Chapter: 3 
Business Processes and Organisation: Sales Tax 


INTRODUCTION

3.1
The sales tax has evolved into one of Pakistan’s key revenue generators. Pakistan’s conversion to a sales tax based on the Value Added Tax (VAT) mode is a recent phenomenon dating back to the early nineties. As in many other developing countries, VAT technology was transferred to Pakistan as part of the IMF’s stabilisation programme. It was exported and implemented in light of its advantages, i.e. in terms of “revenue buoyancy, a broad base consisting of most goods and services, neutrality as concerns both domestic and international trade, and difficulties of evasion.” (Burgess and Stern, 1993).

3.2
That the sales tax is evolving into Pakistan’s key revenue earner is beyond any doubt. Table 3.1 shows the increase in the relative importance of sales tax in Pakistan’s revenue structure. Starting with a negligible contribution of 1.7% to the GDP in 1990-91, sales tax has grown to contribute nearly 4% to the GDP in 1999-2000.

3.3
What is even more impressive is the growth of sales tax revenue during the latter half of the nineties. During this period, real sales tax growth was 2.9% per annum faster than the growth of direct taxes, a true testimony to its buoyancy. Although the performance of the sales tax has been impressive, it still remains short of the potential achieved by high performing developing countries, where its contribution to the GDP ranges between 4% and 9%
.
3.4
Steps taken to modernise sales tax administration have kept pace with the growth in its revenue. The modernisation was done on the principles of process simplification, automation and reduction in taxpayers’ compliance costs. An act was legislated which laid the foundation of a tax guided by the principle of self-assessment. Collectorates were erected on the basis of functional rather than simply geographical control. Most importantly, a fairly sophisticated automated system of data storage and control was erected within the sales tax administration at the field-level and at the headquarters.

3.5
However, as in most developing countries, it soon became apparent that the adoption of a tax-credit type VAT is not in itself a guarantee of lower cost of collection or compliance. The sales tax involved greater than expected costs of maintaining records for the taxpayer. It also required significant administrative costs to effectively administer refunds, audit, and recoveries. This became increasingly apparent as the tax administration was confronted with varying forms of evasion associated with the tax.

3.6
At a broad conceptual level, compliance is affected by four key administrative ‘tax gaps’
:

(a)
The identification gap: The percentage of the base that is outside the sales tax net. This captures the tax administration's inability in expanding the base

(b) 
The filing gap: The shortfall owing to non-filing. This reflects the administration's inability to monitor and enforce compliance with respect to filing.

(c) 
The audit gap: The loss due to under-reporting of net tax liability. This reflects ineffectiveness of the administration is effort to raise the probability of detection. A high probability of detection would be negatively correlated with a low degree of under-reporting.

(d) 
The recovery gap: The fraction of the adjudged principal amount, penalties and additional tax that remains uncollected. This reflects the ineffectiveness of recoveries
.

3.7
Rule of thumb figures on each of these gaps are given in Table 3.1. The notes to Table 3.1 describe how the estimates are arrived at.

Table 3.1 Administrative Gaps


1999-2000

The Identification Gap1
43%

The Filing Gap2
25%

The Audit Gap3
64%

The Recovery Gap4
94%

Source Consultants estimates based on CBR data.

Notes: 1) The identification gap is the revenue shortfall as a percentage of the net recoverable revenue. An estimate of the net recoverable revenue is derived on the basis of the methodology suggested by IMF (1996). A rule of thumb measure of the potential base would be the sum of the total customs dutiable value of imported goods (inclusive of customs duty), the value added of the manufacturing sector and the value added of the wholesale sectors. Applying a rate of 15% to this base gives us the gross recoverable revenue, and adjusting the refunds gives us the net recoverable base. IMF (1996) assumes an enforcement and collection leakage of 39%. We have not netted this out, as the reported GDP figures appear to be a gross understatement of the actual GDP
. Furthermore, the figure for the identification gap includes the loss in the base on account of the existence of exemptions from the payment of sales tax. It is not a pure measure of evasion. However, in recent years significant progress has been made in reducing exemptions (IMF 1999).

2) The filing gap is defined as the number of non-filers as a percentage of total registered persons.

3) The audit gap is defined as the average detection per auditee as a percentage of the average revenue per registered person. It is derived on the assumption that audit can disclose all undeclared income. However, given the weakness in audit this is clearly an underestimation.

4) The recovery gap is estimated on the basis of figures given by the CBR.
3.8
Although the figures given in Table 3.1 are based on ‘rule of thumb’ calculations, they point to the following conclusions. Firstly, while significant headway has been made in expanding the base a great portion of the base, still appears to be outside the net or is exempt from taxation. The former reflects a serious gap in sales tax administration. Missing value chains cause cascading and compromise the efficiency effects of the VAT. A twenty five percent proportion of non-filers is on the higher end for developing economies
. Of great concern is the poor performance of recovery and audit as a deterrent. There appears to be very little effectiveness in the recovery administration
. Similarly, high levels of undeclared tax reflect the ineffectiveness of audit as a deterrent in the current system. The analysis suggests that non-compliance remains a problem, and a number of areas of administrative weakness appear to be contributing to this problem. This clearly signifies the need for administrative reform in the sales tax system.

3.9
Given this background the task of sales tax administrative reforms is to suggest processes and capacity building measures that develop the administration’s ability to detect and penalise evasive behaviour through audit and effective recovery. These are the main modes of control on which VAT systems are built. There is also a need to continue with the exercise to modernise the infrastructure underlying these processes. Finally, there is the need to invest in the human and physical resource of tax administration. These are essential measures if a truly modern VAT administration has to be constructed in Pakistan.

3.10
Simultaneously, reforms must suggest processes that allow the system to move towards self-assessment in all areas of taxation. It should also lessen control for groups that exhibit a relatively higher degree of compliance, in order to increase incentives for compliant behaviour. Furthermore, there is a great need to automate processes that are currently being conducted manually, in order to reduce processing time. Finally, there is the need to build the system around an effective adjudication process, which curbs excesses on both sides. These measures would curb excessive discretion in the hands of the tax collectors and reduce unnecessary points of contact. Only by following these measures would reforms truly be able to reduce compliance costs for taxpayers. In a nutshell the reform process must achieve the dual objectives of enhancing the administrative capacity of the department, and reducing compliance costs for taxpayers.

ANALYSES OF KEY BUSINESS PROCESSES & ORGANISATION 
Organisational Structure of the Sales Tax Department at the CBR Level

Description & Analysis
3.11
The organisational chart of the sales tax department is given in figure 3.1 at the end of the chapter in appendix 3.1. The Member Sales Tax is at the head of the Sales Tax Department and reports directly to the Chairman, CBR. The CBR Sales Tax Wing performs a number of functions. One of its key tasks is planning procedures and budgeting. It is also a vigilant monitor of collections and the implementation of annual targets. It scrutinises the references received from field formations for issuance of rulings, instructions, and guidelines. It also rules on the complaints and representations made by taxpayers, thereby playing a quasi-judicial role. Furthermore, it plays a quasi-legislative function in drafting rules and amendments to the law. Lastly, a large part of the fiscal policy work related to sales tax is also conducted in the Sales Tax Wing.

3.12
At present one person, i.e., Member (Sales Tax) is responsible and accountable for tax collection, audit, taxpayer education, adjudication, and drafting of policy measures. The Member is also responsible for day-to-day affairs of administration. The Member’s support staff, whose prime responsibility is to provide administrative support, provides only limited functional support, even though the CBR Sales Tax Wing has developed two very important areas of functional support. Firstly, a committee to review audit work has been constituted under the Member (Sales Tax). This committee has begun to play an important role in standardising audit selection, audit review and monitoring. Secondly, the sales tax database is maintained at the CBR level. This allows the monitoring of Collectorates in terms of different performance indicators.

3.13
Despite moves in the right direction, greater functional specialisation is required at the CBR level to develop and manage key functional areas like audit and adjudication. This will reduce the overcentralisation of responsibilities with the Member (Sales Tax). It will allow benefits from economies of specialisation to be reaped and result in better management of functional areas. It will also de-link the development of functional areas from the objective of fulfilling revenue targets.
Organisational Structure of the Field Formation

Executive Collectorates

3.14
Description & Analysis:  Below the CBR Sales Tax Wing reside the Executive Collectorates (figure 3.1), which are headed by Collectors. The Collectorates are functionally organised, with each division administering a core function within the jurisdiction of a Collectorate. There are six core functions associated with sales tax. These include; registration (and its associated functions), data processing and information management, refund, audit, adjudication, collection, and enforcement. Added to this are two key auxiliary functions viz., survey and taxpayer education. Currently, a close functional correspondence exists between the sales tax process and its administration within divisions, although the function of adjudication has been performed by a separate Adjudication Collectorate since July 2000.

3.15
In the present, system the head of each functional division reports to the relevant Additional Collector, who reports to the Collector. AC/DCs are generalist supervisory officers who administer and monitor the performance of each functional division. The functional staff of each division resides between BPS-14 to 16. Currently there is little or no possibility of climbing up the hierarchy for these officers, especially in specialised functions like audit. This is a major shortcoming in the current organisational structure.

3.16
The current executive field formation is based on the contradiction between organisational principles at two distinct levels of the institution. At the divisional staff level, the principle of specialisation of function applies whereas at the supervisory level, the principle of generalised management applies
. Although this principle compromises the gains from specialisation, benefits are argued to be associated with the current form of organisation. The usual benefit stated in the merger of these principles is that it avoids overspecialisation with the consequent increase in coordination costs. The problem is that given the poor use of networking and flow of information between departments, the coordination process is not terribly efficient in the current system. While the Collector and Additional Collectors attempt to play effective coordination roles, their efforts are constrained by non availability of technology. Matters are made worse in certain Collectorates as whole divisions reside in different parts of the city. This makes coordination costly and time consuming. Lacunas emerge in the system due to lack of specialisation. For example, at present, there is lack of specialisation at the Collectorate level to develop and upgrade audit planning tools, working paper files, and industry notes. This activity is not an explicit function of the audit supervisory officers or of the auditors.

3.17
In the current set-up, there is neither proper decentralisation nor centralisation. A tug-of-war appears to persist at times between Collectors and the CBR. Collectors can reinterpret procedures specified by the CBR in radically different ways. For example, until recently, the Lahore Collectorate had a very lenient view regarding the application of Section 73 of the Sales Tax Act, 1990 in the case of refunds, whereas the Karachi Collector and the CBR had a much stricter view. This causes uncertainty for the taxpayer as the regime can change with a particular Collector.

