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BO)J Best of judgments

CAAT Computer assisted audit techniques

CCECC Center for Combating Economic Crimes and Corruption
CFO Chief Financial Officer

CIAT Inter-American Center of Tax Administrations

CIPRO Companies and Intellectual Property Registration Office (South Africa)
CIT Corporate income tax

CITP Criminal Investigation Training Program

COTS Commercial off-the-shelf

CPE Continuing professional education

CRA Canada Revenue Agency

CRM Customer relationship management

EDTAX Education Tax (Jamaica)

ERP Enterprise resource planning

FAQ Frequently asked questions

FLETC Federal Law Enforcement Training Center (United States)
FTE Full-time equivalent

GST General sales tax or Goods and Services Tax if pertaining to Canada
HEART Human Employment and Resource Training Trust (Jamaica)
HR Human resources

IADB Inter-American Development Bank

ICT Information and communication technology

IFC International Finance Corporation

A Institute of Internal Auditors

ILEA International Law Enforcement Academies

IMF International Monetary Fund

INTOSAI International Organization of Supreme Audit Institutions
IRS Internal Revenue Service (United States)

ISD Instructional System Design

ISP Internet service provider
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Acronym Definition

IT Information technology

ITIL Information technology infrastructure library

ITIS Integrated tax information system

ITSM Information technology service management

IVR Interactive voice response

JMD Jamaican dollar

LAC Latin America and the Caribbean

LTC Large taxpayer center

LTO Large taxpayer office

LUQs Large, unusual, or questionable items

MCTC Model Customs and Tax Center (Egypt)

MIS Management information system

MOF Ministry of Finance

MTO Medium taxpayer office

NIS National Insurance Scheme (Jamaica)

NTH National Housing Trust (Jamaica)

OCR Optical character recognition

oDS Operational data store

OECD Organisation for Economic Co-operation and Development

OLACEF Organization of Latin American and Caribbean Supreme Audit Institutions

OLAP Online analytical processing

OPM Office of Personnel and Management (United States)

PAYE Pay as you earn

PIT Personal income tax

SARA Semi-autonomous revenue authority

SARS South African Revenue Service

SAT Superintendencia de Administracion Tributaria (Superintendent of Tax Administration
in Guatemala)

Sl Servicio de Impuestos Internos (Internal Revenue Service of Chile)

SLA Service level agreement

SME Small and medium-sized enterprises

SWOT Strengths, weaknesses, opportunities, and threats

TIN Taxpayer identification number

TIPP Tax installment pre-payment plan

VAT Value added tax
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Chapter 1. Introduction
Doug Pulse and Anton Kamenov

Taxation is a controversial topic in countries throughout the world. Opinions vary among tax
practitioners, economists, and citizens in general as to how much tax a government should collect and
which segments of the taxpaying population should shoulder the burden. In fact, there are
disagreements about what even constitutes a tax. However, there is widespread agreement that a
government needs to collect some level of revenue in order to provide goods and services to its citizens.

To collect revenues, governments use a variety of instruments. They derive income from property,
charge fees, and impose taxes. For the purposes of this product, taxes are the compulsory, unrequited
payments to the general government sector — a definition adopted by the OECD?, the IMF, and the
World Bank. The fact that taxes are imposed on taxpayers and not visibly proportional to the benefits or
services that taxpayers receive from government has far reaching implications that are beyond the
scope of this product. However, adopting the OECD's definition of taxes helps to frame the contents.
Though they vary across and within countries, modern taxes are similar enough to fit into a few
categories — i.e., taxes on income and capital gains, payroll, property, goods and services, and
international trade” — and to allow practitioners to discuss 'modern' tax systems that rely on 'core' taxes,
such as income taxes, value added tax (VAT) or general sales tax (GST), excise taxes, property taxes,
property transfer taxes, and customs duties. These, save for customs duties, are the types of taxes
discussed throughout this product.

The tax administration is the division of the government tasked with collecting taxes. To the extent that
taxes are defined by law(s), the tax administration is tasked with implementing the provisions of the
law(s). Through its interaction with the taxpaying public, the behavior and performance of the tax
administration contribute significantly to the public’s perception of the government overall. An
effective, modern tax administration ensures adequate and timely revenues, allowing the government
to deliver goods and services, and minimizes hindrances to private businesses and economic growth. In
practice, countries may have more than one tax administration. For example, many countries have a
separate tax administration (Customs) to collect taxes on international trade (customs duties) and VAT
on imports, as distinct from the tax administration responsible for 'domestic' taxes. The tax
administration responsible for the core 'domestic' taxes is the focus of this product.’

