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AZERBAIJANI VAT IMPLEMENTATION

THE WAY FORWARD

In 2007, VAT generated total revenue of AZN 1,176 million (domestic products AZN 662 million and imports AZN 514 million); 22.2% of total tax revenue and 4.7% of total GDP. As indicated in Table 1, revenue performance of the Azerbaijani VAT remains low in comparison to that of every other CIS country, with the only exception of Uzbekistan. This indicates that there is a potential to generate substantially greater amounts of revenue from VAT in Azerbaijan. Evidence shows that an effectively administered VAT levied over a 15% flat rate should be able to generate more than one third of total tax revenue with a VAT/GDP ratio over 9 percent.  

Table 1:   VAT Rates and Revenue Contribution in the CIS Countries
	Country
	VAT Rate
	In 2005, VAT revenue as % of

	
	
	Total tax revenue
	GDP

	Armenia 
	20
	45.7
	14.3

	Azerbaijan  2005
	18
	31.5
	Total GDP: 4.8

Non-Oil GDP 8.6

	Belarus 
	18 (RR10)
	41.1
	9.1

	Georgia 
	18
	42.9
	8.5

	Kazakhstan 
	15 
	36.8*
	5.0*

	Kyrgyzstan 
	20
	35.1
	7.0

	Moldova 
	20 (RR 5 & 8)
	38.9
	12.3

	Russia 
	18 (RR10)
	32.6
	6.8

	Tajikistan 
	20
	53.5**
	6.8

	Turkmenistan
	20
	NA
	NA

	Ukraine 
	20
	34.4
	8.0

	Uzbekistan 
	20 (RR15)
	24.6
	5.4

	Average
	18.9
	37.9
	8.0


Note: RR = Reduced Rate, * 2003, ** internal taxes on goods and services, NA = Not Available

As indicated in Table 2, there has been an erratic trend in the VAT revenue collection between 2003 and 2007, when growth rate of VAT revenue collection ranged from 9.5% in 2004 to 37.2% in 2007.

There has been a decreasing trend in VAT revenue/GDP ratio in the review period. 

While buoyancy was over 1 in 2003 and 2007, it was much lower from 2004 to 2006. As buoyancy coefficient shows the percentage change in tax revenue that is associated with a one percent change in income, a co-efficient below 1 indicates that tax system is not much responsive to the GDP. It means that VAT revenue does not increase automatically at the rate of increase in GDP.
Table 2: VAT Performance
	Performance Measures
	Year

	
	2003
	2004
	2005
	2006
	2007

	VAT Growth rate
	20.2
	9.5
	24.5
	18.7
	37.2

	VAT/GDP Ratio
	5.7
	5.3
	4.8
	3.9
	4.7

	Potential VAT collection as % of GDP*
	13.0
	12.4
	9.5
	8.2
	8.0

	VAT Compliance rate)**
	44.0
	51.5
	50.7
	47.9
	58.2

	Buoyancy***
	1.3
	0.6
	0.8
	0.6
	1.4

	Efficiency Ratio****
	31.9
	29.5
	26.6
	21.9
	25.9

	C-efficiency Ratio*****
	44.0
	42.9
	50.7
	47.9
	58.2

	VAT Productivity******
	47.8
	56.7
	55.7
	52.4
	65.1


* The nominal VAT rate multiplied by consumption as % of GDP.

** Actual VAT collection as % of GDP/ potential VAT collection as % of GDP.

*** % change in VAT revenue / % change in GDP.

**** Ratio of VAT revenue to GDP/VAT rate.

***** Ratio of VAT revenue to consumption/VAT rate

****** (Net VAT collection/net national consumption, which is consumption minus VAT)/Nominal VAT rate.

Efficiency ratio, which is used as an indicator of the performance of VAT, has been less than 32 during the review period. This low ratio may be the result of eroded tax base, zero-rating and weak enforcement.

C-efficiency ratio ranged from 42.9 in 2004 to 58.2 in 2007 during the review period. Under an ideal situation where a uniform VAT is levied on all consumption, C-efficiency ratio would be 100.    
VAT Registration Threshold

The current VAT registration threshold is AZN 22,500/quarter. The system of fixing the threshold on a quarterly basis is unusual. The common practice is for suppliers to become liable to register either when their total taxable turnover of the past 12 months exceeds the registration threshold or the taxable turnover in the coming 12 months is likely to cross the threshold. The current system may sometimes bring seasonal businesses in the tax net, when their three-month turnover is high due to the seasonal nature of the business. However, this does not seem to pose a problem under the current system since the existing threshold is high. 

