depth interview with the tax audit

section head, the low audit rate (coverage) mightllee to conducting extensive comprehensive

audit mainly on taxpayers those with large tax nexeand complex transactions, along with

insufficient audit resources including qualifiea &uditors, and equipment’s such as computers.

Table 4.9.1 ERCA A/K/S/C annual report

11°]

Data 2006 percentage 2007 percentag

Total number taxpayers of A/K/S/C 16,341 16,466
tax payers who maintain books and

1,362 8.33 1,640
records 9.96
audited tax payefs 206 15.12 287 17.50
total Planned Revenue 246.33 310.93
total obtained Revenue 139.28 56.54 198.31 63.78

The data is obtained from annual reports of ERC#heffiscal year 2013/14 and 2014/15.

The percentage of taxpayers who maintain booksrecatd is determined by taking the proportion efptyers who maintain

books to total number taxpayers of A/K/S/C in efistal year.

2 The percentage of audited taxpayers is determigedking the proportion of taxpayers audited taltotumber of registered

taxpayers (taxpayers who maintain books and regard=ach fiscal year.

*The percentage of total obtained Revenueis detednby taking the proportion oftotal obtained Rewena total Planned

Revenue.
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4.10. Tax audit staff resource
4.10.1. Criteria to recruit and give a position an audit stff
Regarding staff resources, the total staff assignealidit should be close to 40 per cent of the
total staff of the tax administrations (Biber 201Blowever, A/K/S/C have a total number of
394employees among them 42 of them are currenthk @btax audit department. This shows
that audit staff resource is insufficient in whitihe proportion of tax audit staff to the total
number of employees in the ERCA is about 10.67 gesit. Having insufficient tax auditors
results ineffective audit program. The requiredeleaf audit quality and audit coverage might
not be achieved. There might be a possibility adsimig opportunities and imperfect detection of
compliance risks due to workload on staff resour@=sides effective and efficient tax audit

practice depends on having capable and experienaditistaff resources.

Segmentation of taxpayers might help ERCA to digtish the competency requirements,

classification, and remuneration of tax auditorglan staffing accordingly. Such appropriate

allocation and compensation of tax audit staff migicourage tax auditors to conduct properly
their audit activities, which might result in highaudit performance in terms of coverage and
quality. As the survey result, A/K/S/C tax auditdrave been hired and held their current
position based on their educational level achie(@t29 per cent), field of study completed

(11.43 per cent), training & exam attended (17.@4dgent) and past work experience (14.29 per
cent). 22.86 percent of the respondents reply thay have their current position through

promotion and transfer from other staffs of ERCA//C (Table 4.10.1).

The in-depth interview with the section head of gadit result showed that ERCA currently
hired a mass of youngest employees, auditors iticpkar, based on their educational level and
cumulative grade point average (CGPA), which isamapive to acquire successful tax auditors.
However, having employees hired with high CGPA o a guarantee for ERCA to have a
gualified audit staff that might increase auditfpenance in terms of audit quality and rate. In
addition ERCA has no enough audit staff resourmesnstance there is shortage of computers,
network cables, and sockets. There is also absHressparate workroom to keep the information
that might be used for conducting investigationitaud addition, most tax auditors have no
access for the SIGTAS, and are not even familidh wie system due to absence of adequate

training.
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Table 4.10.1 Criteria for the position of tax audit

How and by what criteria the position that curngngbu hold is| Frequency] Percentage
provided to you?

Based on education level achieved 12 34.29
Based on your field of study completed 4 11.43
Based on exam and training attended 6 17.14
Based on your past work experience related to gosition 5 14.29
Others 8 22.86

Source: Survey outcomes and own computations

4.10.2. Tax auditor’s experience
The majority of the respondent has tax audit wotgegience in ERCA A/K/S/C Less than 2

years (57.14 percent), 2- 4 years (28.57 percénl)years (8.57 percent) and 8-10 years (5.71
percent). Regarding auditors’ previous audit woxlpegience, the survey result showed that
82.86 per cent of respondents have no any audérexme before they have been employed in
ERCA. In addition, 31.43 percent of respondentstkean ERCA A/K/S/C other than tax audit
in which 8.57 percent of respondents work for 2edrg, 5-7 years (2.86 percent) and 8-10 years
(5.71 percent) (Table 4.10.2). The in-depth in@mwivith the section head of tax audit revealed
that most of the current tax auditors have an egpee of less than two years. This might be due
to higher staff turnover in the tax authority, taxdit team in particular. Therefore, mere
classification of auditors as junior and senioritardmight not be effective in the absence of
having experienced and capable tax auditors ththeglelassification is momentous to deal with
a range of complexity of audit cases. The assighrokmudit cases based on experience and
capability of auditors and complexity of cases miglcrease audit quality. However, in ERCA,
such classification might not be achieve due tdk lat capable and experienced audit staff
resources especially for the conduct of complexitaocdses. The authority fails to retain
proficient and well-trained auditors, as employbesome more experienced, it is expected that
they might become effective and need safe workimgrenments. Hence, most tax auditors
resign themselves from their position after twddor years of experience that might be due to
workload without additional benefits, unsafe atnfwse in work environment, absence of
satisfactory allowance for fieldwork and uneven pemsation payment for similar field

activities, and absence of performance based promot
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Table 4.10.2 Work experience of auditors

