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Value Added Tax

[ Introduction

One of my friends, a Kenyan tax practitioner, likes to refer VAT as 'very annoying tax’. I think this is such a good joke
that my colleagues have begged me to stop telling it: but it's one of the privileges of age to repeat oneself, and 1
continue to use this gag at every opportunity, at the risk of being considered an old bore. Like all the best jokes,
the humour derives from the accuracy of the observation: VAT can be annoying, and worse, it can be a significant
obstacle to successful investment. I first learned this 20 years ago when I had newly arrived in Kazakhstan, my first
foreign posting, and found that [ was no longer only expected to advise clients solely on corporate income tax (my
previous role in the UK), but also indirect taxes and even personal tax.

[ had to first master input and output tax concepts that a central to the operation of any VAT system. The VAT
charged by the seller of goods and services is known as output tax while the VAT incurred on the purchase of
goods and services is input tax. Taxpayers only have to remit VAT to tax authorities if their output tax exceeds the
Input tax in which case they pay the difference. Taxpayers are entitled to a refund of VAT if their input tax exceeds
the output tax. [ then had to wrestle with import and reverse charge VAT which confounds many taxpayers when
a client came to me asking for advice on a zinc mining project. Reverse charge VAT departs from the norm where
the seller of goods and services charges, collects and remits the VAT to the tax authorities by flipping the rules. The
recipient/buyer rather than the seller of services self-charges output VAT on the imported services received and
where applicable remit the VAT to the tax authorities.

The viability of this zinc project depended to a significant extent on the speed with which the company could
recover input VAT on mine development costs, mostly deriving from imported goods and services. As the mine
was focused on export sales (which are zero rated, of course) there would be no output VAT against which to offset
the input tax incurred. We spent long hours with the client debating the possibility that the tax authorities would
come up with the cash to repay the input VAT, or even agree to offset it against other taxes on the project. At
the time, the government was so short of money that it was likely that VAT repayments would not materialise for
years. My client was not happy with that answer, and the project did not proceed. Since 1998, I have seen similar
1ssues in every emerging market [ have worked in and major foreign investments delayed or abandoned as a result.
One exporting client in Russia had dozens of tax disputes going through the courts simultaneously: each one
resulting from the tax authorities refusing a repayment claim for input VAT. In that context ‘annoying’ seems a very
appropriate word to use!

2. Origin of VAT

The concept of VAT was initially developed during the 1914-18 world war and has been adopted by more than 160
countries worldwide, including recently by India and the Gulf states. The USA is the only major economy not to
have implemented a VAT system. Since the French colonial administration introduced VAT in Cote d'Ivoire in 1954, it
has been widely applied in Africa and was key feature of the tax reforms that many developing countries undertook
in the 1990's. The International Monetary Fund ("IMF’) has been a consistent advocate of VAT and played a major
role in its implementation across Africa in the last two decades.

VAT was introduced in Uganda in July 1996 replacing Sales Tax and Commercial Transactions Levy (CTL) that were
levied on the sale of goods and services respectively. Uganda followed in the footsteps of Kenya which introduced
VAT in 1990. Tanzania and Rwanda introduced VAT after Uganda in 1997 and 2001 respectively. Though VAT is
conceptually superior to sales tax, it is interesting that the business community in Uganda was apprehensive at the
beginning, strongly objected to its introduction and even staged a countrywide strike protesting its implementation
in October 1996. With continued engagement and sensitization, VAT was accepted by the Uganda business
community and there is now a fair amount of knowledge on how it operates. On the continent, VAT typically
contributes around 25% of total tax revenue, though in Uganda the percentage is lower: around 16% for 2017/18
according to the Uganda Revenue Authority (URA) website.

3. Ugandan VAT technical aspects

In the administration of any VAT system, 4 key technical issues stand out, namely the place of supply, the time of
supply, the value of the supply and the applicable tax rates, All these are addressed adequately in Uganda's VAT
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legislation("VATA') as [ set out. With the exception of services and goods imported into Uganda, all other supplies
come within the realm of the VATA if they are made in the country. Goods are deemed supplied in Uganda if the
goods are delivered or made available in Uganda by the supplier or if the delivery or making available involves
transportation, the goods are in Uganda when the transportation commences.

Determination of the value of the supply is also important as it establishes the taxable base upon which VAT is
imposed. In general, the taxable value of a qualifying supply in Uganda is the total consideration paid in money or
In kind by all persons for that supply. There are special rules that apply when a business uses its own supplies for
non-business purposes or there is an adjustment to the nature of the supply made including but not limited to
cancellation, downward revision of order, discount and rebate.

Time of supply also helps ascertaining the timing of the VAT payment. VAT is ordinarily payable in Uganda within
15 days following the month of making the supply. A supply of goods or services generally occurs at the earliest of
the date on which the goods are delivered or made available or the performance of the service is completed or the
payment for the goods or services is made or a tax invoice 1s issued.

The standard VAT rate in Uganda is 18% consistent with what Rwanda and Tanzania charge. The standard VAT rate
In Kenya is 16%. Exports of goods and services are subject to VAT but at the zero rate like other most essential items
Including but not limited to drugs and medicines, educational materials, some agricultural inputs and produce.

