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The value-added tax (VAT) has the potential to gener-
ate Jigm'ﬁaznt government revenue. Despite its intrinsic
self-enforcement capacity, many tax administrations find it
challenging to refund excess input credits, which is critical
to a well-functioning VAT system. Improperly functioning
VAT refund practices can have profound implications for
fiscal policy and management, including inaccurate deficit
measurement, spending overruns, poor budget credibility,
impaired treasury operations, and arrears accumulation.
This note addresses the following issues: (1) What are VAT
refunds and why should they be managed properly? (2)
What practices should be put in place (in tax policy, tax
administration, budget and treasury management, debt,
and fiscal statistics) to help manage key aspects of VAT
refunds? For a refund mechanism to be credible, the tax
administration must ensure that it is equipped with the
strategies, processes, and abilities needed to identify VAT
refund fraud. It must also be prepared to act quickly ro
combat such fraud/schemes.

Introduction

The VAT is one of the most important taxes in
the world, both in terms of its global adoption and
revenue-generating potential. It has now been intro-
duced in more than 160 countries and accounts for
over 30 percent of the total central- and federal-level
government taxes collected worldwide (WoRLD 2019).
The VAT is an attractive tax because of its potential for
generating significant government revenue and intrin-
sic self-enforcement capacity.

Nevertheless, one of its design features—the refund-
ing of excess input credits—is challenging for many
tax administrations and can easily undermine VAT

This note was prepared by Mario Pessoa, Andrew Kazora Okello,
Artur Swistak, Muyangwa Muyangwa, Virginia Alonso-Albarran, and
Vincent Koukpaizan. It was reviewed by Gerd Schwartz, Michael
Keen, Victoria Perry, Katherine Baer, Manal Fouad, Andrea Lem-
gruber, Andrew Masters, Debra Adams, Eric Hutton, Therese Van
der Poel, Enrique Rojas, Yasemin Hurcan, Abdoulahi Mfombouot,
Racheeda Boukezia, Majdeline El Rayess, Xavier Rame, David
Gentry, and Lisette Atiyeh. This note is dedicated to the memory
of our wonderful colleague, Mario Pessoa, who passed away before
its completion.

operations (Ebrill and others 2001).! Recovering excess
input VAT credits is critical to a well-functioning
VAT system. Most VAT laws include provision for
this design feature; taxpayers usually have the right to
claim legitimate excess input VAT credits and receive
cash refunds within legally prescribed deadlines (for
example, one month). However, the reality is often
different from the VAT law’s intention. Country
experience, especially in low-income countries, shows
that access to VAT refunds is often limited. The refund
requirements taxpayers must meet in order to claim
VAT refunds, and the associated tax administration
procedures, are complex and burdensome, often
discouraging taxpayers from claiming legitimate VAT
refunds. When taxpayers do claim such refunds, they
frequently experience significant delays or are not paid
at all. These problems are not the result of the VAT’s
design, as such, but stem from inadequate legal and
institutional frameworks and weak (administrative)
capacity to identify VAT refund fraud and implement
preventative measures.

A taxpayer’s behavior strongly affects the actual
functioning of the VAT refund mechanism. VAT
refunds are vulnerable to fraud, which may lead to
treasuries losing substantial amounts of money, neg-
atively impacting government revenue (Andrew and

Baer forthcoming).? Tax administrations are thus often

!'The focus throughout this note is on the “invoice-credit”
method, which is applied almost universally. Under this form of the
VAT, a taxpayer has the right to credit the input VAT (s)he pays
against the output VAT (s)he receives. In most cases, taxpayers have
more than enough output VAT to offset their input VAT credits,
which leaves them with positive net VAT liabilities. However, this
is not always the case; taxpayers with little or no output VAT (for
example, exporters or those investing heavily in business equipment
or premises during the taxable period) may be left with negative
VAT liabilities.

2Reported VAT refund fraud illustrates the scope of this problem.
For example, in 2013, the total VAT collection gap for European
Union (EU) member states was almost EUR 170 billion, of which
the estimated cross-border (refund) fraud accounted for around EUR
50 billion. The balance was attributed to other types of VAT evasion,
legal avoidance, and unpaid VAT liabilities caused by insolvencies.

In Australia, a 2013 investigation into a VAT refund fraud involving
gold revealed that the Australian treasury lost about AUD 700 mil-
lion over a five-year period through fraudulent VAT refund claims.
This loss represented about 5.5 percent of net VAT receipts.
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reluctant to pay out VAT refunds in countries with
high levels of noncompliance or fraud and weak fraud
detection mechanisms. To reduce fraud, some coun-
tries limit taxpayers’ VAT refund rights or implement
cumbersome verification procedures that delay VAT
refund payments. The incidence of VAT fraud, while
significant and challenging, should not prevent the
VAT refund mechanism from operating effectively.

The refund system is one of the principal pressure
points in administering invoice-credit VATs (Ebrill
and others 2001). Taxpayers and their agents often
complain about VAT refund management, particu-
larly in low- and lower-middle-income countries with
weak tax administrations. They cite long processing
times and inefficiency in verifying refund claims as key
challenges. At the same time, many tax administrations
assume that taxpayers cannot be trusted to make accu-
rate declarations and therefore treat the majority of
refund claims as fraudulent. Administrative processes
are often designed to increase compliance costs and
delay the processing and payment of refund claims.
This, along with a lack of adequate resources to pay
VAT refunds, can result in the accumulation of large
stocks of outstanding VAT refund claims.

VAT refunds typically account for a large propor-
tion of gross VAT revenue collected. The VAT is not
the only tax that requires refund payment. Income
taxes, excises, and customs duties—depending on their
design—may also require returning excess payments
to taxpayers. However, refunding is more intrinsic to
the VAT because of its design, which makes it par-
ticularly vulnerable to risk. Indeed, the magnitude of
VAT refunds, sometimes exceeding 50 percent of gross
VAT collections and accounting for several percentage
points of a country’s GDP, may expose weaknesses in
VAT refund management and encourage tax fraud.

Administering VAT refunds requires a balanced
approach that facilitates refunds for legitimate claims
but also has robust anti-fraud and anti-evasion mea-
sures in place.’ An efficient VAT refund system should:
1. Not impose layers of administrative requirements

and stringent legal restrictions on legitimate

refund claims.

3The latter part is addressed more comprehensively in “Combat-
ting VAT Refund Fraud” (Andrew and Baer, forthcoming). The note
discusses the nature and extent of VAT refund fraud in selected EU
countries. It argues that this type of noncompliance requires the tax
administration to adopt a coordinated strategy and deploy a range of
countermeasures. While the note focuses on the EU, several of the
lessons therein apply to countries at different income levels.
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2. Be based on risk analysis to ensure that claims are
processed. At the same time, the system should
guard against refund fraud (as part of a broader,
comprehensive VAT compliance and anti-fraud
strategy covering all taxpayer obligations, includ-
ing registration, filing, payment, and accu-
rate reporting).

3. Be fully resourced, with revenues and refunds
reconciled, accounted for, and registered in the
national accounts to ensure transparency. All
government departments with interests in this area
(Ministry of Finance, Tax Administration, Statistics
Department, and so on) must cooperate to ensure
that the management of VAT refund operations
is effective.