Work experience Audit In ERCA Audit in other orgzation
Frequency Percentage Frequenay Percentage

Less than 2 years 20 57.14 - -

2- 4 years 10 28.57 3 8.57

5-7 years 3 8.57 1 2.86

8-10 years 2 571 2 5.71

Above 10 years - - - -

Source: Survey outcomes and own computations

4.11.Main activities of tax auditors
According to 80 percent of respondents the maiivides of auditors andduring their audit work

is detecting noncompliance behavior of individuadgayer, Educating taxpayers (28.57 percent)
Interpreting complex tax rules and regulations taxpayers (25.71 percent) and ldentifying
areas of tax law that require clarification and admaent (8.57 percent) (Table 4.11). as OECD
(2006a) stated, tax auditors are often requiredntike effective decisions under the law,
effectively communicate and interpret complex taws, and conduct intensive examination of
taxpayers’ books and records in addition to theimpry role of detecting and deterring
noncompliance. However, in ERCA, the in-depth wiw with the section head of tax audit
most of the tax auditors have no standardized kexdgé regarding clarification of unclear tax
rules and regulations, and are incoherent in giuigrmation regarding tax issues. In addition,
tax auditors lack willingness to give advising seeg to taxpayers rather they simply intimidate

them by raising the consequence of not being campli

Through declaring the consequence of being nondamtpl ERCA might bring deliberate
evaders (taxpayers’ those not comply intentionatty)the tax system. However, compliant
taxpayers could not comply with whatever sanctiedl@aed unless their tax awareness improved
and be acquainted with their tax obligations thioagpropriate services including interpretation
of complex tax rules and providing essential infation for tax matters. Sometimes the tax
officials, auditors in particular, may fail to keppoperly taxpayers’ data that have been already
submitted by taxpayers, and they unnecessarilyestdaxpayers to submit the report yet again.
Such unreasonable request might create negativgeirmbout ERCA on the eyes of compliant

taxpayers that affects the smooth operation oftéxesystem as well as increase taxpdyers
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burden and compliance costs so that they mightdtesio comply with the tax system in their

future tax periods.

Table 4.11Main activities of tax auditors

Main activities of tax auditors Frequency | Percentag
Educating taxpayers 10 28.57
Search for unregistered taxpayers - -
Detecting noncompliance behavior of individual tayer 28 80
Interpreting complex tax rules and regulationstéompayers 9 25.71
Identify areas of tax lawhat require clarification and amendment 3 8.57

Source: Survey outcomes and own computations (phelldnswers were possible)

4.12.Tax auditor’s operational capabilities
Tax auditors are categorized in to audit teamsnatheir own team coordinators. Under each

audit team, there are two levels of auditors: juaiditor and senior auditor. The tax audit team
coordinators assign audit cases to their own teamimers based on the auditors’ experience and
capability as well as the complexity of cases. $imeple and medium cases are expected to be
performed by junior auditors, whereas very compbtases are assigned to senior auditors.
Regarding auditors’ operational capability, 34.29gent of respondents replied that both junior
and senior auditors are expected to complete kess 4-7 cases per month. Whereas 65.71 per
cent of survey respondents showed both junior antbs auditors are expected to complete less
than 4 cases per month. As (Tait 1988) stated ngapioper audit planning, it is reasonable to
expect an office auditor to complete an averagedb 20 cases a month, and for field auditor to
complete an average of 4 to 6 cases a month. Aeriexyced junior tax auditor is also expected
to complete about 200 cases a year. However, inf5RQunior and senior auditor performs less
than 4 cases on average per month on the conudrtpes perform less than 48 cases on average
per year (Table 4.12). The tax audit section heathér stated that most tax auditors usually

conduct their audit work without preparing pre-dyodan.
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Table 4.12 Tax auditor’s operational capabilities

Junior auditors senior auditors
audit case coverage per month Frequency Percentage Frequencgy Percentage
Less than 4 cases 23 65.71 23 65.71
4 to 7 cases 12 65.71 12 65.71