Administering Functional Areas: Audit
3.18
Description & Analysis:  In the present system, a hierarchy of supervisory officers including AC/DC audit and an additional collector in charge of audit monitor the work of processing officers (auditors and senior auditors). The administrative tiers fulfil two important functions; a) audit selection and b) audit monitoring. Audit selection has been automated and has considerably reduced staff discretion. In fact, audit selection has recently been centralised at the CBR level. The CBR Audit Committee mentioned earlier undertakes this work. This is a positive step, which would give uniformity to audit selection.

3.19
With regard to audit monitoring, the current system gives rise to multiple jurisdictions of control. Firstly an AC/DC audit evaluates each Audit Report. It is proposed that a copy of each report be sent for evaluation to an Audit Review Cell that is to be constructed in each Collectorate (Draft Audit Plan 2000-2001). The cell would report to the Additional Collector within one week who will comment on the Cells report and send it to the Collector. Finally, copies of audit reports reflecting detection of Rs. 1 million and above will be sent to SECRETARY ST-AIU section of the CBR, who examine these reports. The main limitation of the current system is that it will raise administration costs by creating multifarious layers of monitoring. A leaner administrative structure would be more cost effective, and will avoid duplication of work.
3.20
To gain from economies of specialisation in internal audit review, the audit monitoring task should be assigned to a functionally specialised Audit Review Division. Presently, the Directorate of Inspection, Internal Audit and Training is responsible for undertaking internal audit. However, the Directorate does not continuously interface with the audit division to effectively review audit workings. The function of internal audit needs to be better integrated in the current system.

Administering Functional Areas: Intelligence and Investigation

3.21
Description & Analysis:  The particular activity is conducted by the Directorate General of Intelligence and Investigation (Customs, Central Excise and Sales Tax). This Directorate is primarily responsible for undertaking specialised functions of intelligence, investigation and forensic audit. At present the office conducts its work on the basis of reports, queries and information received from the field or from outsiders. However, continuous interface between the Directorate and the workings of the audit division does not occur and the interaction is merely on demand. As a result the functions of this division, which are an integral part of audit work, occur in parallel to the work conducted by the audit division. This compromises the benefits of integrated management and planning.

Administering Functional Areas: Adjudication & Appeals

3.22
Description & Analysis:
  In Sales Tax, as in Customs and Central Excise, the Adjudication Collectorates have been separated from the Executive Collectorates (figure 3.1). This is a positive step, which ensures the application of the principle of separation of quasi-judicial functions from executive functions. This step will reduce the discretion of the executive officer.

3.23
The first tier of appeal is the Appellate Tribunal, a forum comprising a bench of a judicial and a technical member. The Appellate Tribunal is not under the CBR and is the first forum in the judicial process that comes directly under the Federal Government. Since July 2000, the office of Collector Sales Tax (Appeals) has been abolished. In the old structure this was the first tier of appeal, which came under the jurisdiction of the CBR.

3.24
There were good reasons to abolish the Collector (Appeals) forum. It was a move to expedite the appeals process. Furthermore, after the separation of the Adjudication Collectorates, it merely added another forum in the adjudication process. However, there are costs associated with abolition of this tier of appeal. For the taxpayer, it raises the costs of using the appeals process. This is because the number of benches at the tribunal level have consistently been insufficient. Currently, there is no bench in Karachi, for example. As a result, rather than expedite matters the removal of one tier of appeal may have slowed down the disposal rate of cases. International experience suggests that internal mechanisms of appeal in tax administrations often tend to provide effective and expeditious dispute resolution mechanisms related to points of fact (Dasgupta and Mookerjee 1998). In fact, evaluating the internal mechanism of CIT (Appeals) in the case of income tax in Pakistan the IMF finds that, “..the first level of appeals seems to be the most effective and expeditious, it should be retained” (IMF 2000, pg.68).

Administering Functional Areas: Other Areas

3.25
Description & Analysis: Besides these line organisations, The Directorate General of Training and Research exists to administer training. However, in the current set up, there is no day-to-day interaction of training and execution functions. This is a major limitation in the current set up.

3.26
During 1996 taxpayer service units were set up in each Collectorate. The main aim of these service units was to undertake activities related to taxpayer education and information services. However, a recent assessment suggests that since 1996 they have not produced any new information that can significantly contribute towards taxpayer education. Furthermore, these units appear to be starved of manpower and physical resources. Similarly, the establishment of advisory committees of taxpayers at the level of the Collectorate was authorised through Sales Tax General Order No. 09 of 1998. However, these committees have not been integrated as a regular feature in sales tax administration. Furthermore, no functional role or responsibility is specifically assigned to these committees. To integrate the compliant taxpayers in sales tax governance, these committees need to be given functional responsibilities for enhancing taxpayer education, especially disseminating best practices of record-keeping, and increasing awareness related to the law.

3.27
The Collection and Enforcement Division in most Collectorates currently administers the survey activity. It is a manual activity in which data is gathered from other data sources. the collected data is not captured in a database, thereby making its retrieval difficult. Most importantly, there is currently no organisational mechanism to pool and plan effective surveys across taxes.

Conclusions

3.28
Our analysis suggests that greater functional specialisation is required at the CBR level to develop and manage key functional areas like audit and adjudication. This will allow benefits from economies of specialisation to be reaped. It will also de-link the development of functional areas from the objective of fulfilling revenue targets. Currently the functional staff in specialised divisions like audit, faces little or no possibility of climbing up the administrative hierarchy. Measures need to be taken to allow the organisational integration of specialised functional staff. Furthermore, divisional heads tend to be generalist administrators rather than specialists, which undermines gains from economies of specialisation. Incentives need to be created to foster greater commitment towards functional tasks such as adjudication and audit at the field level. 

3.29
With regard to audit monitoring the current system gives rise to multiple jurisdiction of control. By creating multifarious layers the current structure raises administrative costs. The current organisation structure needs to be streamlined. The functions of internal audit and forensic audit need to be better integrated in the current system. These changes would assign and distribute responsibilities in a manner that reduces excessive discretion of officers.

3.30
The Task Force considers that removal of the first tier of appeal has increased the workload of the tribunal and has also resulted in denial of relief to the taxpayers from a convenient and effective forum.

3.31
The taxpayer service unit, which has the task of taxpayer education has been neglected. As a result little output has been produced in the direction of taxpayer education. Taxpayer education has to be recognised as a key function within the administration and greater commitment needs to be made towards developing outputs for this purpose.

3.32
At the field level there is no mechanism to pool and plan effective surveys across taxes. This results in duplication of survey work across taxes. Survey work has to be better coordinated within the CBR, in order to reduce duplication of costs and effort.

Process Analysis of Sales Tax Administrative Functions

3.33
The previous section described the core functional processes of the sales tax system. Although measures to track non-filing were excluded from the discussion as they do not represent a process, this is a major area of concern for tax reforms. Summary Table 3.2 details the problems identified in each of the process areas. This table is based on the analysis presented in the Sales Tax Consultants’ report, the areas of concern identified in the Task Force meetings with the CBR, and includes observations of the Task Force acquired in its field visits to taxpayer forums. Summary Table 3.2 also lists reform efforts currently being undertaken by the CBR in each of the functional processes. A number of positive steps are being taken at the CBR level and these need to be fully supported. Lastly, data and workings on which most of these observations draw are presented in the Table.

Summary Table 3.2 An Analysis of Business Processes
Business Process
Analysis
Work Undertaken by CBR

Return Processing & Data Capture
( Data loss on arrears information, as arrears information in often conflated with sales declaration in monthly returns

( Missing data on purchases from unregistered suppliers in monthly returns

( No data feedback on pending adjudication

( Weak data feedback on pending recoveries
( CBR circular 01 of 1997 suggests a semi-manual procedure to complete taxpayers’ profile with respect to penalties, arrears and refunds.

( In the current system the taxpayer assesses his own liability and deposits the tax due in the bank. There is no interface between taxpayers and tax officers.

( The Sales Tax return is a return-cum-challan, which reduces the documentary requirements for the taxpayer.

( Audit selection and the monitoring of delinquency associated with return filing have been successfully automated.

Export Related Refund

(Section 10; SRO 417(I)/2000) (see figures 3.I.1 to 3.I.5 in appendix 3.2)
( A manual process which entails a large number of steps

-Consultants’ estimates suggest that the process takes over twenty steps to complete

( Compromises the principle of self assessment

-Applies principle of direct assessment irrespective of the profile status of the exporter

-No exceptions in the application processing of exporters with different profiles

( Creates cash flow problems for genuine exporters

-Sample file estimates of Silver and the Other category suggest that it takes on average 41 days between receipt of supportive documents and the sanctioning of the refund payment order

-Estimates for Gold category files suggest that it takes on average 16 days between receipt of supportive documents and the sanctioning of the refund payment order

( Manpower intensive and will result in high manpower costs

-Estimates suggest that given the current refund workload, an auditor carrying out scrutiny seven hours a day and thirty days a month, would get less than an hour per case if he were to process all monthly cases in 30 days

-This suggests that if the current process is not to compromise the 30-day time limit or dilute scrutiny as a control device more manpower is required

( In the current process verification of invoices/shipping bills etc. is a weak form of control

-The current process places no limitation on the number of days in which the verification process has to be completed

-Currently on average 116 invoices are sent for verification per refund case

-Examinations of refund files suggest that in no case were invoices verified in the ninety day period, originally specified in SRO 417(I)/2000

( Invoice verification is done irrespective of the profile status of the exporter

( Verification is done for all invoices in a case, and not on an exception basis, this burdens the enforcement division
( To expedite the process SRO 417(I)/2000 has placed limitations on the time an auditor and senior auditor can take over refund scrutiny and examination

( For manufacturers-cum-exporters a time limit of 40 days, from the time of receipt of supportive documents, has been placed on the processing of the portion of the refund claim held for verification of deposit of tax paid on goods (in respect of which refund of input tax has been claimed)

( The above time limit has been reduced from 90 days to 40 days between July 2000 and January 2001

( The provision of continuous chain invoices and invoking the provisions of section 73 are positive steps, which will encourage documentation

Audit

(General Order No.09 of 1999; Section 32 AA) (see figure 3.I.6 in appendix 3.2)
( Poor audit performance

-Consultants’ estimates suggest that the average real revenue per taxpayer has barely grown during 1997-2000, despite buoyant growth in real domestic sales tax revenue. This suggests deteriorating voluntary compliance