Building on earlier IMF analytical work (Harrison
and Krelove 2005),4 this note guides policymakers
in improving the design and administration of VAT
refunds across various areas—from VAT policy to
tax administration to public financial management
(PFM)—in a unified manner and across all stages of
VAT management, reflecting international good prac-
tices. It analyzes the results of a brief survey of VAT
refund practices in 18 selected countries at various
income levels,? and reflects IMF advice to countries.
The note also uses selected datasets, including those
from diagnostic tools,’ to highlight key issues and
draw lessons. While the note focuses on VAT refunds,
it also addresses issues related to the management of
VAT credits, which may lead to revenue loss whether
these give rise to actual refund claims and pay-
ments or not.

‘The note is structured as follows: the next section
discusses the rationale for issuing VAT refunds and
the policy implications for an ill-functioning VAT
refund mechanism. The following section provides an
overview of VAT refund levels and assesses how these

“Harrison and Krelove (2005) examine the refund approaches of
tax administrations in 36 developing, transitioning, and developed
countries. They also evaluate the effectiveness of these approaches
and suggest a best practice model that accounts for compliance issues
faced by countries at different developmental stages. See also Keen
and Smith (2007), and Chapter 15 of Ebrill and others (2001).

5The countries are Australia, Bolivia, Botswana, Costa Rica,
Ecuador, Guatemala, Indonesia, Jamaica, Kenya, Madagascar,
Mauritius, Morocco, Peru, Portugal, Sierra Leone, Uruguay, Zambia,
and Zimbabwe.

These include the Tax Administration Diagnostic Assessment
Tool (TADAT), Revenue Administration Fiscal Information Tool/
International Survey on Revenue Administration (ISORA), and
Revenue Administration Gap Analysis Program (RA-GAP).



may reveal weaknesses in the management of VAT
refunds. The penultimate section proposes a frame-
work for managing VAT refunds, taking into account
international experience and good practice. The final

section concludes.

VAT Refunds: A Primer

Why Issue VAT Refunds?
The VAT is a consumption tax borne by the final

consumers of goods and services (in most cases,
households).” By design, the VAT—unlike retail
sales tax (RST)—is collected at all stages of the
production-distribution chain, including on interme-
diate transactions. However, VAT is only paid on the
value added at each stage. This approach, as opposed to
the RST, strengthens enforceability, since tax is payable
whenever a taxable supply is produced. This simplifies
the process, as the seller has no need to distinguish
between business-to-business and business-to-consumer
transactions. However, a mechanism that adjusts for
VAT paid on business input must be in place. With-
out this mechanism, the VAT becomes a turnover
tax, leading to tax cascading and making the tax base
greater than the actual value added at any given stage
of production.

The most common approach to ensuring that
the VAT falls only on final consumption is the
invoice-credit method.® According to this method,
taxpayers can credit input VAT they have paid (and
shown on their purchase invoices) against output VAT
they have collected (and shown on their sales invoices).
In some cases (such as those involving exporters or
those investing heavily in business equipment or prem-
ises during the taxable period), taxpayers may not have
sufficient output VAT (VAT collected on their sales)
to offset their input VAT credits (VAT paid on their
purchases). This leaves them with negative net VAT
liabilities. These excess VAT credits should be refunded
to taxpayers promptly.

7This category also includes governments, NGOs, and other
entities deemed to be final consumers, for example, small traders or
VAT-exempt businesses.

80ther VAT accounting methods, such as the subtraction method,
are possible, and would also generate VAT refunds, albeit at lower
levels (Zee 1995). Because that method is not widely used, this dis-
cussion of the VAT refund mechanism and its management focuses
on the invoice-credit method.

HOW TO MANAGE VALUE-ADDED TAX REFUNDS

Failure to refund excess tax credits turns the VAT
into a tax on production, distorting and discourag-
ing investment and production. Without a refund,
the VAT cascades along the production-distribution
chain and either inflates consumer prices or reduces
business profits, depending on market conditions and
the extent to which taxpayers can shift unrecovered
VAT to their clients. If excess VAT credits are not
refunded in a timely manner,” they strain business cash
flow (in extreme cases, even contributing to business
failure), increase production costs, and lower invest-
ment returns. Thus, a well-functioning VAT refund
mechanism has profound implications for overall
competitiveness, productivity, and capital formation.
A poorly functioning VAT refund mechanism may
adversely affect the VAT design itself (see Section B in
this chapter), further undermining the tax’s efficiency
and neutrality.

Refunding excess VAT is essential to an effective
VAT system. However, the extent to which legiti-
mate VAT refund claims arise varies from country to
country and is largely a function of VAT design and
tax administrative capacity. It is also a function of the
extent of net exports as a proportion of GDP. Certain
circumstances may place taxpayers in an excess VAT
credit position, leading them to claim VAT refunds.
Some are “structural” (for example, zero-rated exports),
and some arise from other design choices (for example,
zero-rated domestic transactions or use of VAT with-
holding mechanisms).

The most common situations that give rise to VAT
refund claims are as follows:

1. Exports and other zero-rated transactions.

2. Investment and inventory buildup for either new
businesses with no output VAT, or existing ones, for
which spending on business expansion (input VAT)
exceeds current sales (output VAT).

3. The existence of reduced VAT rates, which may
give rise to a situation where different VAT rates
are applicable to inputs and outputs, resulting in an
output VAT that is less than the input VAT.

4. The use of VAT withholding and reverse charge

mechanisms,!? where taxpayers conducting

9Good practice (resulting in an “A” score) for VAT refunds—as
defined by TADATs standardized assessment criteria—is to pay
90 percent of VAT refund claims within 30 days.

1OVAT withholding and reverse charge mechanisms differ. In
the case of VAT withholding, a buyer retains a portion of VAT on
his purchases (usually at a prescribed percentage of gross payment,
for example, 10 percent) and pays this amount directly to the

International Monetary Fund | April 2021 3
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Figure 1. VAT Refund Mechanism According to Current Law, by Country, 2019

B Immediate refund

M Limited carry-forward

Indefinite carry-forward

Source: E&Y (2019) Worldwide VAT, GST, and Sales Tax Guide.
Note: VAT = value-added tax. The boundaries, colors, denominations, and any other information shown on the maps
do not imply, on the part of the International Monetary Fund, any judgment on the legal status of any territory or

any endorsement or acceptance of such boundaries.

transactions (even if subject to a standard VAT
rate) may not have enough output VAT to offset
their input VAT.

A separate VAT refund category (issued to non-VAT
payers and hence those outside the VAT system)
involves refunds for diplomatic missions, foreign tour-
ists, local governments (VAT compensation schemes),
and foreign (nonresident) businesses. Examples of
the latter include EU VAT systems, which allow for
VAT refunds on eligible expenses (transportation, car
rentals, hotel accommodations, training, restaurant
meals, and so on) for nonresident businesses. Concep-
tually, such refunds are equivalent to zero-rating, where
a buyer is entitled to receive goods (or services) free of
VAT, but rather than receiving this benefit at the point
of sale, the buyer is required to seek a refund.!!