7 to 10 cases - - - -

above 10 cases - - - -

Source: Survey outcomes and own computations

4.13.Tax auditors training and competency assessment
ERCA provides training regarding tax law and tadifiissues at the time of recruitment, before

engaged in tax audit activities, as stated by 4&é&i7 cent of respondents. 20 per cent of
respondents replied that sometimes ERCA provideitig 31.43 percent of the respondents do
not agree with this. As stated by the tax auditiseciead, at the time of recruitment A/K/S/C
provides training regarding tax law and tax ausbues at the time of recruitment before engaged
in tax audit activities. Besides all candidate esypks are expected to attend training regarding
government policies and strategies, overall objestiand structure of ERCA, tax rules and
regulations, and one week basic audit training ¢@ndidate tax auditors). ERCA sometimes
provides training after recruitment and once théitaus held their required position In addition

if the candidate employees are recruited from tredioffice to A/K/S/C, after the completion of
the training all the trainees are expected to thkeexam (in-house tests) based on the training
they attended for assessment purpose. Such assesaight help ERCA to confirm whether the
trained auditors reach the required level of coepey, but should consistently undertake by
branch offices. Further, training is not enoughyodiliring recruitment. Rather, it is essential
before, during, and after recruitment based on @ppmate need assessment and gap
identification. As noted in the literature, competg improvements should be integrated in to
normal business activities, and auditors shoulceH@en given continuous training so that their
skills are kept up-to-date and relevant (OECD 2Q06mwever, ERCA provides inadequate

training after recruitment and once the auditoid kieeir required position.
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According to 62.86 per cent of respondents, ERCK/8/C does not perform a continuous
assessment. 17.14 And 20 per cent of respondguitede¢hat sometimes ERCA A/K/S/C does
perform a continuous assessment to improve thebddapeor competency of auditors which
engaged in the tax audit activities. , and 31.48qr& of the respondents do not agree with this.
The interview with tax audit section head revedleat there is no a well-established model to
make a continuous competency assessment. The th-dgprview also confirmed there is a
balanced scorecard to evaluate employee’s achieventieough there is no competency
assessment model, and less emphasis is given fdingous upgrading the capability and
knowledge of staff resources once the employees gasen and held a particular position, as a

result, ERCA does not have experienced and profi¢ax auditors.

Table 4.13 Tax auditors training and competency agsssment

ERCA provide training for tax auditors frequency Percent
Yes 17 48.57
Sometimes 7 20
Neutral - -

No 11 31.43

A continuous assessment to improve the capabilityr o

competency of auditors

Yes 6 17.14
Sometimes 7 20
Neutral - -
No 22 62.86

Source: Survey outcomes and own computations

4.14. Examination techniques used
The accuracy of tax returns have been tested thrRayiew of financial statements and returns

(82.86 per cent), Examination of information fromird party (37.14 percent), Observing,
discussing and reviewing documents of taxpayer8@@ercent) and Examination of taxpayer’s
record such as books and documents (71.43 per. dér&)survey result further showed that field
examination (physical checks of taxpayers’ assats @her aspects) is mainly used when a
particular taxpayer needs to sell its businesdfiagsets or close the business (57.14 per cent)
(Table 4.14). As OECD (2006a), effective auditieguires more than verifying that a taxpayer
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has correctly included a particular transactiohigibooks of account along with the adoption of
investigative approach. However, the applicationinvestigation approach is not as such in
ERCA. The accuracy of taxpayérsax liability is determined mainly through anabgl review

of financial statements and returns. Thus, ERCA matybe able to determine what wealth the
taxpayers have accumulated but not documentedoorded in their books of accounts and
financial reports without the conduct of approgiatvestigation. It may not be also possible to
ERCA to establish the completeness, accuracy, ltiegi and validity of a taxpayer's
declarations, disclosures and other financial gearent.

4.14 Table Examination techniques used

Examination techniques used frequency| percent
Review of financial statements and returns 27 77.14
Examination of information from third party 10 38.
Observing, discussing and reviewing documentsxgiagers 19 54.29
Examination of taxpayer’s record such as booksdamodiments 23 65.71
Physical checks of current transactions, voucleessets and other aspect 18 51.43

Source: Survey outcomes and own computations (phelldnswers were possible)

4.15.Audit case selection methods
Another aspect of tax audit practice is use of appate audit case selection methods to select

taxpayers for audit. In A/K/S/C, audit of all tayeas is unattainable having inadequate audit
resources and large noncompliant taxpayers (edjyesimall and medium enterprises) both
unknowingly and intentionally. Taxpayers might umdgort their income, not pay tax returns
when due, fail to register when required by theltax and fail to file their tax returns. As noted
in the literature, the selection of appropriateitcandidates in line with program objectives is a
key to the effectiveness of tax audit program (Bearand Ramachandran 2004). According to
the interview with tax audit section head auditecdms been rarely selected through risk
management department of ERCA A/K/S/C office casaew. As stated by (OECD 2004a) In
effective translation of strategic priorities fask treatments in to individual case selections for
action (1) Accurate & timely data and informatioelevant to the compliance risks to be
addressed, and (2) knowledge management and antdgbiniques to analyze the base data and

facilitate feedback in to the compliance risk maragnt process.