- During 1999-2000 audit raised only 2.7% additional revenue

( Low auditor productivity

-Currently the average number of audits per auditor per month is 1.2. This is far short of 5 audits per month achieved by modern VAT administrations

( Low audit coverage

-During 1999-2000 only 7% of registered persons were audited. International practices in the developing world suggest a coverage ratio of 20%

( Inefficient utilisation of audit manpower

-29% of audit staff are delegated to functions outside audit and refund activities

( Delays in audit completion

-Sample file estimates  suggest that the average time it takes to complete an audit is 75 days. This reflects poor audit planning, non-cooperation from taxpayers and multiple assignments being given to audit teams

( Possibility of collusion in audit

-Consultants estimates suggest that the greatest fall in average real revenue per taxpayer is in the 1-50 million turnover brackets, which are precisely the brackets where the proportion of cases audited is the greatest

-Findings of IMF (1999) suggest that 50% of completed audits did not raise any additional demand

-An important factor setting incentive for collusion may well be the low pay and poor career prospects of the current audit staff. Furthermore, the culture of supervisory officers appears to be hierarchical and exclusionary, reducing the auditors esteem in his employment

( Auditor inexperience appears to be a constraint in the present system

( Missing planning, execution and monitoring instruments for audit

-Lack of use of Working paper files containing a Risk Assessment Instrument, a Work Programme Instrument and Detailed Checklists for audit monitoring

-This results in greater discretion in audit and it is difficult to see how audit working can be efficiently monitored if the instruments containing the relevant information are  not part of the execution programme

( Missing audit support systems

-Limited availability of industry notes, sectoral input-output ratios and waste ratios

- This increases the subjective element in audit, resulting in disputes between auditors and taxpayers
( The development of an audit manual and audit planning and execution instruments, with the help of Price Water House Cooper. This work was aided by DFID

( Audit selection has been successfully automated

( The establishment of an audit review committee at the CBR level, to streamline audit selection and to monitor audit work

( CBR has proposed the establishment of Audit Review Cells at the Collectorate level, in order to conduct audit review work. This is in line with IMF (1999) recommendations.

( Significant progress has been made in hiring trained professionals for audit.

-75% auditors employed had qualified with a B-Com, M-Com, ACMA or MBA

-65% Senior Auditors had qualified with M-Coms or MBAs

( Networking between PRAL’s import-export database and a centralised database of information on sales tax shipping/airway bills and bills of entry will allow spurious audit selection to be eliminated at the CBR level

( Sales Tax General Order No. 09 of 1999 stipulates that an auditee cannot be audited more than once in a financial year, except in exceptional circumstances to be recorded in writing.

32-A Audit (Section 32 A)
( Poor performance

-Consultants estimates suggest that the per auditee recovery is only 26% of the recovery made by departmental audit, which itself is quite low

( Selection criteria needs to be made rigorous

( Monitoring needs to be improved

( Needs to have better coordination with departmental officers


DRRA
( Raises compliance costs for taxpayers, by opening the possibility of multiplicity of audit


Adjudication (Section 11; Section 45; SRO 448(I)/2000) (see figure 3.I.7in appendix 3.2)
( Perceived to be biased in favour of the department

-Estimates from the Collectorates of Lahore and Gujranwala suggest that well over 80% of cases are decided in favour of the department

-Furthermore, 43% of the cases disposed off by the Tribunal were set aside

-Despite Section 72 all the adjudicators interviewed by the Consultants admitted reluctance to override CBR’s directives in the form of circulars, letters, general orders and clarifications

( Perceived to be a low priority posting by officers

( Frequent transfers into and out of adjudication create a disincentive to specialise in this function

( Poor legal assistance

( Poor legal training of staff and officers

( Poor legal facilities. There are no proper libraries or reference law books for the assistance of adjudicators or, indeed, the Tribunal

( Poor coordination with higher forums.

-The same legal questions are at times decided differently leading to discrepancies which cause confusions

-There are no publications or reports of the Tribunals or the Collectorates, which can apprise the taxpayer of judicial interpretation.

( Excessive time delays in the appeals process

-Of the 931 cases that went into appeal in the Lahore Appellate Tribunal during July-December 2000, only 42 had been disposed of

-The number of benches in operation is inadequate

( Penalties have a strict liability, this raises costs for taxpayers

-There is no margin for a bonafide lapse or “reasonable cause”, this raises costs for taxpayers in the event they commit a genuine mistake
( Adjudication has been separated from executive functions since July 2000. This is a positive step, which will bring greater impartiality to the system

( Section 72 gives an Adjudicator the possibility to exercise independence. It provides that it is not binding on an Adjudicator to follow orders, instructions and directions of the Board, if they interfere with the discretion of officers in the exercise of their quasi-judicial function.

( To expedite the disposal rate of adjudication and appeals cases time limits have been specified by the CBR
.

( The establishment of Single benches at the Tribunal level has been promulgated by Presidential Ordinance (XIII of 2001, March 15th 2001).

Recovery (Section 48; SRO 1178(I)/92) (see figure 3.I.8 in appendix 3.2)
( Poor recovery performance

-During 1999-2000 only 6% of the Adjudged amount was recovered

-During 1999-2000 only 1.7% of the adjudged and pending amount of additional tax was recovered

( Enforcement has multifarious burdens which strains recovery performance

-The low recovery percentage and multiplicity of tasks with the Enforcement Division results in selective recovery, which raises questions regarding the misuse of discretion and raises questions of equity in the eyes of the taxpayer

( Process followed on a selective basis which may distort its effectiveness

( Amnesties and a slow appeals process make the process ineffective

( Process of recovering additional tax is fraught with delays

( Although the main focus of the division is fieldwork, field staff have no sanctioned funds for fieldwork and no means of transport

( Embargo appears to be the most effective form of recovery but has high social costs associated with it. Its selective application can create an impression of harassment.


Non-Filing1
( High incidence

- Currently 25% of registered persons are nonfilers

- Non-filing has grown at a rate of 42% p.a. during 1997-2000

( Current register is contaminated

( Clogs Adjudication

-50% of pending adjudication cases pertain to non-filing

( Low Recovery, which creates perverse incentives for non-filing

-During the last financial year recoveries were made in only 4.2% of non-filing cases

( Caused because taxpayers exit without deregistration (a potential source of evasion). Its incidence is high in compulsorily registered persons and on account of delays in deregistration
( Special audit teams are being assigned at the Collectorate level to deregister habitual non-filers

( In the case of non-filing importers coordinated action is being taken with the help of customs authority. If an importer is a non-filer with the sales tax department, his goods will not be cleared by the customs authorities, unless proof of tax payment is received

Registration (Sections 14-18; SRO 550(I)/96)
( Redundant layers of supervision make the process somewhat manpower-using

-Currently 6 officers are involved in administering the process

( Need to standardise documentary requirements across Collectorates

- Consultants findings suggest variations albeit minor in the documentary requirements for registration

( Undefined exceptions for physical verification after registration opens up room for the exercise of discretion and may result in its misuse, especially if the registered person was liable to be registered but refrained from doing so

( Multiple registration regimes result in revenue loss as people split up businesses to avoid the registration threshold

-This also compromises on horizontal equity
( CBR has successfully automated the process

( This has resulted in the simplification of the process

-Consultants estimates from sample files suggest that the generation of the registration certificate takes 5 days to complete on average

Deregistration (Section 21; SRO 550(I)/96) (see figure 3.I.9 in appendix 3.2)
( Excessively time consuming and marred with delays

-An analysis of sample files done by the Consultants suggests that it takes 12 months on average between the date of application and the date of submission of the auditor’s report

( Manual retrieval of information from Enforcement and Adjudication adds to the delays and is resource- using

( Currently there is no instrument with which to monitor the progress of a case, as no information is generated on a regular basis on deregistration type, pendency and aging

( No legal separation of deregistration from a change in jurisdiction exists in the case of relocation of business activity
( To expedite the completion of the process time limits have been specified by the Sales Tax Act, 1990.

Compulsory Registration (Section 14; SRO 550(I)/96)
( A high incidence of non-filing in compulsorily registered persons in certain Collectorates

-In the Lahore Collectorate 84% of compulsorily registered persons were non-filing

( Misuse of discretion may occur in this process. Both sides may be willing to collude if the taxpayer is liable to be registered but has not done so.


Assessment and Processing
( Assessment functions specified under Section 11 are now done by the automated system

( The adjudication function of the division has been reassigned to the Adjudication Collectorates

( As a consequence

-The Division has become functionally redundant

-Maintaining it is an inefficient use of manpower
( In a number of Collectorates the Assessment and Processing Division is being merged with the Computer Division

Note: Non-filing is not a process but it is a major area of concern in the current system

Conclusions

3.34
The general conclusions based on our analysis are given below.

· There is a need for better networking between divisions to allow automated and speedy information retrieval. This will hasten process flow and allow better work monitoring and supervision. This will be an important step towards reducing the compliance costs of taxpayers.

· All sales tax processes need to be based on self-assessment provided the control function is not compromised. One way to achieve this is by conducting control functions like refund on an exception basis, which reward compliance and penalise non-compliance. Risk-rating taxpayer behaviour should form the basis of applying control. 

· In a similar spirit there is need to adopt risk-based audit planning and execution. The duration of audit should become a function of the risk-level associated with a particular taxpayer and/or sector. Furthermore, where existent, the multiplicity of controls on a taxpayer needs to be rationalised. This will reduce taxpayer and tax official contact. It will also lower administrative costs.

· Control functions like refund and audit need to be strengthened through automation and the development of support systems. In this regard automated information sharing across taxes needs to be developed. There is also the need to develop audit planning, execution and monitoring instruments, as well as industry benchmarks that will give objectivity to audit analysis. Besides objectivity these instruments will also provide standardisation thereby streamlining audit work.

· Process reforms need to ensure efficient utilisation and allocation of current manpower, especially auditors and senior auditors. This can be done by better allocation and by streamlining divisional tasks.

RECOMMENDATIONS

The Proposed Organisational Structure

3.35
The new organisational structure of the CBR sales tax wing and the Collectorates is given in figure 3.2 in appendix 3.1. As can be seen from the figures the main changes in the organisational structure are the creation of a separate Member’s (Legal) office, a legal cell, a clear functional hierarchy for audit and refund, the creation of an internal audit division and the creation of taxpayer assistance units. The first change will ensure impartiality and fairness in adjudication. The second change will allow economies of specialisation to be attained in audit selection, execution, monitoring, and refund planning. The last change simply reflects recognition of the need to streamline taxpayer and tax official contact. These organisational reforms are being suggested to provide greater specialisation in functional tasks, to create functional support at the field level and to reduce points of contact between  taxpayers and tax officials.