Countries have differing mechanisms for refund-
ing excess input VAT credits. There are three major
approaches (see Figure 1, which shows practices
across regions):

tax administration (on behalf of the seller). Depending on the
amount withheld, the seller may need to seek a refund from the tax
administration for the overpaid amount. Under the reverse charge
mechanism, the buyer is responsible for accounting for and remitting
the VAT associated with the transaction.

'This approach is preferable to zero-rating at the point of sale, as
it helps limit VAT system abuse.

4 International Monetary Fund | April 2021

1. Immediate refund system (common in EU coun-
tries, Australia, and Canada), where a VAT payer
can claim a refund for excess input VAT credit
without delay, that is, at the end of each accounting
period (usually one month).

2. Limited carry-forward system (used, for example,
in Albania, Angola, Armenia, Bulgaria, Malta, and
Spain), where a VAT payer can claim a refund of
excess input VAT credit only after a certain period.
Payers must carry forward their excess input VAT
credit for a minimum period (usually between
three to 12 months), during which the credit can
be offset against output VAT, and—if there is any
remaining credit—claimed and refunded at the end
of the period.

3. Indefinite carry-forward approach, where a VAT
payer has no right to claim a refund and must
offset excess input VAT credit against output VAT,
with a few exceptions, usually for exporters (for
example, most Latin American countries, Algeria,
China, Madagascar, and Vietnam), or with respect
to certain inputs only (for example, investment and
inventory buildup spending in Turkey or capital
goods purchases in Mauritius).'?

2Turkey uses a positive list of cases for which excess input tax
credits may be refunded (those resulting from exports, domestic
supplies subject to zero or reduced rates, or supplies subject to VAT



The immediate refund system is by far superior
to the carry-forward system. Although the latter
ensures that excess input VAT credits will eventually
be recovered, it is costly for taxpayers in terms of the
time-value of money and the strain on business cash
flow. It is even more costly and cumbersome when tax-
payers are required to carry forward their excess input
VAT credits indefinitely, with no refund claim rights.

For example, Turkish taxpayers with excess input
VAT credits arising from investments may only recover
their input VAT against their future output VAT and
have no right to claim refunds. In practice, clearing
excess VAT credits may take several years, and some
taxpayers (for example, those who are bankrupt or
have otherwise ceased operations) will never obtain
refunds for their input VAT.

In principle, once VAT refund claims are approved,
they should be paid in cash, in other words, using
the same payment mode taxpayers use to pay their
tax liabilities. Unfortunately, countries where the
government is experiencing cash liquidity shortages
sometimes resort to inferior noncash means to pay
VAT refunds. These are usually government securities,
such as tax certificates (for example, Barbados, Benin,
Bolivia, Madagascar, Senegal, the Philippines, and
Uruguay) or government bonds. The latter are used
more commonly to clear stocks of unrefunded credits
(for example, Mozambique and Ukraine). Tax certifi-
cates are mainly used to satisfy future tax liabilities and
enable taxpayers to offset VAT refunds against other
taxes. Because of the situation that is often observed in
developing countries, namely that tax certificates are
nontransferable or there is a limited (or no) market for
trading government securities, paying VAT refunds in
kind affects taxpayers’ cash flow positions even more
adversely and may be equivalent to not paying them
at all. When there is a market for tax certificates (for
example, Senegal), they are often traded at discounted
rates, which forces taxpayers to absorb the decline in
VAT refund value. This would not be the case if they
were paid in cash. The use of tax certificates may also
create an illicit market involving corrupt practices.

The existence of excess input VAT credits (which
arise as a result of a taxpayer having more purchases
(and corresponding VAT on inputs paid) than sales
(and corresponding VAT collected from that sale)

withholding). Other cases, such as those resulting from investment
or inventory buildup, do not qualify for refunds and must be carried
forward indefinitely.

HOW TO MANAGE VALUE-ADDED TAX REFUNDS

in a given tax period) are inherent to VAT design.
Provided they are legitimate, the sooner these credits
are refunded, the better. Any deferral of input VAT
recovery—either through carry-forward provisions,
complex tax administration procedures that delay
payment of approved refund claims, or the use of non-
cash payments—burdens taxpayers unnecessarily and
should be avoided. Governments should not view VAT
refunds as tax benefits, incentives, or budget expendi-
tures. A VAT refund reflects the fact that a taxpayer
has paid an excess amount during a given tax period
(linked to the nature and timing of their commercial
transactions) and is fully entitled to recouping it. To
ensure that this fundamental principle is followed,
policymakers should establish a robust VAT refund

management system.

Distorting VAT Design to Address Refund Problems

Poorly functioning VAT refund mechanisms may
have profound fiscal policy implications—f{rom adverse
impacts on VAT design to broader macro fiscal chal-
lenges. These may include misrepresenting the fiscal
deficit’s size, less prudent spending, impairing treasury
operations, accumulating expenditure arrears, and, at
times, creating financing shocks.

In a well-functioning VAT refund management
system, the benefits of taxing final consumption should
outweigh the challenges of refunding excess input VAT
credits. Unfortunately, a greater number of countries
are seeking solutions that limit the need to pay VAT
refunds, undermining proper VAT operation. One crit-
ical factor influencing the decision either to circumvent
VAT refund obligations or alter standard VAT design is
pressure from the business community (especially large
investors) to obtain refunds promptly.

Significant and persistent weaknesses in VAT refund
management often lead country authorities to resort to
altering VAT design rather than addressing the under-
lying causes of the refund mechanism’s ineffectiveness.
Limiting the demand for VAT refunds then becomes
a primary objective. Typical gambits aimed at limiting
the amount of input VAT include import exemp-
tions, zero-rating of domestic transactions, deferral of
import VAT, deemed VAT liability schemes, and VAT

grouping.'? These may be designed either as “objective”

BThese limit VAT refunds by eliminating input VAT (exemptions
granted on imports or zero-rating domestic purchases of business
inputs) or payment requirements. In the case of VAT deferral, VAT
due on importation is deferred to the subsequent VAT return; it is

International Monetary Fund | April 2021 5
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reliefs, where policymakers select certain types of goods
and services believed to be largely capital goods or

are otherwise predominantly used as business inputs,
or “subjective” reliefs available to certain taxpayer
categories (usually investors, exporters, or businesses

in certain sectors, such as mining, petroleum, tex-

tiles, and so on).

While granting VAT relief'4 on inputs may reduce
the value of VAT refunds claimed, it may, and often
does, exacerbate the underlying problem by inflating
the overall claim volumes, albeit at lower values. This
is especially true with zero-rated domestic transac-
tions or deemed VAT liability schemes which push
the problem up the value chain, where a supplier to,
say, an exporter, has little or no output VAT and finds
themselves in a refund position. This forces the tax
administration to deal with a larger number of busi-
nesses seeking VAT refunds. Furthermore, rather than
processing a few refunds from large taxpayers, it must
process numerous smaller claims.? This is particu-
larly burdensome for tax administrations with limited
capacity. In addition, practice shows that pushing the
refund problem one level up the supply chain quickly
results in demands for similar reliefs for newly affected
businesses, leading to so-called VAT preference creep.
If the underperforming VAT refund mechanism is not
fixed, the VAT may quickly turn into an RST, but the
tax administration may still face demands for addi-
tional VAT relief. Other schemes aimed at reducing
VAT refunds are also problematic. Exemptions granted
on imports create a bias against the domestic market
(taxpayers are better off importing rather than using
domestic suppliers) and are difficult to police. VAT
deferral, which enables the release of imported goods
without tax payment, requires close monitoring (if the
activity is bogus or a subsequent tax return is never
filed, the deferred VAT may never be paid). VAT
grouping requires high administrative capacity and,
if permitted, may be used by traditionally exempt

recognized as both input and output VAT, eliminating the need to
pay first and then request a refund. In the case of a deemed VAT
scheme, the buyer does not pay VAT charged on the supply, though
it is assumed (deemed) that the supplier has collected it (a solution
akin to zero-rating). VAT grouping limits the need for refunds if
the group includes entities that are in refund positions, for example,
exporters, and entities with positive VAT liability (in such a setting,
the group may have enough output VAT to offset input VAT).