1.1. Purpose

Of course, not all tax administrations are on equal footing (e.g., in terms of their resources, scope of
responsibilities, performance, etc.). A 'modern' tax administration is one that is effective and efficient.

' OECD (2012), p. 322.

2 IMF (2001), p. 49.

? Whether or not Customs and the 'domestic' tax administration should be discussed separately is highlighted in
Chapter 4.

Detailed Guidelines for Improved Tax Administration Page 18
in Latin America and the Caribbean



Doug Pulse, Anton Kamenov Chapter 1. Introduction

In other words, a modern tax administration collects the right amount of tax, at the right time, and does
so at minimal cost to the government and the least burden to taxpayers. The purpose of this product is
to detail the workings of a modern tax administration. Specifically, this product is designed to enable
tax administration officials and staff to assess their own performance against leading practices across
the core components and functions of an effective tax administration. This product will also provide a
tool for USAID officers, and other donors and practitioners, to engage with tax administrations on
potential areas of technical assistance and to prioritize interventions. Finally, the product will be of
interest to academia, as it presents an array of knowledge around effective tax administration practices.

While much of the content of this product is applicable across regions (e.g., leading practices in various
aspects of tax administration, key benchmarks, etc.), each chapter also includes a specific focus on Latin
America and the Caribbean (LAC). USAID has a long history of providing support to tax administrations
in the LAC region, including substantial assistance in the 1990s after the end of civil wars in Central
America. Current USAID assistance on tax administration in the region is largely limited to El Salvador
and Jamaica. However, in recent years, the international community has shown increased, high-level
political attention to the need for countries to mobilize domestic revenues to invest in their own
development. While tax administration in the region has progressed in recent years, there is wide
variation among countries, with many continuing to lag behind comparator countries and international
standards on a variety of indicators related to revenue mobilization and tax administration.

Much has been written about efficient and effective tax administration. For example, the OECD Forum
on Tax Administration has put forward significant information organized by topic (compliance, services,
etc.) and by taxpayer segment (individuals, large businesses, other). The World Bank's online collection
of publications on tax policy and administration is extensive and organized similarly to the thematic
structure outlined for this product below. Of course, the International Monetary Fund (IMF) is well-
known for its expertise in this area and offers a great number of research papers and related products.
The World Bank, IMF, USAID, and others have also developed benchmarking methodologies and tools
focused on tax administration. The International Finance Corporation (IFC) has written extensively on
taxation, particularly as relates to tax simplification and reducing the taxpayer compliance burden. With
respect to LAC, the Inter-American Center of Tax Administrations (CIAT) has published manuals on
organization, management, audit, internal audit, and other topics, and is expending significant efforts in
collecting comparative information and publishing guidelines on leading practices. This product builds
on and contributes to the existing body of work by providing a comprehensive, user-friendly guide with
a unique structure (detailed below) and a regional focus on LAC.

1.2. Reading the Product

This product is a relatively large undertaking. Although it aims to derive the key benchmarks that tax
officials, practitioners, and donors can use to evaluate tax administration performance, it also strives to
provide sufficient detail to those who may be interested in delving deeper into the tax administration's
functions and operations. Readers who would like to see high-level highlights should turn to the
Overview (a separate document), which can also be used as a reference, guiding the reader to specific
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topics. Readers who are interested in specific areas should turn to individual chapters, which can be
read sequentially as a full product, or as stand-alone ‘leading practice’ notes on the subject topics.