The essential information to case selection coma® frevious case histories of the taxpayer
concerned, information from third parties such asks and informants (whistle-blowers), and
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intelligence team, which can confirm the detail®wgh on the tax return, and more generic
taxpayer (business sector profile). As the intewvievealed the case, selection decision is based
on accurate and timely taxpayer data; the inforomatised for tax audit might be from case
histories of taxpayers, third parties, and busirsessor profile. The criteria or information based
selection system presupposes certain clue of nopicamee, which might be a sign of other

things such as change in economic conditions ih pacticular sector or taxpayer type.

As the interview result revealed, taxpayers havenbselected based on their associated
compliance risk (compliance risk indicators) for ddupurpose. A/K/S/C has partially
implemented data mining and statistical analysishrigues to identify patterns of
noncompliance in the past and those characterigtiahe current population. Data mining
requires significant investments in IT both hardsvand software, and it may be difficult to
acquire accurate data on which IT programs canabpdOECD 2004a). However, in ERCA
A/K/SIC SIGTAS has not been fully utilized for rislksessment and the use of SIGTAS does not
provide reliable decision to assure appropriatk sislection due to absence of well-organized
and clean data. This condition results the auditkwto be mainly depend on external sources,
and the unorganized and insufficient audit infoioratfrom internal sources might hinder the

audit operation from being performed on time anddmeduled.

Currently A/K/S/C uses both random selection systnd risk-based approach concurrently.
The risk selection criteria include the trend ofagleén tax payment, non-filing tax returns, nil tax
declaration, showing abnormal and repetitive legsort, showing profit significantly deviated
from previous periods (underreporting income), rapg exaggeratedly deviated margin from
the sector, potentially over claimed deductiongjsural credit and refund claim, and past case
histories of the target taxpayer. In the risk-baapdroach the data is reviewed against a set of
risk indicators and the results be ranked in teofthe risk of noncompliance identified. Such
system is an essential tool in facilitating thelegion of bulk of returns with no or very low
identified risks and allowing the resources fok lidentification to concentrate their efforts only
on those cases with significant identified risk&E(@ 2004a). As (Vellutini 2010) stated, with
random case selection system, ERCA might fightugiion at the expense of not focusing on
highest risks, and treat both compliant and nondiamiptaxpayers equally regardless of their
associated risk. However, simple random selectamahmajor drawback that both honest and
dishonest taxpayers are equally treated since pildlpaselection give equal chance of being

selected for both (Gupta and Nagadevara, n.d)
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Chapter 5: Conclusions and Recommendations
The previous chapter presented the results and/sasalf the study. The basic intent of this

chapter is to present the overall overviews ofrdeearch by summing the main findings of the
analysis part and give future research directidrise chapter is structured in two sections;
accordingly the chapter starts its discussion Igflgrsum up the overviews of the study and its
main findings. In section two based on the studyifig the researcher highlight some

recommendations suggested as a solution to prolitEahbave been identified in the study.

5.1. Conclusions
Taxation is key source of revenue for the goverrineérEthiopia followed by external loan
grants and assistances. In addition, taxation isdu® allocate economic resources for
government's priority by directing economic agetatdhe development goals foreseen by the
government through the incentive schemes embeddddnwhe prevailing tax laws. The
responsibility to collect revenue in Ethiopia restgh the Ethiopian Revenue and Customs
Authority (ERCA); in which one of the branches isldls Ketema Sub City. Nevertheless, the
performance of tax revenue is relatively poor thladbws, the Revenue Authority of A/K/S/C
collects less revenue compared with the plan, wiidaused by lack of voluntary compliance
mainly due to paucity of taxpayers’ awareness &editeakness in the tax administration itself,
ineffective audit program in particular. A well4sttured tax audit program is vital to achieve
revenue objectives and sustain the health of tleststem by reducing tax gap through
voluntary compliance improvement and additional tatlections. Further, it might provide
valuable support in identifying areas of the taw lthat require clarification or addressing

deficiencies in the law, and to influence complaot taxpayer at all levels.