14\Whether zero-rating, exemptions, waivers, or other (less com-
mon) types of VAT breaks.

BInterestingly, countries that have adopted VAT reliefs on the
input side often use other policy and compliance measures, which
result in an increased numbers of VAT refunds.
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businesses (for example, financial institutions) as an
alternative to vertical integration.

Limiting VAT refunds comes at significant cost,
including compromised VAT design and lower revenue
productivity. First, VAT reliefs greatly increase the
VAT’s complexity, its administrative costs, and the
taxpayers compliance burden. Second, they under-
mine VAT revenue productivity through weakened
self-policing and associated leakage. Inevitably, unin-
tentional revenue loss occurs, as a portion of zero-rated
transactions ends up in the hands of final consumers
rather than “intermediate” VAT payers. Revenue loss
may be even greater when zero-rating is based on the
nature of the supply (objective distinction), rather than
the identity of the purchaser (subjective distinction). In
other words, it is applied to certain categories of goods
and services, such as trucks, pipes, concrete mixers,
servers, software, and so on. Though largely used for
business activities, some items are purchased by final
consumers (households, educational, medical, and
financial services providers), in which case VAT reve-
nue is unduly foregone. A robust VAT refund system
eliminates the need to introduce otherwise redundant
reliefs or provides sound justification for removing
them, thereby aligning the VAT with good interna-
tional practices.

The VAT refund mechanism should be used to
return genuine excess input VAT credits to taxpayers,
not to provide direct subsidies. For example, Nepal
uses the VAT mechanism to provide certain industries
with export subsidies and cash benefits. Refunds are
calculated based on output VAT; businesses are entitled
to receive subsidies equal to 25, 50, or 70 percent of
this amount. In the case of mobile phones, the refund
(subsidy) is calculated based on input VAT (60 per-
cent). For certain products, refunds are calculated
based on taxpayers net VAT liabilities (at 25 percent
for flour and 100 percent for match and tire tube
production). Such practices violate fundamental VAT
principles and may also contravene international
trade rules that prohibit hidden trade subsidies (if not
applied to domestic sales).

VAT Refunds and Fiscal Policy

Delaying or improperly accounting for VAT refunds
creates significant fiscal policy challenges. When
governments record gross VAT without properly
accounting for VAT refunds, they inflate tax revenue
and overstate genuine VAT collections, which should



be calculated on a net basis (gross collection minus
refunds). Similar problems arise in indefinite VAT
refund carry-forward systems, where all or certain tax-
payers are not entitled to claim refunds and can only
offset excess input VAT credits against future output
VATs (for example, Latin American countries, Senegal,
Sierra Leone, and Turkey).

Opverstating revenue leads to at least two fiscal
policy issues. First, it paints a false picture of available
resources, which may result in less prudent spending,
higher deficits, accumulation of payment arrears, and
debt. Second, it implies that policymakers are commit-
ting resources that do not accrue to the government
and will eventually have to be repaid to taxpayers who
legitimately own these resources in the economic sense.
This approach is tantamount to unauthorized bor-
rowing and creates uncertainties for PFM and budget
credibility. Ye, it is a tempting source of financing, as
it is easily obtained without the processes and costs (for
example, sinking funds) associated with bond issuance.
This is especially true in cases where no interest—de
jure or de facto—is paid on delayed refunds. When a
government must pay interest on delayed refunds at
levels that exceed the market rates, financing govern-
ment operations through VAT refunds complicates
procedures and generates additional costs.

Delaying payment of legitimate VAT refund claims
increases a government’s stock of arrears and, if these
are not properly accounted for, blurs actual indebt-
edness and complicates budget execution and cash
and debt management. Moreover, when the stock
of unpaid VAT refunds becomes excessive, taxpayers
(often backed by an actual or threatened slowdown
in investment, production, or employment) tend to
withhold their regular VAT payments and pressure
the government to find immediate solutions. Thus,
governments are forced to devise alternative financing
sources to pay outstanding VAT refund claims quickly.
A frequently used option—issuing additional debt—
may not always be available or affordable. In this case,
governments may have no choice but to issue gov-
ernment securities directly to taxpayers in lieu of cash
payments (as was done in Mozambique and Ukraine).
This increases government liabilities.

Improved VAT refund management can be viewed
as part of a broader effort to improve fiscal transpar-
ency and accountability in the context of evolving
fiscal challenges. The large share of refunds in gross
VAT revenue (which can be as high as 50 percent)
can encourage its misuse as a tool to create fiscal space

HOW TO MANAGE VALUE-ADDED TAX REFUNDS

through delayed payment or nonpayment. Improving
transparency in the VAT management process (includ-
ing PFM) through better revenue forecasts and reliable
payment systems can enhance the VAT system’s trans-
parency and accountability.

What Do VAT Refund Levels Reveal?

Under a standard “single rate” VAT system, VAT
refunds should correlate with the economy’s structure:
the higher the export shares and capital formation
(investment) in gross output, the higher the shares
of gross VAT to be refunded. The higher the share of
final consumption in gross domestic product, the lower
the VAT refunds.!® But these relationships are often
not borne out in practice, suggesting some deficiency
in refund policy or implementation. VAT refunds are
low or moderate in countries experiencing investment
booms related to natural resource extraction (for exam-
ple, Mozambique and Tanzania) or infrastructure and
construction (for example, China and Turkey), or that
have high export shares (for example, Thailand). In
other countries (Canada, Democratic Republic of the
Congo, Zambia), the VAT refund levels are relatively
high. The significance of high and low VAT refund
levels is discussed later in this paper.

In line with the findings of Harrison and Krelove
(2005), the analysis presented in this note points to a
stronger correlation between the magnitude of VAT
refunds and a country’s income level. As Figure 2
shows,!” in 2015, high-income countries paid VAT
refunds that were equivalent to about 30 percent
of gross VAT, compared to an average ratio of only
11 percent for low- and lower-middle-income coun-
tries. In several advanced and upper-income emerging
market economies (for example, Australia, Canada,
Denmark, Korea, Norway, the Slovak Republic, and
South Africa), VAT refunds exceeded 50 percent
of gross VAT. Countries with refund levels below
11 percent of gross VAT were mostly in Africa and
Latin America (for example, Cameroon, Colombia, El
Salvador, Ethiopia, Ecuador, Guatemala, Madagascar,
Paraguay, Senegal, and Uganda).!®

16See formula in Ebrill and others (2001), p. 158.