Collectorate-level Organisational Reform

3.36
The reforms envisage the creation of sales tax administrative regions, which will be administered by Regional Collectors. This will be a post in executive group four (EG-4). The jurisdiction of a region will be established by amalgamating the current jurisdictions of two Collectorates. The concept of the region will be piloted in Karachi and Lahore. In Karachi the region will comprise the combined jurisdiction of the Karachi East and West Collectorates. In Lahore it will entail the combined jurisdiction of the Lahore and Gujranwala Collectorates. This concept will be extended to other regions, which will be defined as the number of registered taxpayers increase in other Collectorates. Below the Regional Collectors will be the Divisional Collectors, who will administer the work of specialised divisions at the level of the region. These posts will be in executive group three (EG-3), in the current system these would be collector level postings. Upgrading the scale of the field organisation will give depth to the development of functional tasks by creating a critical mass of technology specialists and functional specialists assembled in selected regions. Furthermore, it will allow senior specialists to manage a functional hierarchy that specialises in planning and developing support systems for key control tasks. It will reduce the costs associated with duplication and fragmentation of development and management effort. It will also make the sales tax administrative structure compatible with income tax, setting the foundation of a possible merger in the future. This is an essential move if one window of audit and assessment is to be created for the taxpayer.

3.37
For the remaining Collectorates, the Collector will remain the head of the line formation. The Additional Collectors will be divisional heads, i.e. an Additional Collector will be in-charge of each specialised division. However, the new divisions proposed as well as the new process reforms will apply to both pilot regions and the remaining Collectorates. For ease of exposition in the remaining part of this chapter we describe reforms as they will apply to the pilot regions.

Audit Organisational Reform

3.38
To create better monitoring and standardise the audit function it is necessary to have a clearly defined functional hierarchy. This can be achieved by creating a specialised audit organisation within the CBR headed by a Member Audit (All Taxes). The primary functions of Member (Audit) will be the preparation of a standardised audit manual and other support systems, and the constant review of the auditing standard of the field force.

3.39
There are good reasons for the creation of this office. Firstly, this organisation will be able to exploit the economies of scale inherent in developing and upgrading audit monitoring and planning instruments. More importantly, it is expected that the work of audit will have increased in all types of taxes. In a modernised VAT system audit and internal audit are the largest and most utilised divisions. It would, therefore, be important to create a functional hierarchy that specialises in giving functional support to this task. This will avoid duplication and result in gains from specialisation. It will also allow better coordination of audit, more effective planning and data sharing between taxes. The profiling system can be improved, the scope of desk audit be sharpened and audit planning can become much more effective. Finally, it will de-link the audit function from the pressures of meeting the budget target. Furthermore, it will lower the possibility of a taxpayer facing multiple audits across taxes.

3.40
At the field level Collector Audit will head Audit divisions. The function of the Collector Audit will be to upgrade the work programme and measure its success, conduct surveys on sectoral prices, industry benchmarks and document industry performance and practices. The Audit Division should further be specialised according to sector and taxpayer type. This is a recognition of the fact that patterns of evasion vary across sectors and taxpayers. Therefore, audit specialisation by sector and taxpayer type will yield significant benefits. 

3.41
The proposed Internal Audit Division headed by Collector Internal Audit will conduct the audit review and monitoring function. Internal audit will be conducted by analysing the work programmes and working paper files of the audit division. Both the Audit Division and the Internal Audit Division will be under the functional guidance of the Member’s (Audit) Secretariat and the administrative guidance of the Regional Collector.

3.42
In our scheme the refund division should also come under the functional hierarchy of the audit organisation. Firstly, the proposed refund system is to a large extent audit based, therefore, it appears odd to split up the two divisions. Secondly, the refund auditors should be subject to the same monitoring methods, and should use the same audit planning, execution and monitoring tools as audit staff. Thirdly, the audit support system should be available to refunds. Finally, audit review should also evaluate the effectiveness of refund scrutiny. This is essential if deterrence is to be created. However, where applicable the taxpayer assistance unit described below will receive refund applications.

Member Legal and Adjudication

3.43
It is recommended that a member legal be appointed on the same lines as recommended in the income tax chapter. The member legal will be responsible for monitoring the performance of the adjudicating officer and appellate function for quality assurance. This member will also be functional head of the Legal Cell  and would provide guidance and necessary support. 

Legal Cell

3.44
The purpose of the cell will be to represent the Collector Audit’s office in adjudication and appeals, including appeals to superior courts. A Legal Cell will enhance the quality of legal assistance, act as data center for ready support on fresh subordinate legislation and judicial pronouncements of other Tribunals and superior courts on tax matters. In essence it will act as an in house lawyer to the Collector’s (Audit) Office. The Legal Cell will comprise of a panel of legal officers, which can be inducted from the department or from the legal profession. This panel would prepare, attend and follow up cases, besides coordinating with CBR for seeking clarifications on subordinate legislation. The Legal Cell will be under the administrative control of the Regional Collector.

Survey Division

3.45
In order to avoid duplication we would argue that in the future CBR should have one survey wing for surveys related to all taxes. Since, income tax has the widest coverage of entities the field survey divisions should be attached to this department, as suggested in the chapter on income tax. This data should be made accessible to the sales tax department through the Member (Audit). Having one survey department will avoid duplication of costs.
Taxpayer Assistance Units (TAUs)

3.46
The point of contact between the taxpayer and the Regional Collectors Office will be through the TAUs
. Their functions would include:

( 
Receipt of Registration Applications.

( 
Receipt of De-registration Applications.

( 
Receipt of Refund Applications.

( 
Issuance of Registration certificates, refund cheques, issuing notices and orders under Section 11 and any other acknowledgements for the taxpayer.

( 
Administer the Voluntary Disclosure
 process.

( 
Provide taxpayer education and training.

( 
Register taxpayer complaints.

3.47
TAUs will be established at the level of the existing Collectorates, and will be administered by an officer of the rank of Assistant Collector. TAUs will fall under the administrative jurisdiction of the Collector Customer Service, Registration and Enforcement. This office will also administer the Collection and Enforcement Division. In the new organisation TAUs will be the only point of contact between taxpayers and tax officials with regard to routine matters. To further streamline aspects of the contact between the two players the reforms envisage the use of automation for recording purposes at these units.

Proposed Process Reforms

3.48
The proposals are driven by four broad objectives:

(
To increase the long-term revenue generation capacity of the administration

( 
To lower compliance costs of taxpayers through process reform

( 
To reduce the misuse of discretion by reducing the points of contact between the taxpayers and the tax officials

( 
To create an impartial and judicious adjudication system, which gives relief when faced with excesses

3.49
To give more focus to the chapter we have detailed the major reform proposals before the minor reform proposals.
Refund Process Reengineering
Objectives

3.50
The reengineering concept is to create an exception-based process using information on an exporter's compliance history. The process will ensure the access of compliant exporters to a fast track contingent on future compliance performance. This is to be backed by a strong audit as a form of control and censure in the form of loss of access to the fast track if evasive practices are detected. For exporters with a poor compliance track record the process maintains pre-refund checks, and assessment of a claim before its sanctioning. The advantage of the suggested process for compliant exporters is that it develops a refund process based on the principle of self-assessment. It also significantly reduces contact between the compliant taxpayer and the tax official in the processing  of refunds. This will significantly remove discretion from the process.

3.51
In the suggested process exceptions between compliant and non-compliant exporters will be made using three methods (see figures 3.II.1 to 3.II.4, appendix 3.3). The first can be implemented in the short term and the remaining can be implemented in the medium term.

Detailing the Suggested Methods

3.52
Gold Exporters-Short Term Measure:  The process envisages giving Gold category exporters access to fast track refund payments. This carrot is offered as a reward for being declared low risk by the reformed profiling system. Details of the current process and the profiling system are given in the Sales Tax Consultants report. For manufacturer-cum-exporters the return will be treated as the claim application. There will be no pre-refund checks and the claim will be sanctioned on receipt of the return. Control in the current system will be exercised through an annual Post-Refund Audit, on a sample basis.

3.53
For commercial exporter details of supportive documents set out in SRO 417(I)/2000 will be required in the form of a soft copy. This information will be used to ascertain the refund on  the actual exports according to the current formula specified in SRO 417(I)/2000. Again there will be no pre-refund scrutiny and a cheque equal to the claim deemed admissible will be sanctioned. In the case of commercial exporters there will be two forms of post-refund control. Firstly, there will be an immediate post-refund scrutiny. The scrutiny will entail verifying the details of exports and imports against those specified in the Customs Database. In case there is a mismatch the exporter will be contacted for an explanation. Secondly, there will be a bi-annual post-refund audit, on sample basis.

3.54
In case a detection is adjudged and the claim acceptance level is below 85% the Gold status will be lost for three years. The taxpayer may go into appeal but his status will be revoked at the time of adjudication. As an alternative route the taxpayer will have the option to submit a review petition to the Review Committee promulgated under SRO 417(I)/2000. However, in order to use this procedure the taxpayer will surrender his right of appeal. Necessary changes need to be made in the law to allow the taxpayers’ right of appeal against the loss of Gold status.

3.55
The following changes are recommended to the profiling regime described by SRO 417 (I)/2000. Firstly, any exporter can apply for a Gold category status to either his Collectorate or to the Review Committee described by the current refund rules. If an exporter fulfils the criteria set out by the profiling system, he will be allocated the Gold status. The details of the criteria are given in the Sales Tax Consultants report.  If the Collectorate rejects an application then the applicant will have the option of making a review petition to the Review Committee. A major innovation in the reform criteria is that it is a shift to negative profiling. In the reformed system the responsibility of showing the claim rejection history will be on the Collector’s Office and not the responsibility of the taxpayer.