Thus, the study examined the problems in tax gurdittice in Ethiopian Revenue and Customs
Authority (the case of the A/K/S/C). The study wasnducted to investigate the tax audit
practice, and to identify the main problems of tie audit program performed, that affects tax
revenue collection. The study adopted both qudivtaand qualitative approaches. Specifically,
the techniques used in the study include survelg v@ix auditors, in-depth interviews with tax
audit section head and risk management departmmehtdacumentary analysis. The findings

from the discussions are concluded in the subsegaeagraphs.
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Tax audit program remains undeveloped with an esiphan comprehensive and desk audit
with the exclusion of other audit methodologieseihis a slight range of tax audit activities
performed targeting aptly specific risks, which htigesult in less proportionate and measured
responses in terms of additional revenue collectod voluntary compliance improvement.
Further, the audit program performed in ERCA codetect noncompliance behavior of
individual taxpayers, and used as a complianceresfoent tool to collect unpaid or evaded tax
return and to ensure the deterrent effect. Thraugtit, ERCA A/K/S/C utilizes its enforcement
powers in addressing tax revenue in arrears ansi@vahallenges, and makes its power visible
to the community to encourage noncompliant taxmgay@rcomply. However, tax audit practice
in ERCA A/K/SIC is a toddler tool in improving voitary compliance through helping
taxpayers to understand their tax and customs atibigs that could generate the right tax
revenue at the right time.

Currently, segmentation approach (categorizatiotawnfpayers) is adopted and would provide
one spot customer service that might result cust@agsfaction, and minimizes both taxpayer
compliance costs and tax administrative costs. Wewdax audit program is mainly directed to
specific segments and sectors those have largpdi@xntial with less emphasis to medium and
small category of taxpayers’ community. In additidime audit coverage is unsatisfactory that
might be due to inappropriate audit type adopted resource constraint. Further, taxpayers are
selected for audit based on risk criteria, andcseteaudit cases are expected to be performed
within 5 days period regardless of the complexityaodit cases and the size of the taxpayers.
Taxpayers might be repetitively audited if theraumsindication of serious tax fraud. As a result,
there is unreasonably consumption of audit resguasewell as increase the hardship associated
with repetitive audits for fully compliant taxpagercorruption might also arise due to repetitive

contact between the same auditors and taxpayers.

The potential amount of tax revenue that might tenél with the target taxpayer and the
possibility of collecting evaded tax return, is $econdary objective of tax administration, have
been also considered for conducting audit. Moreothex case selection decision is based the
information from SIGTAS, past case histories ofp@ayers, third parties such as banks and
informants, and intelligence team. However, the a§e6SIGTAS does not provide reliable

decision to assure appropriate risk selection dusence of well-organized and clean data.

69



Once the data is collected, audit cases have l®ected using both the previous case selection
system (random selection) and automated risk-sgasystem concurrently. Data mining and
statistical analysis techniques is partially impégrted which requires significant investments in
IT both hardware and software. However, the auditfionality of SIGTAS in A/K/S/C is not
being fully utilized for risk assessment and the a6SIGTAS does not provide reliable decision

to assure appropriate risk selection due to abseineell-organized and clean data.

To check the accuracy of tax returns, various tygfesformation might be reviewed namely tax
returns, financial statements, accounting recordsstoms declaration and other source
documents. The accuracy of taxpayers’ tax liabilgydetermined mainly through analytical
review of financial statements and returns. Howgtrez application of investigation approach is
not as such in practice, and it might be difficdtdetermine what wealth the taxpayers have

accumulated but not documented or recorded in Humks of accounts and financial reports.

Regarding audit staff, there is no competency assest model, and less emphasis is given for
continuous upgrading the capability and knowledfystaff resources once they have given and
held a particular position. There is also highaffsurnover in the tax authority, tax audit team

in particular. The authority fails to retain proént and well-trained auditors. As a result, ERCA
does not have experienced and proficient tax argdiitax auditors are not at the required level
of operational capability to conduct tax audit gmfessional capability to give appropriate

services to taxpayers. The incapability of tax sardnight be due to absence of using effective
pre-audit plan and inadequate audit training.
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5.2. Recommendations
This section provides some recommendations thasaggested as a solution to mitigate the

operational problems of tax audit program so thatrtprove voluntary compliance and to meet
the revenue needs of the ERCA. Therefore, basdtieofindings of the research the following

recommendations are provided:

» To increase the audit coverage and voluntary ca@npé having inadequate staff
resources, the A/K/S/C should adopt a wide rangaudit methodologies in addition to
full comprehensive audit. The spot (issue) audiusth be widely applied to increase the
audit coverage, and education type audits thatatrget in place should be implemented
to improve taxpayers’ awareness and voluntary c@ampé. In addition, ERCA should

give emphasis and assign adequate audit staff&ésiigation audit.

» ERCA should give emphasis for all levels of taxpasggments to improve future overall
taxpayers’ voluntary compliance that may affectufattax revenue, and to be capable to
sustain confidence in the tax system and its aditnations. All levels of taxpayer
community should feel that their underreporting atlier noncompliance activities have
a good chance of being detected due to high prbtyadi being audited.