7Sources: ISORA and IMF survey data for 2014 and 2015. Defi-
nitions: LIC refers to low-income countries; LMIC to lower-middle
income countries; UMIC to upper-middle income countries; and
HIC to high-income countries.

I8]SORA’s second round did not cover Asian countries, except for
those that are OECD members.
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Figure 2. Refunds as a Percentage of Gross VAT, 2015
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Source: ISORA, 2016.

Note: HIC = high-income country; LIC = low-income country; LMIC
= lower-middle-income country; UMIC = upper-middle-income
country; VAT = value-added tax.

There are many possible explanations for such
results, including the extent to which domestic
zero-rating, reduced rates, reverse charges, or local
government compensation schemes are used. Yet, even
after controlling for differences in rate structure, the
results suggest that lower-income countries face greater
challenges in managing VAT refunds. Lessons from the
IMF’s capacity development work support this obser-
vation. Countries that faced difficulties in reimbursing
VAT on time—particularly during the 2008-09 global
financial crisis—include Cyprus, Greece, Madagascar,
Moldova, Mozambique, Tanzania, and Ukraine. Others
have accumulated large amounts of excess tax credits
carried forward because of past policy choices and VAT
design. For example, in Turkey, where the Treasury had
sufficient cash holdings to pay out approved refunds
but taxpayers were not entitled to claim cash refunds
arising from their investment spending, the stock of
deferred VAT credit claims reached 5.5 percent of
GDP in 2016. This exceeded annual net VAT revenue
(5.0 percent of GDP in 2016) and has continued to
grow by 0.7 percent of GDP every year.

A well-functioning VAT refund mechanism should
not give rise to an accumulation of VAT credits; excess
VAT credits should be paid as quickly as possible.!?
High-income countries fare much better in this regard.
As Figure 3 shows, the high-income countries in the

9According to TADAT benchmarks, good practice involves
refunding 90 percent of claims within 30 days.
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IMF RA-GAP sample?? refunded an average of about
80 percent of excess credits compared to a ratio that
remained below 20 percent in other countries.?! This
ratio is inversely related to the total stock of excess
VAT credits. On average, the VAT excess credit stock
is relatively low in the IMF’s sample of high-income
countries (0.5 percent of GDP in 2012) compared to
1.7 percent and 2.5 percent of GDP for lower- and
upper-middle-income countries, respectively.

VAT credit accumulation in high-income countries
usually stems from the carry-forward system, where
taxpayers accumulate credits (typically for six to 12
months) before eventually claiming them. In middle-
and low-income countries, accumulated credit levels
result from credit carry-forward schemes and deficien-
cies in managing VAT refunds. Figure 4 shows that
the large stock of outstanding claims is attributable
to delayed claim processing (for example, Guatemala,
Kenya, Tanzania, and Zambia), payment constraints
(for example, Burkina Faso and Cameroon), or both
(Jordan). Similar challenges can be observed across all
income levels.

VAT Refund Management Framework

General Framework

This section presents a framework for managing and
paying VAT refunds (Figure 5 and Annex 1). It also
identifies different practices and their implications and
takes stock of international good practices for refund
management across several areas, including tax admin-
istration, budget, accounting, debt, fiscal statistics, and
treasury management.

The main steps of this framework, which are based
on international good practices, follow.

Tax Administration

The framework illustrated in Figure 5 and

Appendix 1 should be guided by carefully planned,

20RA-GAP is an IMF tool that enables countries to estimate
the sizes of their tax gaps (differences between potential and actual
taxes). To calculate the VAT gap, detailed data on VAT liabilities,
payments, credits, and refunds are required for all VAT payers across
all sectors of economic activity. This exercise often provides insight
into VAT performance. To date, IMF staff has conducted 30 VAT
gap estimates across Fund member countries.

21Analyses of VAT credit stocks and refunds is based on
RA-GAP data.



Figure 3. VAT Credits, 2012
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Figure 4. Breakdown of Outstanding VAT Refund Claims
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lower-middle-income country; UMIC = upper-middle-income country; VAT =

coordinated, and executed VAT compliance and

anti-fraud strategies.

e If a taxpayer’s VAT return has a net negative liability,
they are entitled to a refund. The tax return should
also serve as the VAT refund claim.

e As part of a broader VAT compliance and
anti-fraud strategy, the tax administration screens
the claim in real time using automated risk models
and associated rules, as well as the cross-matching of
electronic invoices (e-invoices) and third-party data.

value-added tax.

e The tax administration authorizes low-risk claims

for cash payment or offsets them against other tax
liabilities within a legally specified time frame.
Medium- and high-risk claims are subject to audit
or other verification processes in accordance with
the national audit and verification plan for the year,
and within legally specified time frames. Auditing or
verifying the claim may entail a simple desk review,
single-issue audit, or comprehensive audit. Verified
claims are either approved for payment or rejected.
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Figure 5. A Framework for VAT Refund Management (Simplified)
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The taxpayer is paid interest on delayed legitimate
refunds that is equal to or greater than the market
rates, starting at the end of the legally specified
period (for example, 30 days after filing the claim).
The tax administration maintains records of the
number and values of VAT refund claims, approved
claims, and amounts due to taxpayers. It also
documents claims paid, interest paid for delayed
refunds, claims rejected or readjustments made, and
outstanding claims. When the tax administration
chooses to offset VAT refunds against other tax
liabilities, it must account for all taxes collected and
offset for each taxpayer.

Public Financial Management

First, the tax administration and budget department
of the finance ministry must establish a formal
agreement. This agreement is typically mandated in
the country’s regulations to avoid ad hoc decisions,
such as tapping into the refundable portion of the
gross VAT for political reasons or due to financial

constraints.
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o The budget department and tax administration
agree on projections for gross VAT, refunds,
and net VAT (gross VAT minus refunds) when
establishing the annual budget plan and mul-
tiannual projections. It is crucial that the tax
administration provide the most reliable infor-
mation on projected gross VAT, net VAT, and
VAT refunds to ensure the credibility of the
budget plan and expected cash flow for the next
fiscal year. Throughout the year, the tax admin-
istration should submit periodic updates of this
information to the budget department, following
in-year collection and claims, according to an
agreed procedure.

o The funding modality for VAT refunds (that is,
drawn from gross VAT) must be enshrined in law
and related procedures must be established.

o The finance ministry’s accounting office maintains
information on gross VAT, net VAT, refunds paid,
and outstanding refund claims (including claims
that have been processed and approved by the
tax administration and those that have not been



Table 1. Refund Financing Modalities

HOW TO MANAGE VALUE-ADDED TAX REFUNDS

Modality

Countries (Income Group)

Withholding full amount required for refunds (good practice)
Withholding a fixed percentage of gross VAT

Withholding a fixed amount

Treasury appropriation

Issuance of treasury bonds or tax certificates

Carry-forward of credit balances (no cash refunds)

Australia (HIC), Zambia (LMIC)

Botswana (UMIC), Guatemala (LMIC), Madagascar (LIC), Cameroon (LIC)

Jamaica (UMIC), Kenya (LMIC), Peru (UMIC), Portugal (HIC)

Costa Rica (UMIC), Ecuador (UMIC), Indonesia (LMIC), Morocco (LMIC), Uruguay (HIC)
Bolivia (LMIC), Uruguay (HIC)

Sierra Leone (LIC), Turkey (UMIC)

Source: IMF survey results for selected countries.