3.56
The Input Tax Verification Scheme-Medium Term Measure:  This will be a voluntary scheme for exporters and their suppliers. The purpose of the scheme will be to expedite the verification of invoices. The extent of an exporter’s refund claim, which can be verified against the sales tax declarations made by his suppliers using this scheme, will be given access to the fast track, i.e. immediate sanctioning without any pre-sanction scrutiny. The benefit for the exporter opting to use this scheme is that a portion of his refund claim will get access to the fast track. The suppliers opting to use this scheme will get an indirect benefit. They will gain buyers as their use of this scheme will allow buyers to get access to fast track refund, to the extent of purchases made from these suppliers and verified by the system. To ensure that the suppliers using this scheme receive a benefit, it is recommended that the CBR and EPB on their Websites advertise their company name, address and sales tax registration number. This information should also be circulated by the EPB to all the Chambers and Exporters Associations. Another benefit for suppliers opting to use this scheme is that based on the extent of verification of their declarations a reliability indicator will be generated, which will give these suppliers a reliability mark in audit selection. This will give relief from repeated audit. The scheme aims to attract use by direct and indirect exporters.

3.57
The scheme will be based on voluntary participation. Each exporter and supplier opting to use this scheme will have to register for this scheme at their respective Collectorates. Any registered taxpayer can register for this scheme by giving an authorised declaration that they are opting for the scheme. However, once an exporter or a supplier has opted to use this scheme he cannot opt out for a period of one year. This will give continuity to their participation in the scheme. It will also make it easier for other exporters to opt for a supplier committed to this scheme for a period of one year. Finally, it will ensure that the scheme is not abused through exporter and supplier collusion. If a person who has volunteered to use this scheme does not fulfil its basic requirements, his accounts will be audited immediately. Furthermore, both the CBR and EPB Websites will generate a list of suppliers and exporters who have broken their agreement in joining this scheme. This penalty will raise the cost for exporters and their suppliers opting out of this scheme.

3.58
The process will require each registered supplier to declare the aggregate supplies made to each of his buyers. Similarly, each registered exporter will be required to declare the aggregate purchases made from each of his suppliers. Both the suppliers and the exporters will also be required to declare the total number of invoices contained in transactions with each of their buyers/suppliers. This information will be captured in an input tax verification statement. A suggested specimen of the data that needs to be contained in the statement is described in the Consultants report. The users of the scheme will be required to hand in the statement by the 25th of every month in their respective Collectorate. After this time no statement will be accepted.

3.59
This statement will be used to cross-verify the exporters’ aggregate declaration per supplier against the declaration of the supplier is question. The exporter will get immediate refund to the extent that his input tax declarations are cross-matched by the system. To ensure that the system is not misused a random selection of the exporter’s invoices will be verified physically on a bi-annual basis. The invoices selected for physical verification will not constitute more than 50% of an exporter’s claim. If a supplier has over 90% claim acceptance, 50% of his supplies are validated by the system and he completes his term of one year successfully, he will be marked low risk in the audit selection system. This will give him relief from repeated audit. Further details on the process and the automation required for it are discussed in the Sales Tax and MIS consultants’ report.

3.60
The Automated Refund System-Medium Term Measure: The third method envisages creating exceptions through an automated risk-assessment system based on pre-determined validity checks. Details regarding the system and the validity checks are given in the Consultants report. This system will apply to all exporters other than those in the Gold category. Based on the refund claim history the automated system will identify high and low risk exporters. For low risk exporters the system will automatically sanction the claim amount. If the exporter and his suppliers have opted for the input tax verification system then the immediate sanction will be to the extent of the claim validated by this system. These cases will be subject to an audit provided they maintain their risk status after eight consecutive months. In case detection is made and adjudged the exporter will be marked as a high-risk case in the system. This mark will override the risk assessment system until such time that he gets clear pre-refund scrutiny reports for six consecutive months. In the case of high-risk exporters cases will remain subject to pre-refund desk scrutiny as in the current refund system. The process specified for high-risk cases by the Consultants will also apply to refunds claimed under Section 66 and Section 10 (1), provisos one and two.
Changes in Revenue Accounting and Target Setting Methodology

3.61
However, to make the process efficient and implementable the government must change its revenue accounting and target setting methodology. In the new methodology the refund claimed in the return should be treated as contingent liability until the same is adjusted on actual payments of refunds or rejection of the claim. Similarly, target setting should be based on gross receipts instead of the current practice of net receipts. This recommended change will remove the incentive to delay refunds. It would also force the tax administrators to concentrate on the development of revenue generating areas like audit and recoveries.
Audit Process Reengineering

Departmental Audit

3.62
Developing Support Systems for Audit: The main aim of the reform process (see figure 3.II.5 , appendix 3.3) is to standardise and objectify audit work. Our analysis suggests that the audit selection module is not effective. Furthermore, time duration of audit tends to be lengthy and auditor productivity is low. Developing well-defined work programmes and checklists not only for different types of audit, but also for key sectors is one response to these problems faced in audit. Work programmes would include the detailed tasks to be performed on different segments of the audit assignment. A Risk-Assessment Instrument needs to be developed to systemise the steps to be taken during an audit in each risk area. This would help sharpen the scope of audit planning and execution. This risk-based approach will allow audits of different duration to be conducted, which would improve auditor productivity. These instruments would also strengthen audit selection. Currently audit selection is based on automated selection using pre-determined validity checks. To sharpen selection an auditee’s risk information needs to be captured using the audit work programme. Reliability indicators for audit need to be generated on the basis of this information. Lastly, checklists will objectify and standardise audit review work. Only a risk-based audit will ensure the best possible use of audit manpower, it will increase auditor productivity and audit coverage. It will also reduce discretion in audit. Standardisation will reduce the scope of misusing discretion in audit, it will also provide monitoring tools and information for audit review. The information required for each type of audit needs to be disseminated to the taxpayer as part of the education programme. The aim should be to educate the taxpayer of the type of information that will be required so that better record keeping can come about.

3.63
As we have already pointed out the system is deficient with regard to the availability of industry notes, input-output ratios and waste ratios. These are necessary instruments if an objective and risk-based approach has to be adopted. Industry notes provide sector specific risks and details of systems and records currently in use in different sectors. These are very useful tools for audit planning and verification. In particular, short field audits will be impossible to conduct effectively without using these instruments. Industry-wise input-output ratios and waste ratios allow the possibility of production based reconciliation exercises, which provide another form of control in the system. This is essential to objectify audit analysis. However, these ratios must be validated by industry to give them legal effectiveness. Details on instruments and support systems are given in the Consultants report.
3.64
We fully support CBR’s efforts of networking the sales tax database with the centralised import/export database, as this will be essential for the development of the audit system. This would provide another form of control for audit verification. We would also recommend the networking with the income tax database using the NTN as an identifier, this is another idea which is currently being conceptualised by CBR. This will create another form of control. Necessary changes in the law should be brought about to allow this data sharing to occur.

3.65
Audit Types:  A risk-based audit approach allows the possibility of conducting different types of audit. Audits would range from desk audits, to short field audits to comprehensive audits. Conducting audits of different duration ensures optimal deterrence coupled with efficient manpower use. To conduct audits of different duration requires standardised work programmes for audit planning and execution. As suggested these work programmes need to be risk-based, incorporating areas of risk found in different sectors and taxpayer types. For large corporate taxpayers a system audit should be conducted. This will be an audit of the person’s record keeping and accounting system. The purpose of the audit will be to evaluate the comprehensiveness of the record keeping system, the types of control procedures adopted by the company, the type of transaction flow systems adopted and the nature of accounting books maintained. A Company that is assessed to be low risk on account of this audit will be audited less frequently. This can be ensured using reliability indicators.

Audit Review
3.66
There should be three types of audit reviews. The first should be conducted by the AC/DC (Audit). This should be a review of the working paper files to discern areas of weakness, to update the auditee profile and to assess the effectiveness of the work programme. This information needs to be entered into the system. The AC/DC (Audit) would be required to fill an Audit Review Checklist. For this purpose the automated audit-monitoring module needs to be strengthened. This module should provide statistics on the effectiveness of different checks, which have been included in the work programme. These statistics should enable the ACs/DCs to upgrade the work programme on an objective basis.

3.67
The Internal Audit Division should check the working paper files on a regular basis. Particular attention should be given to the AC’s observations, the work that has been followed, the quality of the work programme and the thoroughness of the working paper files. It should use the statistics generated by the automated audit-monitoring module to determine the effectiveness of the work programme. The Internal Audit Division should have the right to re-audit an auditee if a major lacuna is found in the Audit working, the reasons for this need to be recorded in writing. Alternatively, it could assign the work to a separate audit team. The division ought to be authorised to undertake these functions. The Member’s (Audit) secretariat should review sample audit cases. However, this should be a random sample and it should not concentrate on only high revenue cases.
Auditor Rewards and Performance Evaluation

3.68
Giving rewards to auditors is essential. Audit is a process that cannot happen without taxpayer/auditor interface. This opens up possibilities of collusion. As pointed out earlier the incentives for collusion multiply when an auditor has a low pay and poor career prospects. The auditor is a key functional agent of the system. Therefore, it is very important to reward auditors in the form of an adequate pay package. To further the integration of specialised staff in the audit division auditors should be recruited in Executive Group 1 (EG-1), i.e. of Assistant Collector rank in the current system.

3.69
A supplementary way to deal with the problem is to set rewards for auditors. In this solution the auditor is allowed to retain a certain fraction of the revenue collected. The current reward rules specify the procedure for the entitlement to a reward. We concur with the suggestion made in the Draft Audit Plan 2000-2001 that separate reward rules need to be drafted for auditors. However, we disagree with the suggestion that the reward should be paid as soon as the recovery is made. The reward should only be sanctioned once the detection has withstood adjudication. Furthermore, the rewards should be contingent upon performance. One way to ensure this is to make rewards a proportion of the adjudged amount. However, the suggested scheme of rewards needs to be backed by a well-defined performance evaluation system. This should include objective indicators on the basis of which an auditor’s performance should be evaluated. Details are given in the Consultants report.
Auditor Training

3.70
As a first step auditors’ skills should be assessed through an aptitude test. The exam should not only assess accounting knowledge but a knowledge of the law as well. The results of the exam should determine the type of training required by the auditor. There should be resources to provide in-house training and outsourcing with professional accounting firms on a regular basis. The latter could be organised as part of the 32-A audit process.

Audit by DRRA

3.71
As stipulated currently no taxpayer should be audited more than once a year. DRRA should not have the right to require taxpayers' records even at the Collectorates. They should conduct a review of working paper files and the effectiveness of the work programme. They should give their observations to the Internal Audit Division who should rate the auditors and the AC/DC using performance evaluation tools prescribed in the Consultants report. These observations will become part of the officer’s performance evaluation. The purpose of DRRA is not to re-conduct an audit but to create effective deterrence by checking gaps in the current audit process. The current actions of the DRRA should be strictly stipulated against.