» ERCA should revise the stated 5 days audit periatth whe consideration of the
complexity of the cases and the size of the taxgalgebe audited. The authority should
dispense more time for complex cases and audiargieltaxpayers to properly detect
noncompliance and achieve the required audit qualit

» To avoid unnecessary resource consumption and nzimioompliant taxpayers’ burden,
ERCA should consider the inherent factors in a $ipegector and economic conditions
before conducting audit in consecutive audit pesiod the same taxpayers that have
been audited and show less tax return in the dupenod. In addition, the authority
should give attention and preclude tax auditorsnfrauditing the same taxpayers in
different audit periods to alleviate the risk ofrregtion. The authority should also give
priority to the detection of compliance risk rathban considering the collectability of

the evaded tax return, which should be a secoratgective.

71



The authority should make SIGTAS accessible toataditors, and should fully utilize it
for risk assessment purpose. There must be alpedified time range within which the
taxpayers are expected to present their repomformation, to enforce especially non-

volunteer taxpayers, and to get the necessarynafoon as required for audit activities.

The ERCA should use full risk-based audit selectstrategy that rewards taxpayer
compliance with a light touch approach and opemgndnstrates that valuable taxpayer
resource is being deployed against the non-conpliihe tax audit program that

properly identify risks and focus on customers wdr@ not complying should be

implemented. Taxpayers who are complying shouldefieby not being subjected to

harassment and unnecessary audit activity thatrim rhinimizes costs of administration

and reduces taxpayer compliance costs.

Tax administrators, auditors in particular, shoulot simply enforce and intimidate
taxpayers by raising the consequence of not besngptiant. However, they must foster
tax compliance through improving services to taxgpayto create fair and smooth tax

system with high compliant taxpayers.

ERCA should sufficiently use an investigative agmio to check the accuracy of tax
returns to establish what have not been recordédeiraccounting system. It should use
an investigatory approach to establish the compést® accuracy, timeliness, credibility
and validity of a taxpayer’s declarations, disclesy and other financial arrangements.
Finally, ERCA should increase the number and imerthe capability of total audit staff
resources to achieve required audit rate and ayuditity that might improve overall
compliance and future tax revenue performance. elts#drould be appropriate need

assessment and employees should have been girrengraased on the gap identified.

Auditors should have been given continuous trairsaghat their skills are kept up-to-
date and relevant. Further, the authority shoulgplusufficient computers and other
necessary audit resources for auditors. The atyhsiiould also found a mechanism to
retain the qualified tax auditors. Besides, thesoeawhy staff resources of ERCA, tax
audit team in particular resign themselves fromirtlposition after some years of

experience might need a detail investigation amdbeaa researchable topic in the future.
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Appendix 1
|. Tax auditors survey instrument
Dear Participant

The purpose of this questionnaire is to gathervegledata that will be used in undertaking a
study on the topi€Tax audit practice in Ethiopian Revenue and Cust@uthority: The case
of Addis Ketema Sub city'as a partial fulfilments of the requirements tbe Masters of
Business Administration. The investigator is Kidisegaye who is currently an MSc (in General

Business Administration (MBA)) student at St' Mamiversity.

Purpose of the paper is to examine tax audit ojperaif Ethiopian Revenue and Customs
Authority in the case of Addis Ketema Subcity. Aatiagly, this questionnaire designed to
collect data on the perceptions that you have, tdsvene tax audit practices. Participation in this
paper is voluntary and strict confidential; youroperation in filling out the questionnaire

carefully and genuinely, apart from contributingvewds the successful completion of the study
is essential input towards the creation of a lexatlted knowledge regarding the previously

mentioned issue.

Instruction: Put (X) sign on the box of your choice; multiplesauers are possible if it is

necessary
For further information, please contact Kidist Tagg by the following address:
Tel.: +251937442510

E-mail: kidisttsegaye5@agmail.com
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Part I: Questions regarding background information
1. Gender: Male [_] Fem[_]2

2. Age: Lessthan25ye[” ] 1 2535y ]2
36-45year{__] 3 4655y ] 4
Above55year{ _] 5
3. Highest level of education achieved:
Certificat{_] 1 Dopha__] 2
BSc/BA [_] 3 MSc/MA and abd[_] 4
4. Field of study:
Accounting and Finand__] Management 2[_]
Economics 3 Busin{_Jdministration 4

Others 5, please specify

5. Current job occupation:
Junior Tax audito)l__] 1 Seriiax auditor_] 2

Tax audit team lead{”__] 3  Taxasection head ] 4
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Part II: tions r rding tax it practi

6. What is the primary purpose of tax audit perfornmethe ERCAPmultiple answers are

possible)
To check the evasion of t_]
To create awareness to taxpayd__] 2
To ensure compliance in accordance with tax I[[__] 3
For assessment and collection of additional tarmee [_] 4

Others 6, please specify

7. Which category of taxpayers is most usually aud@@dltiple answers are possible)
Category A1|:| Category B |:|

CategoryC [_]3 All of the_]