Note: HIC = high-income country; LIC = low-income country; LMIC = lower-middle-income country; UMIC = upper-middle-income country.

processed). The accounting office should enter this
information into the government’s balance sheet.

o The ministry of finance registers information on
unpaid VAT refunds after the due date has passed
and includes this information in the arrears and
public debt reports.

o The department responsible for maintaining fiscal
statistics keeps a register of the net VAT and incor-
porates it into the general government’s revenue
statistics (refunds as a reduction of gross VAT).

According to good practice, the specific procedures
would be as follows:

o Daily gross VAT payments are transferred to the
treasury single account (TSA),?? or central bank
account if a TSA has not been created.?? This avoids
storing idle money in other accounts, maximizes the
fungibility of cash resources, and reduces borrowing
requirements and interest payments. It also ensures
the timely payment of refunds.

e A subaccount of the TSA, with a zero balance,
is established for periodically receiving (typically
monthly) the approved amount required for the
period’s VAT refund payments. The key issue is
to avoid holding idle funds in this account, main-
taining a zero balance at the end of the day. This
means transferring to the subaccount only the
amount needed to pay the refunds, as instructed
by the tax administration. The remaining balance
should be transferred to the main TSA account at
the end of the day. The tax administration period-

22A TSA system represents a number of interlinked government
bank accounts, including accounts with zero balances and one main
bank account (at the central bank) into which all revenues are depos-
ited, and from which all expenditures are disbursed.

23The discussions in this note revolve around TSA arrangements,
but apply equally to countries without TSAs. Countries that do
not have, or are transitioning to, TSA systems often have banking
arrangements that allow revenue transfers from commercial banks to
central banks, with the commercial banks serving as intermediaries.

ically provides the treasury with information about
resource requirements, based on refund claims it has
approved. This information is important, as it also
allows the treasury to include these amounts in the
cash forecast, which facilitates transferring funds to
the VAT refund TSA subaccount.

e The tax administration issues instructions for trans-
ferring the refund amounts from the TSA subac-
count (usually lodged at the central bank) directly to

the taxpayer’s account at a commercial bank.

This process is generic, based on experience with
good practices in VAT refund management. It is also
based on a predicable financing mechanism (that is,
withholding the required funds from gross VAT in a
special VAT refund TSA subaccount), as is the practice
in Australia and Zambia. This is the recommended
practice, as it preserves the VAT’s nature and ensures
that sufficient funds are available to meet all refund
claims. However, countries apply different methods
that raise other challenges (Table 1), including budget
appropriation of refunds or withholding fixed amounts
or percentages of gross VAT.

VAT Administrative Practices and Legal Aspects

The VAT refund system is part of a broader
self-assessment system, whereby taxpayers are expected
to comply with their legal obligations, and tax admin-
istrations assess the validity of taxpayers’ actions based
on risk management (Harrison and Krelove 2005). For
such a system to work, a clear and simple VAT law is
needed.?* The law should avoid imposing unreasonable
administrative demands or significant burdens on tax-
payers. Table 2 lists common examples of restrictions

24A good self-assessment system also requires the tax adminis-
tration to provide effective services that help taxpayers understand
the law and their obligations, thereby minimizing uninten-
tional mistakes.
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Table 2. Examples of Poor Legislative and Administrative Practices and Recommendations

Processing Stage

Bad Practice

Implication

Good Practice

Return filing and
refund claim

Verification

A taxpayer is required to apply
separately for a refund, having
filed a return with a negative

net VAT liability.

Refund claims are required to show
proof of payment with respect to
every single export transaction

or import document from a third
country.

Restriction on refund entitlement,
for example, refunds are not
permissible for certain sectors or
categories of goods or services.!
Refunds for exporters are allowed
only if zero-rated transactions
exceed a certain percentage of all
transactions.

Mandatory carry-forward
requirements must be met before
a claim can be filed.

Use of tax certificates to
compensate for refund payment.2

Long time limits are set, within
which a taxpayer can be refunded?
and interest is not paid on delayed
legitimate refunds.*

All refunds are verified or audited
prior to payment.

Adds to taxpayer compliance
burden and delays refund
triggering if combined with
other requirements.

Adds to taxpayer compliance
burden.

Creates cash flow burdens
for taxpayers with credit
balances. Results in tax
credit accumulation.

Creates cash flow burdens
for affected taxpayers
equivalent to the unrefunded
amounts.

Refund delays and tax credit
accumulation.

Cash flow difficulties arise
if tax certificates are not
tradable in the domestic
financial market.

Cash flow difficulties for
businesses that will have
to borrow money from the
market to finance their
operations or investments.

Delays refunds and results
in accumulation of tax
credits and misallocation of
enforcement resources.

The tax return is the sole document for claiming
a refund. Refund processing is automatically
triggered by the submission of a return with a
negative net VAT liability.

Real-time cross-matching techniques are

used to screen returns based on data from
e-invoices, customs declarations, and other
third-party sources.

Any taxpayer with excess tax credits is entitled
to a refund.

Claim is based on the sum of all output and
input tax accrued during an accounting period.

If carry-forward provisions are implemented,
then short periods—for example,

three months—are considered. Interest equal
to or above market rates apply on balances
that remain unpaid after the legal due date has
come and passed.

Avoid the use of tax certificates.

When this is unavoidable, tax certificates are
tradable in the domestic financial market, but
this can pose future budget deficit risks.

Allow offsetting against other tax liabilities but
monitor it frequently to identify irregularities
quickly and include them in accounting records.
Set, publish, and monitor refund processing
deadlines in accordance with good practices.

Interest equal to or above market rates accrues
on all outstanding legitimate refunds, starting
one month after filing.

A risk-based approach (except when subject

to random audit) is preferable, with post refund
verification of lower-risk cases.

1Good practice requires excluding input claims relating to personal expenditures, that is, spending that is not used directly for business purposes (for exam-
ple, entertainment, healthcare, household furniture), or deemed easily divertible for personal use (furniture, passenger cars, fuels except gas oils, phones,
internet services, and so on). Some countries restrict refunds of otherwise eligible input tax credits, forcing taxpayers to carry them forward indefinitely
(for example, most Latin American countries, with respect to all excess credits except those arising on exports; Mongolia and Turkey, with respect to
investment; and Cyprus, with respect to excess tax credits arising from transactions subject to reduced rates).

2In Bolivia, Ecuador, and Uruguay, refunds are not made in cash, but rather, using treasury bonds or tax certificates.

3To date, only Australia meets the TADAT’s good practice timeline.
4The majority of the sample countries do not pay taxpayers interest on delayed refunds (Bolivia, Ecuador, Guatemala, Indonesia, Kenya, Madagas-
car, Morocco, Sierra Leone, Uruguay, Zambia, and Zimbabwe). Some countries, like Indonesia, Kenya, and Zimbabwe, provide for interest payments
on delayed refunds, but there is no evidence that this is being done in practice.
Source: IMF staff.
Note: TADAT = Tax Administration Diagnostic Assessment Tool; VAT = value-added tax.

that compromise a VAT refund system’s effectiveness.
Such restrictions complicate the VAT refund manage-

ment system and adversely affect taxpayers’ cash flow.
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Improving Tax Administration Procedures
VAT Refund Processing

Typically, many aspects of the VAT control chain,

including the refund processing system, must be

improved in countries with low administrative capacity.