Audit Under Section 32-A

3.72
Outsourcing of audit should be retained keeping in view the revamping and transition costs of adopting a modernised audit system. The key improvement in the system should be the establishment of a pre-qualification system. A rigorous pre-qualification criterion is given in the Consultants report.

Adjudication Process Reforms

3.73
In the light of our analysis the objectives proposed reforms need to fulfil are:


i)
Induce greater independence in adjudication


ii)
Develop a sustained specialisation in the adjudication function


iii)
Improve the human capital and physical infrastructure for adjudication

In the case of the Appellate Tribunal the time management of the appeals process needs to be improved.

Developing Specialisation and Independence

3.74
Only by fulfilling the first two objectives can the taxpayer’s rights be guaranteed. The creation of the Member’s (Judicial) office will ensure greater independence in the adjudication function. It will allow independence as revenue targets will not drive the Member’s (Judicial) office. To allow specialisation to develop in adjudication would require commitment to the Adjudication function. This can be achieved by establishing a minimum tenure for Adjudication officers. The minimum tenure of an Adjudication Officer will be 3 years, irrespective of his rank. The officer’s performance evaluation will be done by the Member’s (Legal) office on the basis of objective criterion suggested in the Sales Tax Consultants’ report. 

Training

3.75
Judicial camps or workshops have to be held regularly to improve the quality of judicial officers. A dynamic curricula needs to be developed which will enable the officers to learn more about fiscal laws, judicial decisions and tax systems employed in countries around the world. Scholarships to other countries, which have a developed VAT system, can also be extremely beneficial for the training of officers. Training of officers could also be provided at the Pakistan National Judicial Academy. However, a specific curriculum will have to be devised for teaching tax adjudicators.

Time Management of Appeals

3.76
The area of concern with regard to the Appellate Tribunal are the delays in the disposal of cases and the issuance of stay or injunction to the taxpayers.

3.77
Delays can be met by increasing the number of benches. At least 10 benches need to be operational and this should be subject to a workload review. 

3.78
The Task Force recommends the reestablishment of the first tier of appeal within the CBR. Allowing the Collector (Adjudication) office to act as the first tier of appeal. The Deputy Collector (Adjudication) and Additional Collector will adjudicate all cases. Creating a first tier at the executive level will reduce the workload on the Tribunal and expedite the appeals process. The first tier of appeal can be side stepped only on a point of law, in which case the taxpayer or the department has a right to go directly to the tribunal.

3.79
An injunction or stay order is crucial to a taxpayer. Firstly, the Appellate Tribunal must have a speedier system at the beginning of the day to hear stay matters. Like the High Court or the Supreme Court, the stay matters should come up at the commencement of each day. To facilitate stay applications single member benches may be allowed to entertain stay applications. Waiting for the bench in a number of instances delays relief.

3.80
To lower the costs associated with appeals for the taxpayer it is recommended to create a fast track. The taxpayer ought to be able to opt for a stay by furnishing a bank guarantee. Although the practice of accepting guarantees already exists, it should be formalised as an option available to the taxpayer. In fact, Sales Tax General Order No. 2 of 1999 already provides a standardised format for a guarantee. This procedure has been used very effectively in the Mexican case.

Advance Ruling 

3.81
The taxpayer, before embarking upon a particular venture may like to firm-up his business feasibility by having the view of the CBR or Federal Government on a particular provision of the Act, notification or other instrument, which is hitherto unclear and relates to his new venture. In this situation the taxpayer can request the Member (Legal) for an Advance Ruling on the subject, which should be issued within one month for such request. The Advance Ruling once issued will be the collective view of the CBR on the issue and the CBR will not be allowed to recoil from it. This process will add certainty in the tax system and will reduce unnecessary litigation that is usually the outcome of confusion and unclear notifications. 

3.82
The TFTA recommends that enabling provisions in the law be inserted to give a legal status to advance rulings. It will be however, counterproductive if the law and notifications are changed too frequently as is the current practice.

Voluntary Disclosure

3.83
As stated in our analysis of the adjudication process the present system allows no margin for genuine mistakes, such as wrong entries made in the return. There is no incentive for the taxpayer to settle, before or after the contravention. The Tribunal too has no powers to settle the dispute by mitigating penalties in this context. However, given the poor performance of recoveries it is clear that in some instances the department would be better of settling a case before adjudication rather than go through the process of appeals and recovery. In this case there is no resource cost to the department, while in the latter there is not only a significant resource cost but also a poor probability of recovering the money. Furthermore, the department loses the value of the tax in real term due to inflation given the low percentage of additional tax recovery.

3.84
Given these constraints a fast track should be developed which encourages voluntary disclosures, speedy settlements and quicker recovery. This track should encourage taxpayers to come forward on their own and disclose their liabilities, thereby, providing a means of low cost recovery. This process can be called the "voluntary disclosure" process (see figures 3.II.6, appendix 3.3).

3.85
"Voluntary disclosure
" (VD) or "auto correction" is positioned short of adjudication. The Taxpayer Assistance Units (TAUs) will administer the process. The objective of VD should be to encourage voluntary disclosures and settlements. The details of the process are given in the Consultants report.

3.86
If a taxpayer realises a mistake, before the department (audit division) makes a detection, he can settle the same by approaching the TAU. This settlement is to be made subject to payment of additional tax and twenty five percent of the penalty rate. Settlement here means deposit of the entire principal amount, penalties and additional tax until the date of deposit.

3.87
Similarly, in cases of contravention the liability can be settled subject to additional tax and reduced penalty
 (fifty percent of the prescribed rate). The limitation is that full payment will need to be made within ten days of the notice for voluntary settlement.

3.88
In case the taxpayer disagrees with a part of the tax liability fixed under the contravention, he may pay the amount he agrees to and agitate his liability for the remaining amount. VD will apply to the extent paid by him. On the remaining amount the normal process of adjudication and penalties will apply. In every case, except tax fraud, VD will be a tool for expeditious recovery.

3.89
VD
 encourages smooth and efficient working of the VAT system without the hassles of adjudication (in several forums, including a writ petition at the High Court) and the rigours and costs of enforcement. An additional benefit of having VD is that the department will be able to instantly recover revenue. Moreover, it can help in minimising the expenses incurred on the adjudication process by both sides. In this sense VD represents a mutually beneficial arrangement.

3.90
It is important to note that VD has no discretionary powers. The payment of the entire tax amount or, a part thereof, along with penalty and additional tax is to be made as the case may be. In case the taxpayer does not opt for VD the case is sent in to adjudication. To make VD effective it could be prescribed that if a taxpayer goes into appeal against an adjudicated amount, he will also have to bear the departments litigation cost. This liability rule is very successful in Mexico. It raises the costs of delay tactics on the part of the taxpayer. Sections 35 and 35-A of the Civil Procedure Code deal with actual costs and special compensatory costs in case the litigation is frivolous. In similar spirit it can be stipulated that the losing party to an appeal will have to compensate the other party for litigation costs, provided the appellate authority does not find that the point in dispute was arguable from either side. In the latter event costs may not be allowed.

3.91
The VD is very different from an amnesty scheme. An arrears amnesty is an ex post admission of enforcement failure. It sends wrong signals to evaders and compromises deterrence. VD on the other hand is an ex ante incentive to settle out of court. To work effectively it must be backed with swift and strong enforcement. It is simply intended to overcome the constraint imposed by a slow judicial process. Under these conditions it will not create perverse incentives.

Recovery Process Reform

3.92
Our analysis of the recovery process suggests that the key objectives of reform should be:


1.
Streamline multifarious functions of the enforcement division


2.
Make the recovery of additional tax more efficient


3.
Provide taxpayers with a grace period prior to which recovery will not be initiated

Streamlining Multifarious functions

3.93
The input tax verification system will streamline the verification workload. Similarly, the removal of contamination from the register (suggested in the non-filing section) will lower the workload arising out of non-filing cases. Lastly, potential cases for compulsory registration ought to be identified on the basis of information gathered through data surveys conducted at the CBR level. This will lessen the survey workload on the enforcement division.

Short files, non filers and late filers
3.94
These cases can go straight into recovery after VD as no adjudication is required in such cases. The period of ten days required to settle in the case of VD must be granted before recovery action is put in motion. In the case of non-filers the reform proposals suggested in the relevant section of this chapter should be invoked. This will considerably reduce the burden on adjudication and enforcement.

Time Period of Recovery Action

3.95
It needs to be stipulated that recovery proceedings will not be initiated at the Collectorate level unless thirty days have passed from the time an order-in-original is issued. However, in cases of strict liability where the amount is not adjudged the recovery action will not be undertaken unless fifteen days have passed from the issuance of the O-in-O. This stipulation will grant the taxpayers time to arrange funds with which to pay their adjudged liabilities.
Making the Recovery of Additional Tax More Efficient

3.96
Additional tax can be calculated at the time of the order in original. Slabs of additional tax for  six-month periods can be calculated and provided in the Order in Original. The relevant slab can be referred to at the time of recovery. This avoids the hassle and the cost of reverting to adjudication and carrying out recovery in two phases.

Tax Amnesty Schemes

3.97
The practice of introducing Tax Amnesty Schemes needs to be avoided strictly. Furthermore, such schemes will compromise the effectiveness of VD and should be barred under the law.

Return Filing Process and Data Capture Reengineering

Additions to the Return Format

3.98
The process reform envisages a change in the return format to allow better data capture for control purposes. Our analysis suggests that in the current system the conflation of arrears with tax declarations in a monthly return create problems of data capture. To remove this problem the return should be redesigned to include an item reflecting arrears payments. A suggested format is given in the Sales Tax Consultants report. This insertion into the return would improve data-capture. This would have a number of benefits. Firstly, the data on sales will be purged of the errors caused by conflating arrears with sales data. Secondly, using this information a better method can be developed to reconcile arrears payments, which would allow track to be kept of balances outstanding against a registered person. This is essential for data profiling.

3.99
Similarly, a column should be added in the return to capture information on purchases made from unregistered suppliers. This will provide important information for data profiling. Based on this information an indicator can be generated showing the exposure of a registered person to the cash economy. This is extremely important information on the basis of which a reliability indicator can be generated for audit. The capture of this information will significantly improve audit selection and lower the costs of  compliance for the taxpayer.