8. What types of Audit are usually performed in AdHistema sub cityPmultiple answers

are possible)

Desk Audit[__] 1 Registration Aud{_] 2 Fraodestigation[_] 3

Issue audit[_] 4 Refund Audit [__b n@uehensive audit [_]

Field Audit [_] 7 Advisory audit [_]8

Others 6, please specify

9. When and in what condition the audit type that fiaue selected in question No.8 would

be conducted, and for how longdoesthe audit cageescted to complete?
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10. Does a tax auditor have good access to informdadeh by the taxpayers and others?
Yes |:| 1 l\:l 2

11.Do taxpayers cooperate to give essential informatecessary for performing an audit?
Yes[] 1 N_] 2

12.1f taxpayers do not provide the required documdwayw tax auditors can audit the

taxpayer busines@fultiple answers are possible)
By reviewing the previous case histories of taxpay:encerneD
Using information from third parties such as finiahmstitutionsD
Using business sector profE

Others 4, please specify

13.Does ERCA A/K/S/C repetitively audit the same tapgydn consecutive period?

Yesl [_hetimes2Neutral [} —] 1

14.1f your answer for question No. 13 is yes, when endhat condition those taxpayers are

auditedPmultiple answers are possible)
When serious tax fraud case is fou__] 1
When taxpayers have large tax poted:| 2
When taxpayers reported tax returns less thanqueeriod retur{__] 3

Other 4, please specify

15. Do you think taxpayers of ERCA A/K/S/C comply withe tax system in Ethiopia?

Yesl [_hetimes2Neutral [} —] 1
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16.1f your answer for question No. 15 is sometimesi@rhow the noncompliance behavior
of taxpayers is characterized? (multiple answexgassible)
Non-filingtax returns  [_] 1
Underreporting ofincomd__] 2
Fail to registered when requirD 3
Registering of ineligible taxpayeE 4
Non-payment of tax return on tif_] 5
Others 6, please specify

17.What do you think the main reasons for the nonc@npé behavior of the taxpayers to
arise? (multiple answers are possible)
Taxpayers’ carelessneEl
Taxpayers’ deliberate actioD
Taxpayers’ lack of awarene|:|
Weakness in tax administration its|:|

Others 5, please specify

18.Do you think taxpayers may believe that there goad chance of being seized in their

underreporting and other noncompliance activitieasnd) an audit?

YesEleutraIZ No3 |:| |:|

19.Do you think a tax audit is a sole treatment fompbance risk available in ERCA
AIK/ISIC?

Yes[_Futral 2 No3 [] 1

20.1s there audit manual to perform the audit work?

YesEleutraIZ No3 |:| |:|

21.1s there any standard in ERCA A/K/S/C that requites audit work to be started and

completed within a predetermined timeframe?

YesEleutraIZ No3 |:| |:|
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22.1f your answer for question No. 21 is yes, are tygus aware for this standard?

YesEleutraIZ No3 |:| |:|

23.How does the effectiveness of tax audit is measured
By productivity and yield of audi__] 1
By volume of the audit performeD 2
Both by volumes of audit & productivif__] 3

Others 4, please specify

24.How and by what criteria the position that currgytbu hold is provided to you?
Based on education level achievd ] 1
Based on your field of study completD
Based on exam and training attende{__B
Based on your past work experience related to yoaitionD

Others 5, please specify

25.For how long did you work with your current job apation in ERCA?

Lessthan2yeal ] 1 2-4yf_]2
5-7years[_] 3 g-10ye[ ] 4
Above 10year{ ] 5
26.Did you have any audit experience before you joithedERCA?
Yes |:| 1 l\:l 2
27. If your answer in question No. 26 is yes, how laidjyou work as an auditor?
Lessthan2yeal ] 1 2-4y{__]2
5-7years[_] 3 g-10ye[ ] 4
Above 10year{ ] 5
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28.What are the main activities that tax auditors etgxtto perform during an audit period?
(multiple answers are possible)
Educating taxpayer{__] 1
Search for unregistered taxpay{__] 2
Detecting noncompliance behavior of individual ta)«prD 3
Interpreting complex tax rules and regulationstaxpayerq: 4
Identify areas of tax law that require clarificatiand amendmerD 5

Others 6, please specify

29.Are there enough audit staff resources to perfoomprehensive crosschecking of

invoices or transactions and onsite audits oraafpayers?

Yes[] 1 N_] 2

30.How many audit cases on average an individual ¢juauditor) has expected to complete

in a month at Addis Ketema sub city?
Less than 4 cas{__] 4t07 cases2 [_]
7t0 10 case{___Jove 10 cases4 ]

31.How many audit cases on average an individual ¢gseniditor) has expected to complete

in a month at Addis Ketema sub city?
Less than 4 cas{__] 4107 cases2 [_]
7 t0 10 case{___Jove 10 cases4 1

32.Does ERCA provide training regarding tax law anddadit issues before you engage in

tax audit activities?