This product contains seventeen chapters as follows.

e Chapter 1 is this Introduction.

e Chapter 2 presents a Conceptual Framework for the document and discusses the key tasks and
main functions of the tax administration, as well as the environment in which the tax
administration operates.

e Chapter 3 presents the Legal Framework that enables the tax administration to perform its
duties.

e Chapter 4 focuses on the tax administration's Organizational Structure and Management.

e Chapter 5 discusses taxpayer Registration and the need of the tax administration to know and
manage its taxpayers.

e Chapter 6 addresses Taxpayer Services — the information, education, and support that tax
administrations provide to taxpayers.

e Chapter 7 details the process of Filing and Payment, which are the two primary obligations of
the taxpayer, and areas of related non-compliance.

e Chapter 8 discusses the monitoring of taxpayer compliance through Audit.

e Chapter 9 focuses on Fraud Investigations of taxpayers, who are suspected of knowingly
falsifying declarations in order to minimize tax payments, and on taxpayers suspected of tax
evasion and who pay no tax whatsoever.

e Chapter 10 discusses enforcing taxpayer compliance through the Collections of outstanding
taxpayer debt.

e Chapter 11 addresses taxpayer recourse through Objections and Appeals.

e Chapter 12 details the number of ways in which Information Technology can support the tax
administration.

e Chapter 13 focuses on the tax administration's Human Resources.

e Chapter 14 focuses on Budget Planning and Resource Management for tax administrations.

e Chapter 15 addresses Strategic Planning for tax administrations.

e Chapter 16 discusses the importance of Internal Audit to the continual improvement of tax
administration's operations.

e Chapter 17 details considerations of Integrity.

Save for Chapters 1 and 2, all chapters follow the same structure. Namely, each chapter:

e Begins with a short introduction of its subject topic.

e Lists leading practices in its respective area.

e Discusses common trends in its respective area. 'Common trends' refer to practices that tax
administrations around the world may be implementing or considering, but that are not yet
proven leading practices.
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e Presents a four-level maturity model. Each level of the maturity model shows the practices of

tax administrations at various stages of development — from basic to leading. Such a model is
useful as, besides allowing officials to identify their own administration's level of maturity, the
model presents a path forward for the administration (i.e., striving to achieve the characteristics
found at the next level). The authors and editors of this document have attempted to make the
maturity models practical and 'vertically' integrated across sections. That is, to the extent that
tax administrations evolve along the maturity scale from one level to the next in one subject
area, it is likely that they would be in a similar maturity level in other areas. Of course, there
may be exceptions.

e Describes the state of tax administrations in the LAC region with respect to the specific subject
topic and, to the extent possible, with respect to the maturity model of the section, but without
presuming in any way to score or rank individual countries.

e Presents key guidelines in the form of rules of thumb, benchmarks, or questions that can
provide an initial, high-level indication of tax administration performance in a given area.

In other words, although each chapter is designed as an independent 'leading practice' note, the
chapters follow a common structure and combine to form a coherent overall product. While
understanding that points of contention exist on many of these topics and that practices must be
adapted to fit different country contexts, the chapter authors have strived to present detailed and
unambiguous guidance wherever possible. The authors intend for this ambitious product to provide a
comprehensive view of tax administration functions and operations, including actionable guidance to
help tax administrators and donors understand leading practice, pinpoint areas with potential for
improvement, and identify steps for moving forward.
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Chapter 2. Conceptual Framework
Arturo Jacobs

The purpose of this chapter is to establish the conceptual framework, or major aspects of tax
administration — basic mission, core functions, main responsibilities, and operating environment — that
will be used to guide the remaining chapters of this document. As defined in Chapter 1, "taxes are the
compulsory, unrequited payments to the general government sector" — a definition adopted by the
OECD, the IMF, and the World Bank. The tax administration is the division of government tasked with
collecting taxes.

Each major aspect of tax administration is fully addressed in subsequent chapters. The purpose of this
chapter is to highlight features that deserve special emphasis, including the concept and practice of self-
assessment and voluntary compliance, lessening the cost and burden on taxpayers, taxpayer
identification numbers (TIN), taxpayer current accounts, and computerized integrated tax information
systems (ITIS). The operating environment in which the tax administration conducts its business
processes is also described in this section. "Operating environment" includes a country’s economic and
technological development, the business enabling environment, the complexity of the universe of
taxpayers that a tax administration needs to control, and the tax administration’s relationships and
coordination with other government institutions and private sector groups that are engaged in various
activities related to tax administration.