Box 1. Key Elements of an Anti-VAT-Fraud Strategy

Taxpayers who do not respond to the usual com-
pliance interventions (for example, organized crime)
must be compelled to pay their taxes by means of a
coordinated strategy and countermeasures designed to
combat noncompliance. This strategy should include
the following elements:

1. Preventing fraud or tackling it at the earliest oppor-
tunity. Measures include proactive pre- and post-
registration checks that identify potential fraud and
profile suspected businesses; the implementation of
new laws that eliminate any ambiguity regarding
the proper or improper use of tax invoices; and
a systematic, credible, prioritized, and transpar-
ent process of cross-referencing purchase invoices
back to sales that have been declared throughout
the supply chain. Tax administrations should also
establish a communication strategy that asserts a
zero-tolerance policy on fake invoices and discloses
its commitment to exposing those producing and
using fake invoices.

2. Increasing the financial risks for those who partic-
ipate in, profit from, or facilitate fraud. Stronger

The first step would be to conduct a comprehensive
review of existing administrative procedures to identify
steps that do not contribute to the process and that
can be eliminated without increasing compliance risk.
Redesigned administrative procedures, from registra-
tion to accurate reporting, should be accompanied by
effective internal controls that address process gaps,
which may introduce or increase risk and influence the
approach to VAT refund processing. In part, this will
depend on the scope of the tax administration’s broad
VAT compliance and anti-fraud strategy.

The broader anti-VAT-fraud strategy must include
special programs aimed at preventing refund fraud.
This can be achieved by implementing a coordinated
strategy and deploying a range of measures that
combat the threat (Andrew and Baer forthcoming)
as summarized in Box 1. Developing and deploy-
ing a combination of well-planned and coordinated
interventions is critical, as no single intervention will
resolve the problem of VAT refund fraud.

Ideally, VAT compliance risks should be monitored
continuously in (or close to) real time. This approach
facilitates the real-time identification of claims that
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sanctions are needed to signal clearly that deliberate
system abuse will not be tolerated. The strategy
should also focus on specific audits and prosecu-
tions with the help of dedicated teams specialized
in detecting and dealing with those who produce
and use fake invoices.

3. Developing, implementing, and coordinating a
range of interventions across government depart-
ments and with external stakeholders, both nation-
ally and internationally. These interventions would
include information exchanges concerning fraud
trends and developments, and, if the law permits,
on actual and suspected fraudsters. These proce-
dures must emphasize close collaboration, includ-
ing establishing a special anti-fraud unit comprising
officials from the tax and customs administrations
and other relevant government agencies.

4. Ensuring that sufficient resources, particularly
human resources and skilled analysts, are deployed
to combat fraud.

are deemed low-risk and can be refunded quickly. It
also provides critical information on medium- and
high-risk refund claims that can help determine the
necessary actions, including the types of verification
required. Box 2 provides an example of the real-time
risk model used by the Irish tax administration.
Defining objective risk factors requires analyzing
past refund audit results and other taxpayer behaviors
to identify characteristics that suggest false refund
claims. Table 3 shows selected profiling indicators and
the tax administration’s possible responses based on
level of risk. The indicators below are typically pro-
gramed into real-time automated risk rules, which are
used to screen VAT returns to identify suspicious ones.
These are then flagged for verification. The effective-
ness of such screening will depend on the availability
of reliable third-party data available in real time (such
as e-invoices or customs data), and the availability
of subject matter experts and risk analysts. To keep
pace with new skills, innovation, and technology, tax
administrations (including those of more advanced
countries) must continuously invest in these areas. In

low-capacity countries, basic screening techniques,
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Box 2. Ireland: VAT Real-Time Risk Model

The Irish revenue authorities have expanded their
risk management scope by incorporating real-time risk
analysis into their compliance and collection programs.
The new approach was introduced to assess VAT
risk and identify suspicious VAT returns by making
better use of internally available data. This rules-based
method has been improving noncompliance preven-
tion and detection.

The VAT rules include primary controls and
taxpayer-specific data, such as return and payment
history, company status, and return and payment com-
pliance for other taxes. Once the rules are applied, a

risk score is produced, which is used to categorize cases
as cither green (low-risk), with any VAT refund due
being paid; orange (medium-risk); or red (high-risk),
which requires staff intervention and refund claim
deferral.

The success of this risk-based approach highlights
the importance of data analysis and risk management.
In 2015, more than 58,000 VAT cases categorized as
red were examined, resulting in an indirect yield of
EUR 168 million.

Table 3. Possible Risk-Based Approach for VAT Refund Claims

Risk Factor lllustrative Indicators of Risk Level Appropriate Response to Refund Claim
Low risk e Regular exporter with two years of export history. e Claim would be approved without conducting
e Records show that account books have been properly maintained for a full audit.
the last two years. e Claims would be subject to random selection
e No evidence of fraud or significantly overstated refunds have been for post payment review.
found in the last two years.
e History of accurate, timely remittance of all taxes.
e VAT monthly returns have been audited twice in the last 36 months.
e Refund claim level is in line with previous valid applications.
e Claim is below trigger value.!
Medium risk e Refund claim exceeds previously approved amounts considerably. e Conduct desk verification.
e Claim exceeds stipulated trigger value, but otherwise meets the e Management judgment to be applied regarding
low-risk classification. appropriateness of prepayment audit.
o All past VAT and income tax returns filed with no material arrears.
High risk VAT taxpayer meeting any one of the following tests would be classified e Automatic desk verification used to inform

as high risk:
First-time refund claim.
Refund claim exceeds trigger value.

field audit selection.
Conduct field audit of this VAT return only.

Previous claims rejected or significantly reduced during audit.

L]
L]
e Claim deviates significantly from normal claim pattern.
L]
L]

Currently in arrears for any tax.

e Penalized for late payment or underreporting within last 12 months.

Trigger value refers to the claim’s size. Its (associated/assigned) threshold, as defined by the tax administration, determines risk level. It may be a

stipulated amount or combination of other risk criteria.
Source: IMF staff.
Note: VAT = value-added tax.

while labor intensive, can still be implemented using
simple spreadsheet equations, and continuously
updated with taxpayer data.

The VAT refund verification regime should reflect
compliance risks and be intrinsic to the tax adminis-
tration’s annual verification plan. Developing coun-
tries with less mature tax administrations often lack
structured approaches for identifying VAT refund risks
and subsequent responses. In a number of developing
countries, taxpayers filing VAT refund claims are auto-
matically subject to audit and, in some cases, to full
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audits of all revenues for multiple periods. This leads
to significant backlogs and delays in refund processing.
Effective revenue administrations have recognized that
a mix of audit types, including registration checks,
advisory visits, record-keeping audits, desk audits,
single-issue audits, audit projects, comprehensive
audits, and fraud investigations, are needed to achieve
high compliance levels. Clearly, many tax administra-
tions must improve risk management across the VAT
cycle to ensure that VAT refund claims are appro-
priately managed and that refunds are paid without



Box 3. Georgia: VAT Administration Reform

Georgia’s antiquated VAT system automatically
approved only 9 percent of all cash refund requests. By
law, taxpayers were required to request cash refunds.
The Georgia Revenue Service (GRS) focused on these
cash requests and audited all of them. Credit declara-
tions with debit returns and no cash refund requests
generally escaped the system’s scrutiny. As a result, tax-
payers did not request cash refunds and the stock grew
to 1.6 billion GEL (about $0.5 billion) over time.