While the threshold level may depend upon various factors, including administrative capacity, the situation of maintaining accounts in the trade and industry sector, economic structure, the need of revenue and taxpayers’ level of education, as indicated in Table 2, the Azerbaijani level of threshold (annual USD 106,000) is rather high compared to the corresponding figures of many countries such as Bangladesh (USD 31,000), New Zealand (USD 32,000), South Korea (USD 49,000), Thailand (USD 56,000), Ukraine (USD 59,000), Indonesia (USD 65,000), Australia (USD 70,000),  and Pakistan (USD 79,000). 

Table 3: Level of VAT Registration Threshold in Selected Countries
	Country
	Threshold

	
	National Currency
	US$

	UK
	GBP 55,000
	108,000

	Azerbaijan
	AZN 90,000 (annual)
	106,000

	Pakistan
	PKR 5 Million
	79,000

	Australia
	AUD 75,000
	70,000

	Indonesia
	IDR 600 Million
	65,000

	Ukraine
	UAH 300,000
	59,000

	Thailand
	THB 1.8 million
	56,000

	South Korea
	KRW 48 Million
	49,000

	New Zealand
	NZD 40,000
	32,000

	Bangladesh
	BDT 2 Million
	31,000

	Canada
	CAD 30,000
	27,000

	Sri Lanka
	LKR 1.8 million
	18,000

	Luxemburg
	EUR 10,500
	17,000

	Nepal
	NPR 1 Million
	14,000

	Finland
	EUR 8,500
	13,000

	Denmark
	DKK 50,000
	11,000


One of the consequences of the high Azerbaijani threshold is reflected in the very low number of VAT registrants - approximately 10,500.  The number of VAT registrants in Azerbaijan is much lower than the number of VAT registrants in other countries.  For example, the number of VAT registrants in Estonia, Latvia, Montenegro, Croatia, and Slovakia is 60,603; 66,340; 15,275; 153,149 and 159,106, respectively.

Table 4: Number of VAT Registrants in Selected Countries

	Country
	Total Population
	Per Capita Income (USD)
	Number of VAT Registrant

	Azerbaijan
	8,532,700
	2,537
	10,504

	Montenegro
	684,700
	3,800
	15,275

	Estonia
	1,340,600
	19,731
	60,603

	Latvia
	2,300,000
	16,163
	66,340

	Croatia
	4,500,000
	14,495
	153,149

	Slovakia
	5,400,000
	18,454
	159,106

	Czech Republic
	10,200,000
	23,076
	626,970

	Austria
	8,200,000
	37,431
	784,329

	Hungary
	10,100,000
	18,971
	1,165,886

	UK
	60,200,000
	34,653
	1,868,000


We recommend that the existing threshold should be revised downward and fixed on an annual basis.

Tax Period

Currently, the tax period in Azerbaijan is one month for all types of taxpayers.  VAT registrants are required to file a tax return and to pay tax within 20 days after the end of the tax period. This means that even small taxpayers are required to submit monthly returns and the tax officials have to process them. This structure results in high compliance and administrative costs. 

We recommend that Azerbaijan should consider adopting two tax return periods as follows:

For the large taxpayers, the tax period should be one month. This will ensure regular flow of revenue to the treasury and allow large taxpayers to claim their excess input tax credit.

For other taxpayers, the tax period may be quarterly. Vendors falling in this group may be allocated a return category “A” or “B”, with even and odd numbers respectively. Category “A” vendors may be allocated taxable periods ending on the last days of January, March, May, July, September and November, while category “B” vendors may be allocated taxable periods ending on the last days of other months. This will ease the work of tax administration.

For all tax periods, the tax return may be filed and the tax due is to be paid within 20 days after the end of tax period. Taxpayers may not be asked to submit any documents with the returns. Tax officials may check documents during the time of field audits. While taxpayers should generally be asked to pay the tax before or at the time of submission of the return and attach the payment voucher receipt to the return, there may be provision under which, at times of financial difficulties, taxpayers may be allowed to submit returns without the payment voucher. The advantages of this system are as follows:

· Taxpayers can submit their returns even when they cannot pay the tax due on time, thereby relieving them from paying penalties for non-filing.