Yesl [_petimes2Neutral [ 1 1

33.Does ERCA perform a continuous assessment to inegio capability or competency of

auditors engaged in the tax audit activities?

Yesl [_petimes2Neutral [ 1 1
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34.Which type of tests is conducted at ERCA to chéekaccuracy of tax returns? (multiple
answers are possible)
Review of financial statements and retf _]
Examination of information from third parE 2
Observing, discussing and reviewing documents)gfagerd” ] 3
Examination of taxpayer’s record such as bookschmdjments|:| 4
Physical checks of current transactions, vouclassets and other aqu:| 5

Other 6, please specify

35.When and in what conditions the tests that you hselected in question No. 34 are

conducted?

36. What are the challenges of tax administrationteelavith the tax audit? Besides, what

do you suggest for the improvement of Tax admiaigin and tax audit program?

37. Do you have any ideas, opinions and suggestioais tve not been included in the

aforementioned questions, regarding tax audit et

Thank you for your cooperation!
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Appendix 2 - Tax audit section head in-depth interiew instrument

1. What is the primary purpose of conducting an audit?

2. Is there a responsible unit at ERCA for the ingggton of serious fraud or evasion? If
yes, how those responsible units decide aboutékd to investigate a certain taxpayer?
When and how an investigation on a selected taxpay®nducted?

3. What type of audit is mostly performedin ERCA A/KZ3 How and in what condition
does those types of tax audit performed?

4. Which category of taxpayers and business secterasrally selected for tax audit? What
would be the reason behind this selection?

5. Does ERCA A/K/S/C gather information regarding tagpayers’ compliance behavior
and areas of weaknesses in the tax law througaudi program performed?

6. Are taxpayers’ of ERCA A/K/S/C aware of rules, ridions and other information
regarding taxes? If they are not aware, what A/&/$lans to do regarding awareness
creation and compliance improvement?

7. Does the tax audit program performed by the ERCAaeawats power visible to the
community and encourages noncompliant taxpayecerngly?

8. Does ERCA consider the amount and collectabilitjeafreturns assessed for conducting
an audit work?

9. What are the primary criteria and preconditionsneploy individuals as a tax auditor,
team leaders and section heads to participate iaudit activities?

10.What are the required capabilities of auditors,estigators and audit managers in
ERCA?

11.Are there any exam, tutor, and training to hireaamlitor? If so, when and how the
trainings and exams are provided?

12.Are there enough audit staff resources to perfoomprehensive crosschecking of
invoices or transactions and onsite audits onapayers? How and by what criteria
audit cases are assigned to senior and junioragd@it

13.How many audit cases on average an individual Belditor has expected to complete in
a month at the ERCA?

14.1s there any continuous assessment on competenkckreowledge upgrading processes
of tax audit staff? If yes, who performs the assesg? When and how these assessments
are conducted?
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15.How the rank of junior and senior auditors is catempd? When and how do the junior
auditors promote to the position of senior audRors

16.How many audit cases on average an individual éxpezd junior and senior tax auditor
has completed during the year 2007 E.C at Addigikatsub city?

17.How long an individual tax audit employee stays arerage in ERCA? Is there a
possibility of tax auditors resign themselves frtrair position in ERCA? What do you
think the reason behind this?

18.Do you believe that ERCA has currently collectihg potential amount of tax revenue?
If yes, how is it achieved? If not, could you tele the reason behind, and on what audit
cases should ERCA concentrate in its audit work?

19.Do you have any ideas, opinions and suggestionshidnze not been included in the

aforementioned questions?

Thank you for your cooperation!

88



Appendix 3 — Risk management department in-depth iterview instrument

1. How audit cases are selected? What are the bassilered for selecting the audit case?

What are the possible techniques used by the ERBASAC in selecting taxpayers to be
audited?

Does ERCA A/K/S/C select taxpayers’ for audit ussimple random sampling, data
mining, statistical techniques, rule base or autethaisk-scoring system? In what
condition does it use those methods?

Does ERCA A/K/S/C Apply standard risk identificatiariteria for identify highly risky
business for audit

Would you please mention the criteria and proceslused to identify the highest risk

taxpayers?

6. Does taxpayers selected based on their associateuliance risk?

7. Does a taxpayer select for audit in consecutivéoderepetitively? What is the reason

8.
9.

behind for the selection of those taxpayers?
Does the Case Selection method consider the auylaif resource for tax audit

Are taxpayer’s high tax potential and series evagidraud basis for selection?

10.Do you have any ideas, opinions and suggestionshidnze not been included in the

aforementioned questions

Thank you for your cooperation!
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