Creating a Networked Database on Adjudication, Arrears and Recoveries

3.100
Summary Table 1 (see section 1.3) suggests that there is considerable data-loss in the current system when it comes to pending adjudication and recovery cases. The objective of the current process is to improve this data-capture. Loss of this data places a limitation on the robustness of a taxpayer’s profile generated by the system. It also delays de-registration proceedings. The reform envisages the installation of automated systems at the Adjudication Collectorates and the Collection and Enforcement Divisions. These systems would be networked to the main sales tax master file, and will contain an adjudication module and a recovery module in the two administrative units respectively. The adjudication module will contain necessary information on adjudication proceedings, and the recovery module on recovery proceedings. This will allow track to be kept of essential data on adjudication and recoveries pendency. It will also allow easy data retrieval for monitoring purposes. This will provide essential information for control purposes. The details of the process are contained in the Consultants report.

Rectification of Return

3.101
The reform also envisages the development of a procedure for return rectification in the event unwarranted errors are committed. As pointed out earlier in the current system there is no provision for rectifying errors made while filling in the return. It is important to allow a provision for rectification if only to reduce compliance costs for taxpayers that have made innocent mistakes. By encouraging the taxpayer to self declare mistakes, the department may raise lost revenue without bearing the additional cost of adjudication. Therefore, an efficient rectification system may benefit both sides equally. However, the law will need to be amended if this process is to be instituted.

3.102
The rectification of return provision (see figure 3.II.7, appendix 3.3) will apply to two sorts of cases. Firstly, cases of return filing errors where no change in the declared tax liability is involved. Secondly, cases involving casting errors and calculation mistakes, which are apparent from the face of the return. The process encourages the taxpayer to self declare mistakes and make the necessary payments of additional tax and the principal amount. The declaration and payment is to be made using a rectification return form, which will have a different colour. The format of the “Return Rectification Form” will have the same setting as a normal return form, except four columns need to be added at the bottom; (1) Sales Tax Paid in the original return, (2) Extra Sales Tax Payable, (3) Sales Tax Refund Due and (4) Additional Tax payable. The form will also contain a column asking for reasons of rectification. The automated system will validate the new calculations and cross verify them against the original declarations. If there is matching an acknowledgement receipt will be sent in case tax has been underpaid, and a refund cheque will be sanctioned by the system if tax has been overpaid. To allow time for rectification no show cause notice or adjudication order will be issued in the case of short and wrong filing within fifteen days time from the last date of filing of return.
Automated Return Filing

3.103
The proposal envisages developing a semi-automated pilot programme for the filing of returns and for payments, to be used by large taxpayers initially. Similar, models have been highly successful in CIAT countries, particularly, Uruguay
. Initially, CBR will have to give special permission to large taxpayers to use the system. This permission could be in the form of a confidential user’s ID. Details of the proposed reform can be found in the Consultants report.

3.104
The process envisages the creation of an automated payment window at one of the Bank branches. The taxpayers’ return will be available on the CBR website. Authorised taxpayers will be able to access the return, and will feed the relevant data in the automated return. A rigid validation routine needs to be developed in order to keep to a minimum the possibility of entering erroneous information. Upon acceptance of the return the system should allow the taxpayer to print three copies of the return along with the provisional serial number. Using these forms the taxpayer can make his payment at the automated payment window. The automated information will be validated at the Bank window using the provisional serial number. In the event there are no discrepancies, payment will be accepted, and the system will automatically transfer the automated return to the sales tax master file.

Registration Process

3.105
Our suggestion would be to implement the NTN as a common tax number on a priority basis. This would harmonise documentary requirements and lower the manpower usage in registration across taxes. The process of generating a common tax number is detailed in the chapter on management information system reforms.

Exception Based Physical Verification

3.106
As pointed out earlier, there is a need to define the exception categories for physical verification at the time of registration. There is no need for physical verification in the case of companies and corporate manufacturer-cum-exporters. The main classes verification should concentrate on are commercial exporters, individual firms, wholesalers, retailers, non-corporate manufacturer-cum-exporters and indirect exporters.

Exemption Thresholds

3.107
Exemption thresholds under different tax regimes, i.e. the turnover regime, the enlistment regime and the retail tax regime allow the perpetuation of various kinds of possibilities of evasion. It also results in horizontal inequity. Although this matter is outside the scope of our work, nonetheless, our suggestion would be to reduce the existing registration thresholds. Exemptions are usually established as the cost of administering small units outweighs the tax collection potential from these units. However, given the small base in Pakistan this should not be a matter of concern. In fact, the main concern ought to be to curb practices perpetuating evasion. Once deterrence has been created and the economy properly documented these thresholds can be rationally applied. This step would also help in the documentation of the economy.

De-registration Process

3.108
The objectives of the reform are to improve the time management of the process, as well as to increase monitoring and control of work. Details of the process are given in the Consultants report.

3.109
A strict time limitation of only 4 months should be given to the Collectorate to complete the process. In the event that a case is not de-registered, an entry should be made in the record of the tax officer responsible for the process. Time delays will also be improved by the suggested improvements in the audit process. Time management will also improve through automating information retrieval on pending adjudication and recoveries. The suggested automation of the Adjudication Collectorate and the enforcement division, and their networking with the Sales Tax Database will ensure this. 

3.110
Performance monitoring of the process will improve through the automated data capture of dates at which each step in the process is initiated or completed (see figures 3.II.8, appendix 3.3). This will allow quick retrieval of essential information such as; the reason for de-registration, it’s aging, the stage of work it is at and whether the taxpayer is traceable or not. Cases falling in the last category will be given less importance. If a taxpayer remains untraceable over six months the case should be automatically de-registered. Lastly, based on the weekly aging lists the Collector should monitor de-registration work.

Transfer of Jurisdiction

3.111
A provision should be made in the law, which allows for a transfer of jurisdiction in the event a taxpayer shifts location. A taxpayer transferring jurisdiction should not be required to de-register from one Collectorate and re-register in another Collectorate. All that is required is the transfer of tax payment information across Collectorates. A process is detailed in the Consultants report.
Compulsory Registration Process

3.112
In order to make the process more systematic a centralised national tax database ought to be created with urgency. This is already part of the National Survey exercise. The main source of the data will come from the Survey. The database should also capture information from sales tax, income tax and customs, as well as utility bills, PTCL, information from industrial associations, information from the SECP and information from state enterprises on their unregistered buyers. However, the efficient creation of this database will require the swift implementation of a unique taxpayer identifier and the creation of a taxpayer master file for all taxes. This will greatly aid identification and enforcement. Cross checking across authorities can provide valuable information for enhancing registration. This is part of the CBR’s existing plan and we reinforce its urgent implementation.

3.113
However, to reduce discretion the selection of the cases to be registered should be automated. The results of the survey and other data sources should be fed into the computer, and upon identification of unregistered persons falling within the registration threshold the system should generate a list of potential evaders. The CBR should analyse this list for spurious cases and validate it. Finally, the computer should issue notices to be sent to the taxpayers on the validated list. This will make the compulsory registration exercise more systematic and less discretionary.

3.114
While implementing the suggested process priority ought to be given to completing the value chains in different sectors. This would result in greater economic efficiency by reducing the cascading effect of the current system. However, this would require an analysis of value chains in different sectors. This analysis could be a part of the recommended exercise of developing industry notes. The national tax database could be used to identify chains where great proportions of units are unregistered. These segments of industry should be registered on a priority basis. This will have a beneficial effect in terms of enhancing economic efficiency. This exercise should be conducted on a priority basis for the exportable sector. This would release the ‘trapped tax’ element of costs and improve export competitiveness. Value chain analysis for the exportable sector can be done with the help of the Export Promotion Bureau (EPB). 

3.115
To ensure that compulsorily registered taxpayers do not become non-compliant would require detailed monitoring of these taxpayers. A separate file should be created to monitor the behaviour of these taxpayers on a monthly basis. In the case of non-filing the recommendations of the relevant section ought to be followed. Furthermore, the standardisation of audit planning and execution and taxpayer education will set incentives for the taxpayer to come into the net. Another way to lower the disincentives for documentation is to prescribe standardised and minimum maintainable records for audit for different sectors and educate the taxpayers regarding the required records. At the same time the audit of that category of person should be confined to the verification of the prescribed set of books. 

Process-Related Measures to Lower the Extent of Non-Filing

Removing the contaminated portion of the register
3.116
An exercise should be conducted in every Collectorate that cross-matches the particulars of a taxpayer against others sharing an address, name or particulars with another person. These persons should be contacted to provide an explanation. In cases, where there is cause, the case should be sent for audit and deregistered. For all other cases falling under section 21 (4), the provisions of the Section ought to be invoked and the taxpayers should be deregistered with great urgency. The recent measures taken by the CBR to relocate audit strength with an aim to reducing the burden of non-filing need to be fully supported.

Effective Planning & Control of Non-filing
3.117
These measures should be invoked after removing the contamination from the existing register. After this exercise has been conducted control visits should be made to taxpayers in the event of non-filing. To allow these cases to be dealt swiftly non-filing should be treated as a strict liability and not be subject to adjudication. This practice is not novel and is followed in France, Belgium, Chile, Ireland and Argentina (Tait 1988). Once the computer has identified a case as a non-filer it should automatically issue a penalty order, which should be sent to the Collection and Enforcement Division directly. The Collection and Enforcement Division should initiate recovery by visiting the taxpayer.

3.118
If the number of non-filers remains high even after removing contamination from the register, the cases of large taxpayers should be dealt with on a priority basis. A list should be drawn up and the AC (Collection and Enforcement) should be obliged to send the Collector a report on these taxpayers within a week of receiving the list. The Collector should monitor this activity. A random sample of small taxpayers can be generated by the computer, which, the Collection and Enforcement Division has to report on quarterly. This exercise of random control has be successfully implemented in Chile, which is one of the most successful VAT administrations
.

3.119
Furthermore, measures suggested to make compulsory registration and de-registration more effective will set disincentives for non-filing. In the former case this will be done by better monitoring and in the latter case by lowering the compliance costs for de-registration.

Physical Infrastructure

3.120 
The current infrastructure of Collectorates leaves a lot to be desired. This is especially true of building space, basic amenities and record rooms. Record rooms are non-existent. One finds the records strewn on the stairs or in one case neatly stacked in a lavatory. Similarly, workspaces are cramped and adequate lavatory facilities do not exist. Lastly, in some Collectorates the divisions are located in different parts of the city on account of lack of space. This raises coordination costs and results in inefficiencies. The constraint imposed by poor infrastructure needs to be removed with great urgency. 