4, Criticisms of VAT

Though there is a powerful body of opinion that VAT is an appropriate fiscal tool for all governments, it is not always
been a popular one and as I highlighted above its introduction in Uganda in 1996 was followed by a strike. Malaysia
introduced a VAT system in 2015, only to abandon it 3 years later, following political and practical problems with
implementation. Kazakhstan has also recently considered the option of abolishing VAT. Critics of VAT systems
point to several issues, for example:

a) Itis atax on consumption rather than income or wealth and therefore seen as affecting the poor
disproportionately (because rich people save, whilst poor people must spend all their income on VAT-able
goods);

b) Businesses (particularly SMEs) dislike the record keeping and reporting requirements;

c) VAT compliance is also onerous for tax authorities, which may have limited capacity to manage all the
admunistrative requirements, particularly in developing countries;

d) The cash-flow issues created by delayed repayments can significantly increase project costs (as my Russian
and Kazakhstan clients discovered);

e) Repayment claims create opportunities for fraud, bribery and corruption.

To which we can add, in the case of Uganda, the fact that for most taxpayers, reverse charge VAT on imported
services is not creditable as input tax. This means that while reverse charge VAT is tax neutral in most jurisdictions,
taxpayers have to bear the cost in Uganda.

9. Arguments in support of VAT

The critics of VAT have not been very successful in getting their points across as the number of countries which
have adopted a VAT system attests. Malaysia is the only country I can think of that has recently abandoned an
existing VAT regime. For most governments, the revenue generated is simply too material, the collection machinery
too complex, and too deeply embedded, to consider changing.

Proponents of the VAT system often argue that VAT is conceptually superior to the general sales tax because VAT
addresses the cascading impact that sales tax can have where tax is imposed on tax, if sales tax is collected at every
stage in the production-distribution supply value chain. The tax base at any single stage is therefore the sum of
the sales value of the goods plus the tax charged cumulatively in previous stages along the production-distribution
supply value chain. Tax on tax escalates the prices of goods and services. Businesses are however able to claim
the input VAT that they incur on their purchases for business operations. This ensures that the final consumer to
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whom a sale is made pays VAT only on the value added by the business which is not the case with sales tax thereby
eliminating the cascading impact of tax.

The other advantages that the advocates of VAT, the IMF prominent amongst them, point out to are:

a)  Whilst VAT has some regressive characteristics (L.e. unduly burdensome for the poor) it is less regressive than
the alternatives: consumption and import taxes;

b) The regressive effects of VAT are reduced by government spending financed by VAT receipts on education,
health and other expenditure which reduced poverty;

c¢) Recording and reporting VAT helps to create a culture of compliance in businesses and assists in the collec-
tion and audit of other taxes by tax authorities.

The IMF has devoted considerable energy to helping governments find ways to improve the operation of VAT
repayment systems, for example, by encouraging the establishment of accounting which doesn't permit gross
receipts to be allocated to spending before expected repayments have been accounted for. VAT exemptions have
also come under scrutiny, particularly where these are seen as providing scope for abuse and evasion.

B. Are there alternatives to VAT?

As mentioned above, Malaysia recently suspended its VAT system and returned to a sales tax regime. Though
popular, this is expected to raise only about half of the tax revenue which has prompted several tax changes to
Increase revenues from other sources. If Uganda were ever to consider abolishing VAT, the government would
need to consider carefully how to replace the revenue currently generated by the tax. The most obvious option
would be a sales tax applicable to retail sales of goods (and possibly services). Arguably this would be no more
regressive than the current system, as the economic burden would still fall on the final consumer of those goods
and services, without the need for complex administration of input and output tax on intermediate sales. Property
taxes have also been highlighted as an underexploited source of government revenue in Africa see for example
Taxing Africa, by Mick Moore, Wilson Prichard and Odd-Helge Fjeldstad (Zed books, 2018). This source of revenue
is seen as much more progressive than VAT or sales taxes as it impacts the rich (who own property) much more
than the poor (who do not).

1. Relevance of the debate for Uganda

Uganda is on the cusp of a significant growth opportunity created by investment in oil. Much of the economic
growth resulting will be driven by exports, not only of crude oll, but of oil products from the Hoima refinery, a
new petrochemicals industry and other new industries that will grow up as a result of the more vibrant economic
environment created by the oil industry. Uganda also has huge, underexploited potential for agribusiness and food
processing, which capital generated by oil exploitation will help to release. The problem with VAT repayments raised
in my first paragraph could become a significant obstacle to investment in all these projects unless investors can
be convinced that VAT repayment claims will be made promptly. If they can, there's no problem, but experience
suggests that investors, particularly foreign investors will approach this with scepticism (based on experiences in
places like Russia and Kazakhstan). At this critical turning point, it is important to ask the question whether a VAT
system s still the best option for Uganda.

8. Conclusions

As a tax adviser, I have seen practical problems with VAT in developing countries, particularly those which intend to
promote economic growth through exports. It is of course, easier to criticise the status quo than to come up with
a workable alternative and given the investment that has already been made in developing and implementing VAT
in Uganda, it would be very hard to make a change. That being said, it will only become harder in future, and its is
at least worthwhile considering whether VAT is still 'fit for purpose’ as Uganda moves towards oil development and
export led growth, and whether there are better options out there.
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