A maturity model is presented in this chapter to describe the general level of development of any tax
administration. The model is adapted and applied in subsequent chapters to describe four maturity
levels with respect to each of the major aspects of tax administration. As described below, the 'maturity
model' contains sets of characteristics that describe tax administrations at various levels of maturity,
from emerging to leading ones. Interested tax administrators and practitioners can use these
characteristics to assess a particular tax administration, describe its current level of maturity, and
understand the steps needed to take the tax administration to a new level of maturity. Aspects of the
maturity model can also serve as "rules of thumb" that interested officials can reference to conduct self-
assessments of their organizations’ strengths and weaknesses.

2.1. Exclusions from the Term "Tax Administration”
This product does not discuss the administration of taxes on international trade or tax policy.
2.1.1. Customs

A few countries around the world have merged their domestic tax administration and Customs. For
example, an OECD study” determined that, as of 2010, only nine OECD member countries had merged

* OECD (March 2011), p. 15.
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tax administrations and Customs. In Latin America, a recent study by CIAT® found that seven of 17
countries — Argentina, Brazil, Colombia, Guatemala, Honduras, Mexico, and Peru — have merged tax
administrations and Customs. With Caribbean countries included — which were not included in the CIAT
study — non-merged administrations exceed merged ones by a ratio of three to one. The CIAT study
concluded that the merging of tax administrations and Customs, after gaining some momentum in the
late 1990s and early 2000s, suddenly came to a standstill. One of the possible reasons was the reversal
by Canada in 2003 — a country seen as a model for tax administration in the region — which had merged
Customs and the domestic tax administration many years earlier but decided to separate them again.
Other reasons included the fact that actual mergers had proved to be mere formalities, rather than
meaningful in terms of day-to-day operations.

Whether Customs and the domestic tax administration should be merged is further addressed in
Chapter 4. Current leading international practices — the guiding principles for this product — strongly
suggest separate administrations. The term "tax administration" in this product does not include
Customs. This, however, does not diminish the very important need for both agencies to establish
ongoing cooperation and coordination through memoranda of understanding and legal documents that
authorize and formalize information sharing agreements to the extent provided by law, as discussed
later in this chapter.

The authors' decision to exclude Customs from this product is not intended to discount the great
importance of Customs in LAC countries in terms of tax revenue. However, the authors' believe that a
separate product on Customs would likely be the better approach and a very worthwhile undertaking.

2.1.2. Tax Policy

An early decision was made to exclude tax policy from this product, as this would similarly be a large
undertaking of its own. The tax administration, however, does play an important part in the
development and amendment of tax policies, by requiring its Legal Department to closely monitor,
analyze, and report on the positive or negative impact of tax policy and legislation on the operations of
the tax administration, as well as to recommend changes.

2.2. Core and Support Functions of Tax Administration

The core or basic functions that a modern tax administration performs in its direct operations are:

e Taxpayer registration — the collection, recording, and maintenance of basic identifying taxpayer
information in the tax administration's master database that permits the tax administration to
understands its taxpayer base and to plan accordingly;

e Taxpayer services — the information, forms, publications, and tax education that the tax
administration provides taxpayers to help them comply with their tax obligations, to
demonstrate that they are considered valued customers of the tax administration, and to
reduce the need for extensive enforcement, given limited resources;

> Inter-American Center of Tax Administrations (CIAT) et al. (2012), p. 13.
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Processing of tax declaration filings and tax payments — the processes and forms designed by
the tax administration for taxpayers to file their tax return(s) and pay their tax liabilities on
specified dates, and the processes used by the tax administration to receive, document, review,
correct if necessary, and archive the tax returns;

Taxpayer audits — the processes used by the tax administration to monitor compliance, by
selecting filed tax returns to audit/verify income, expenses, and supporting information
reported by the taxpayer and to make additional assessments which require collection action;
Taxpayer objections (administrative appeals) — the processes offered to taxpayers to first
dispute proposed additional tax assessments in forums within the tax administration’s field
offices;

Taxpayer appeals® — the formal processes available to taxpayers under the law to protest
proposed additional tax assessments or other actions by the tax administration at forums away
from the direct jurisdiction of the tax administration’s compliance offices, including judicial
reviews and hearings;

Collection of tax arrears (as opposed to current tax payments) — the business processes used by
the tax administration to collect taxes which are due, assessed, and not paid by the due date
under the law, including use of enforcement measures, such as liens, levies, and seizure and sale
of taxpayers’ property; and

Tax-fraud investigations — the processes used to investigate financial transactions declared by
taxpayers on their tax returns in cases in which the tax administration has a reasonable cause to
suspect that the taxpayer has committed tax fraud. Tax-fraud investigations also involve cases
of tax evasion, when taxpayers subject to tax do not register, file, and pay their taxes.