Taxpayer Education

3.121
The task of taxpayer education has been seriously neglected by the CBR. During 1996 a taxpayer services unit was established in each Collectorate. However, during 1998 when GST was extended to the retail sector only a brief pamphlet was published to educate retailers (IMF 1999). It is also clear that the CBR has the potential of generating excellent educative material. This can be seen from the quality of the sales tax newsletter. What needs to be done is to design similar pamphlets for taxpayers, which can be sold for a service charge. The popularity of publications like the Tax Forum suggests that the marketing of similar publications have excellent prospects. The CBR sales tax wing should take the following steps to develop taxpayer education. Booklets need to be published, in both Urdu and English, for GST implementation and sold through Collectorates and bookshops. These booklets need to explain VAT principles, provide information on different procedures and emphasise methods of record keeping that would lower compliance costs. Areas where taxpayers are making repeated mistakes can be identified through audit and refund and new bulletins could be developed to address these problems.

3.122
Another area, which would benefit taxpayer education, is information sharing with the taxpayers regarding the audit work programme. This information sharing will forewarn the public of the types of records required by the department in the case of different types of audit. This will lower compliance costs significantly.

3.123
Regular seminars need to be held with traders associations, industry associations, and other relevant bodies. Those industries need to be targeted where repeated mistakes are particularly severe. The CBR website needs to be kept up-to-date with user friendly material. Auditors can be used to disseminate educative information on the tax. This could be part of the working paper files. This would optimise on the use of manpower and still perform an educative function. The suggestion of the IMF to reinforce business advisory committees at the levels of the Collectorates needs to be implemented. These committees should include businessmen, lawyers, accountants and traders. These committees should act as an educative forum and a forum of advice on tax administrative measures.

Implementing the Provisions Regarding the Issuance of Debit and Credit Notes

3.124
A review of the process has revealed inconsistency between the provision of law (as contained in Section 9 of the Sales Tax Act, 1990) and the actual process in operation with reference to modifications in the tax invoice and the return of sales tax paid. The law has prescribed the possibility of revising the invoice in the following situations; a) cancellation of supply, b) return of goods, c) change in the nature of supply, d) change in the value of supply, e) other contingencies which require the modification of the invoice. However, analysis of the process has revealed that out of the possibilities listed above regarding the change in the tax invoice modification is allowed only in the case of return of goods. This process weakness in the implementation of the law has effectively curtailed the opportunities for revising the tax invoice in a range of situations that arise in day to day operation of every business. To remove this anomaly the process needs to be brought in line with the law as specified in Section 9 of the Sales Tax Act, 1990. The scope of the Debit and Credit Note and Destruction of Goods Rules, 1996 needs to be expanded to include all the provisions stated under Section 9 of the Sales Tax Act, 1990.

TRANSITION 

3.125
Table 3.3 presents the transition matrix. The transition matrix entails the sequencing and time duration of each of our proposals. In each process reform area we have suggested different steps that need to be taken in order to make implementation effective. We also suggest a time schedule for the implementation of these steps. The time schedule is defined in terms of quarterly modules, which are represented by the black cells. The phases of transition are recommended in an advisory capacity, and the time frame can be further deliberated with the executive. It is, however, felt that some of principle changes need to be introduced in the coming budget.

3.126
It is our view that two quarters need to be set aside to make preparation for implementation of suggested reforms. Furthermore, the implementation of the proposal needs a dedicated team from within CBR officials to oversee the implementation of the programme. The team should be looking at 10 quarters of dedicated work. The best officers in the field need to be allocated by CBR to oversee the implementation of the process.

Table 3.3 Transition Matrix


Quarters


Processes/Steps
1
2
3


4
5
6
7
8
Method of Implementation

Organisational Change










a)Creation of Regional Collectors Office








Amend Section 30

New Provision enacted using the powers conferred under Sections 30 and 31

Pilot in Karachi and Lahore










Other Areas










b) Creation of Divisional Collectors Office








Amend Section 30

New Provision enacted using the powers conferred under Sections 30 and 31

Pilot in Karachi and Lahore










Other Areas










c) Creation of TAUs








Member (Sales Tax)

Return Processing & Data Capture










a) Changes in the Return Format








Amend SRO 551(I)/96

-Reformat the Return










-Advertise Changes










-Introduce the New Return










b) Networked Database on Adjudication & Arrears








PRAL/Member (Sales Tax)

-Purchase of equipment, installation & networking










-Prototyping in a selected Collectorate










- Evaluation & modifications










-Generalised Adoption










c) Return Rectification








Amend Section 11

-Development of the Rectification Return Form










-Advertise Changes










-Generalised Adoption










e) Automated Return Filing








Amend  SRO 551(I)/96

-Developing the automated module








PRAL/CBR/Member (Sales Tax)/Finance Division

-Automated payment window at a selected bank branch & its networking








-do-

-Educating the taxpayer










-Prototyping and selection of a subset of taxpayers










-Evaluation and modifications










-Generalised adoption










Refund








Amend SRO417(I)/2000, Sections 10,66

PRAL/Member (Sales Tax)/Commerce Ministry

-Educating the taxpayer vis-à-vis the new system










-Refund adjudication to be shifted under the jurisdiction of the Adjudication Collectorate








Amend Section 45, 46, SRO 448(I)/2000

 

-Gold category system adoption










-Networking of sales tax database with import/export database










-Developing the refund module










-Prototyping the module in a selected Collectorate










-Creating a database of the past one years’ claim acceptance history










-Audit of Gold category holders and status renewal










-Evaluation and modification of the prototyping










-Generalised adoption










Changes in Revenue Accounting Methodology








Finance Division

-Audit of low risk categories, who have been compliant for eight consecutive months










Input Tax Verification Process








New Provision

Amend Section 10, 66, SRO417(I)/2000

PRAL/Member (Sales Tax)/Commerce Ministry

-Finalisation of format of the verification statement










-Advertise changes via CBR and EPB










-Modifications in database










-Networking between Collectorate databases










-Adopting the Process










Audit








Price Water House Coopers (DFID Experts)/Member (Audit)/Possible Outsourcing/TEPI

Changes in Audit Organisation








Member (Sales Tax), Member (Audit)

-DRRA barred from recalling auditee records








Federal Government

-Drafting audit reward rules








Member (Sales Tax)

-Establish an Internal Audit Division at each Collectorate








-do-

-Developing industry notes, input-output and waste ratios








Member (Audit)

-Validation by industry










-Development of risk-assessment instruments, working paper files, check lists and work programmes








-do-

- Upgrading the current audit module & Strengthening the automated audit monitoring module 








-do-

32-A Audit










Implementation of a robust audit selection system








Amend SRO1001 (I)/98

-Establishment of a legal cell in each Collectorate








Member (Sales Tax)

-Recruitment to fill in the vacant positions within the legal cell 








-do-

Adjudication










Voluntary Disclosure








Amend Sections 33,34,36,11

New Provision

-Establishing Member Judicial's secretariat








CBR

-Advance Ruling








New Provision

Appeals








Amend Sections 45 and 46

Recovery










Reorganisation








Member (Sales Tax)

-Strict Liability on Short-filers/Non-filers/Late Filers








Amend Section 11

-Time Period for Recovery








Amend Section 48, SRO 1178(I)/92

-Recovery of Additional Tax








Amend Sections 48, 34, SRO 1178(I)/92

-Enact rules for the creation of a special recovery fund








Member (Sales Tax)

Registration










Reorganisation








Member (Sales Tax)

-Exception Based Verification








Amend Sections 15 to 18, SRO 550(I)/96

-Implementation of the NTN as a common tax number on a priority basis








Member (Tax Policy)/PRAL

-Exemption Thresholds








Amend Sections 3A, 3AA

Deregistration










Reorganisation








Member (Sales Tax)

-Deregistration monitoring process implemented








PRAL/Member (Sales Tax)

-Legal provision allowing jurisdictional transfer to occur








New Provision

Compulsory Registration








Member (Sales Tax)/Member (Tax Policy)/Ministry of Commerce

-Identify undocumented value chains in key sectors and especially key exportable sectors










-Compulsorily register taxpayers in these chains










Assessment and Processing








Member (Sales Tax)

-Merge with TAUs 










Non-Filing








-do-

-Purging the contaminated portion of the register










Implementation of the laws related to the issuance of debit and credit  notes








Supersede SRO 696(I)/96







� Examples of such countries include Turkey, South Africa, Chile, Uruguay etc.


� The recognition of these administrative gaps in quite common in the literature on taxation. For a recent exposition see Dasgupta and Mookherjee (1998) and Banuri, Kemal and Mahmood (1997).


� This is not a pure measure as it includes the amount contested in appeal. However, given the way figures are reported it is impossible to make this separation.


� PIDE (1998). The study suggests that the cash economy is approximately equal to 42% of GDP.


� Silvani (1992).


� There are exogenous factors, which limit the effectiveness of recovery, such as amnesties and the slow appeals process. Therefore, the entire burden of poor performance cannot be placed on administrative limitations.


� This is not unknown and occurs in many parts of world e.g. Argentina and Mexico. It is also a principle applied in many corporations.


� Section 46 of the Sales Tax Act, 1990 and Sales Tax General Order No. 4 of 1996.


� Details of the working of the TAUs and systemising the contact between taxpayers and tax officials is given in the Sales Tax Consultants report. The Consultants report also details divisions, which have become redundant in the current system.


� This is a new provision and is discussed below.


� Voluntary disclosure is used in the UK and in Mexico. In the Mexican case evidence suggests that over 70% of all audit detections are settled using this method (Dasgupta and Mookherjee 1998, pp. 326-327). IMF (2000) has made a similar recommendation in its Income Tax reform report. It suggests that “a 50 percent discount on the penalty could be applied if the taxpayer voluntarily disclosed the underpayment before audit or recovery action commenced, and 25 percent discount if the taxpayer disclosed within a reasonable time of the commencement of audit or recovery action” (IMF 2000, pg. 67).


� The principle ought to be that the penalty plus additional tax should be greater than the current lending rate (inclusive of transaction costs).


� The Act provided for an Indirect Tax Settlement Commission which was abolished through the Finance Ordinance, 2000. The said Commission is not the same thing as VSD. First, VSD is not a judicial form. Second, it comes into operation before the case goes to adjudication. Third, penalties are only reduced if the registered person fulfils the requirement of VSD. Fourth, it is a part of the executive Collectorate.


� Silvani and Radano (1992). Uruguay is one of the more successful examples of VAT implementation. 


� Silvani (1992)





70
70