· VAT administration will have valuable information regarding taxable activities of the taxpayers, which would be helpful in collecting tax due from taxpayers.

Tax Credit and Refund

Tax credit and refund are two important features of a VAT system that make this tax different from the other types of sales taxes. In the absence of proper implementation of tax credit and refund system, VAT in reality functions like a sales tax. 

Under the current Azerbaijani VAT credit provision, if the goods and services purchased are used in taxable and tax exempt transactions, the input tax can be deducted only in the ratio of goods and services used in taxable transactions. This provision does not seem to be adequate in the case of mixed transactions.  

The following provisions in the case of mixed transactions for input tax credit would be necessary to introduce:

· Inputs directly and wholly attributable to taxable supplies:  full credit

· Inputs directly and wholly attributable to exempt supplies:  no credit

· Inputs that cannot be wholly attributed to either taxable or tax exempt supplies:  input tax to the proportion of taxable sales to total sales

The existing law does not contain a provision relating to input tax credit on stock at the time of VAT registration. A new VAT registrant would therefore have to charge VAT on the sale of these items and would be unable to claim an input tax credit on the purchases made before he is registered. This system leads to double taxation, making the taxpayer less competitive. 

Azerbaijan needs to consider introducing provisions under its VAT laws to provide credit for the tax paid on the purchases before registration in order to avoid the problem of double taxation. 

Under the existing tax code, taxpayers whose zero-rated turnover is more than 50 percent of total turnover (mainly exporters) may apply for a refund of excess input tax credit.  Other taxpayers have to carry forward their excess credit for the next three months.  If the excess credit is not adjusted within three months, they can claim for refund, which has to be made within 45 days of the receipt of the application for refund. The taxpayers are required to make a separate application for a refund claim (as opposed to only submitting a return). If a taxpayer has a tax liability, such as VAT or other taxes, it is first adjusted for that liability, followed by the refund of the remaining amount. 

A 45-day waiting period for refund processing is long, particularly for exporters who cannot make any adjustments with output tax since their transactions are zero-rated and they do not collect any output tax on exports. As a result, they face a cash flow problem, as their money is blocked for long periods of time. Further, they are not paid interest on refunds that are not paid within 45 days.

It is recommended that Azerbaijan improve the existing tax refund system. Azerbaijan’s waiting period for refund processing needs to be reduced.  Depending upon the taxpayers’ compliance history, the common practice for refund processing in the developing world is as follows:

(i) Fast track for exporters with high compliance history:   Refunds may be made immediately in the case of low-risk exporters. Neither documentary verification nor audit is required. 

(ii) Document verification for other exporters:  In case of high risk exporters, documentary verification of input tax and exports will be done before sanctioning the refund claim. 

(iii) Audit for non-exporters:  Refund claims of non-exporters may be audited.

Credit / Debit Notes

Unlike the VAT law in other countries, Azerbaijani VAT law lacks the provision of debit/credit notes which are used to make adjustment in the VAT amount stated in the tax invoice in the following circumstances:

· Cancellation of supply

· Alteration in the previously agreed consideration for the supply

· Change in tax rates

· Return of goods or part of the goods to the supplier.

It is necessary to retain the original invoice in the books, showing the incorrect values.  The credit or debit note reflects only the change in the value of supply or the tax thereon. 

A provision relating to debit/credit notes should be introduced in Azerbaijan. A debit/credit note should contain the following information:

· The particulars prescribed for the tax invoice

· The amount of credit or further charge

· Details of the invoice in respect of which it is issued and a statement of the reason for its issue 

Debit/credit notes may be issued in two copies: the original, to be given to the recipient, and the duplicate, to be maintained for the supplier’s record.  The retention period of debit/credit notes should coincide with that of tax invoices.

Final Words

Keys to the success of the functioning of the VAT: 

· Proper design of VAT, closer to the VAT principles;
· Taxpayers service: education and assistance;

· Registration of all potential taxpayers: easy entry and exit regime for compulsory registrants, but case-by-case review of voluntary registrants;

· Self-assessment and easy filing system;

· Immediate action on non-filers and non-payers;
· Proper implementation of tax credit and refund mechanism;
· Risk-based audit;

· Stringent penal provisions and their judicial application.
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