Under a project funded by the IMF’s Revenue
Mobilization Thematic Fund, a multi-partner ini-
tiative, the authorities have agreed to align the VAT
processing system with international good practice.
This includes the TADAT standard, which requires
90 percent of all credit declarations to be approved
for refund within 30 days, subject to risk screening,
ex post audits, and some ante checks. A strategy for
significantly reducing existing credit stock must also be
developed.

‘The IMF provided extensive capacity development
in developing an automated VAT system (AVS), which
assesses the risks of all VAT declarations. The IMF is
also helping to develop a strategy that addresses the
large credit stock. The AVS is equipped with a broad
set of refund risk indicators characterized by the appli-
cation of sound “top-down” processes, along with a
methodology for ranking and prioritizing risks. Decla-
rations rejected by the AVS are subjected to validation
and other compliance activities, including audit.

subjecting all claims to comprehensive scrutiny, while
ensuring that systems and procedures are in place

to identify and deal with fraudulent claims. Box 3
describes the experience of Georgia, which has made
progress in implementing comprehensive VAT admin-
istration reforms.

Evaluating audit results is important, as this helps
tax administration officials draw lessons for improving
risk assessment parameters and appropriate compliance
initiatives. If a large proportion of VAT refund claims
is rejected, this suggests that the VAT control system
has serious problems that must be addressed.?> Expe-
rience based on IMF capacity development has shown

2For example, during the 12-month period covered by the respec-
tive TADATS, about 10 percent of claims (by value) were rejected
in Guatemala and Jordan; 23 percent were rejected in Kenya; and
34 percent were rejected in Tanzania.
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The AVS, which was introduced in February 2019,
is performing well and has resulted in a sevenfold
increase in both the number and value of approved
credit returns. The number of automatically approved
credit declarations has surpassed 90 percent, and the
value of approved credits is now above 70 percent.
The value of cash refunds requested remains low, with
only 28 percent of total credits having been refunded,
as taxpayers must continue to apply for refunds.
However, in July 2019, an amendment to the tax code
was passed, allowing the GRS to issue cash refunds
without taxpayer requests. Beginning in July 2020,
the GRS will apply this amendment to VAT refund
issuance.

With IMF technical support, the GRS has devel-
oped a compliance improvement plan (CIP) for
2019-20. This plan focuses on the GRS’s top four
compliance risk areas, including VAT compliance, in
recognition of the VATs large contribution to gov-
ernment revenue. The CIP seeks to address incorrect
VAT declarations by assessing the risks as high. Typical
errors include turnover reduction; incorrect adjust-
ments and apportionments; incorrect prepayment
treatment; restructuring to avoid or reduce VAT; and
incorrect and fraudulent refund claims. Following IMF
advice, a unit was formed in January 2018 to follow
up on VAT filing compliance. On-time filing rates
have increased from 65 percent in 2015 to 92 percent
in July 2019.

that in developing countries with weak administrative
systems, claims are often rejected because they cannot
meet the excessive requirements, such as providing
copies of supporting documentation (for example,
VAT invoices) proving the refunds’ legitimacy.2® Other
reasons may include fraud or lack of knowledge about
certain aspects of the VAT, especially in countries with
low VAT registration thresholds. A thorough under-
standing of the causes behind these high rejection rates
would help administrations design response strategies,
which might include audits or taxpayer education cam-
paigns focused on a recalcitrant sector or a particular
group of taxpayers.

26Kenya, Morocco, Zambia, and Zimbabwe require the following

evidence to support applications: copies of invoices of all input VATs
being claimed, copies of output taxes charged, and proof of export.
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The tax administration should monitor the perfor-
mance of its refund processing system on an ongoing
basis. This requires the proper tracking of VAT refund
claims from the time they are filed to their final reso-
lution (including records of the various flags and inter-
ventions along the process chain), as well as subsequent
analyses. This will enable administrators to monitor
the efficacy of the risk criteria, confirm that they are
properly calibrated, and gauge the various verification
programs to ensure that they are producing the desired

outcomes.27

The Customs Administration’s Role

The custom administration’s role is critical. It
provides real-time data on the VAT base, amounts
of VAT paid, timing of imports and exports, and
activities relating to analysis and intelligence. When
a robust exchange of information program is in
place, the customs and tax administrations keep each
other fully informed of investigations, share collected
intelligence, and work together to establish high-risk
taxpayer profiles. Efforts to control VAT refund claims
must include mitigating measures for fictitious VAT
claims involving imports (for example, fraudulent
overstatements of VAT paid) and exports (for example,
goods that have not actually left the country). While
exchanging information on imports would address the
former, to address the latter, customs should conduct
selective border checks of exported goods, includ-
ing their valuation, focusing on high-value export
declarations.

Dealing with Buildup of Outstanding
Refund Claims

In countries with large VAT refund backlogs, con-
trolling and preventing such buildup from recurring is
critical. The tax administration should review each of
the significant claims, subject to funding availability
and human resources. The objective would be to assess
the real risk associated with each case and quickly clear
low-risk refund cases. More specifically, a tax admin-
istration could : (1) review all outstanding claims and
identify the age of the claim and amount involved;

27The Australian Tax Office’s (ATO) experience is illustrative:
in the 2000s, taxpayers attempting to test the VAT refund system
began presenting numerous small refund claims in the hopes that
such claims would “fly under the radar” of the administration’s risk
filters. However, ATO officials detected this trend and began mon-
itoring it closely, eventually adjusting the risk parameters to thwart
such activities.
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(2) prioritize the case for clearance, based on the risk,
age (oldest to newest), and claim value; (3) establish

a small team of competent senior officers to review
each of the priority cases and identify which refunds
can be released without further checks; and (4) obtain
supplementary resources from the finance ministry

to manage the refund claim backlog. The finance
ministry’s commitment to providing adequate resources
for clearing the backlog is critical. This can be accom-
plished with a special lump-sum appropriation. Several
sub-Saharan African countries have followed such
strategies with varying degrees of success (for example,
Cameroon (2017), Céte d’Ivoire (2017), and Kenya
(several times, the latest being in 2019).28

Improving Public Financial Management Procedures
Budgeting for VAT Refunds

Governments should not treat gross VAT as final
and available for spending. Only net amounts of VAT
(gross collection less refunds due) should be budgeted
on the revenue side and used for funding government
expenditure. For this reason, VAT refunds should
not be featured in the annual budget law. Gross VAT
and VAT refunds can be presented in budget reports
only for informational purposes. On the revenue side,
if VAT is recorded on a net basis, VAT refunds will
have been taken into account. This is the simplest,
preferable option for handling VAT during the budget
preparation, approval, and execution process. The first
budget revenue estimate associated with VAT collec-
tion should be updated during the budget execution
period according to new information provided by the
ta