Support functions provide the resources, support, and guidance to the staff that perform the core

functions. These support functions are:

Information technology — computerization of systems and business processes of the tax
administration, and data networking;

Legal services — services provided to technical and management personnel by a cadre of
attorneys of the tax administration, including legal interpretation of tax laws and regulations,
and representation of the tax administration in all judicial forums, including tax appeals;

Human resources — personnel management, training, and development functions;

Budget planning and resource management (physical space, facilities, and other property
management);

Strategic and operations planning — the formulation of long-term strategic plans of the tax
administration and the drafting, implementation, and monitoring of annual work plans for all its
departments consistent with the objectives of the strategic plan;

% Objections and appeals are discussed in together in Chapter 11. However, there is an important distinction

between the two. Objections are reviewed by the tax administration, whereas decision-making related to appeals is

outside the span of control of the tax administration.
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e Internal audits — the processes of conducting periodic reviews to ensure that selected

regulations, operations, and administrative procedures and programs conform to specified
standards and are being implemented efficiently and effectively, including the analysis and
verification of accounts, financial transactions, and reports; and

e Integrity investigations — investigations about the conduct, such as alleged or suspected
corruption, of any member of the tax administration’s staff.

The core and support functions are staffed with three general categories of staffing — management,
technical, and administrative. In large countries with large taxpayer populations and large numbers of
tax administration staff, the tax administration is organized around a headquarters office, two or more
regional offices, and multiple district/field offices. In smaller countries, with fewer taxpayers and tax
administration staff, regional offices are not established, and their usual roles are performed by the
headquarters office. The roles of the headquarters and regional and district or local offices are
discussed in Chapter 4. Each of the core and support functions is fully described in its respective
chapter, as are the roles of the categories of staffing and the division of roles and responsibilities among
headquarters, regional, and field offices.

In many LAC countries, tax administrations organize and staff some non-tax-revenue support functions.
Staff usually provide information, assistance, and collection services for various government licenses and
fees. For example,” while it has no legal authority for them, Tax Administration Jamaica provides
information and assistance on the following processes:

e Drivers’ licenses and motor vehicle documentation;
e Payment of traffic tickets;

e Property taxes;

o Titles for motor vehicles;

e Trade licenses; and

e Stamp duty and transfer taxes.

Unfortunately, these activities detract from the core functions and performance of a modern tax
administration and should be re-assigned to other agencies in Jamaica, as was observed and
recommended by the IMF in its 2010 mission report and by other advisors. Therefore, despite their
practice by tax administrations of LAC countries, this product excludes such support functions from
discussion.

2.3. Main Mission and Responsibilities of the Tax Administration

All national governments must have the revenue necessary to fund the operations of their various
departments, to provide infrastructure and services for the population, to invest in economic
development, and to advance various other priorities. The main mission of the tax administration is to

7 Jacobs et al. (2012), p. 28-29.
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collect the tax revenue due and needed by their governments from taxpayers, under the country’s tax

laws, without hindering private sector development. Its main responsibilities are:

e Facilitate and encourage voluntary compliance by taxpayers with the country’s tax laws;
o Administer the tax laws fairly and impartially;

e Minimize the cost and burden on taxpayers to comply with their tax obligations;

e Monitor compliance;

e Enforce the country’s tax laws in cases of non-compliance;

e Use its resources efficiently and effectively; and

e Ensure tax officials perform their functions with integrity and honesty.

In pursuing their mission, all tax administrations confront similar challenges, such as how to: broaden
the tax base by continually bringing non-registrants and non-filers into compliance, strengthen
organization and management, control tax evasion, improve tax collection, and facilitate voluntary
compliance. The greatest challenge for any tax administration is achieving and maintaining a high
degree of voluntary compliance, which can be facilitated by vigorous taxpayer service and education
programs and creative measures to minimize the burden on taxpayers in complying with their tax
obligations.

2.3.1. Self-assessment and Voluntary Compliance

There are three principal methods to determine and assess the amount of tax liability due from each
taxpayer: (1) one-on-one assessment on taxpayers by staff of the tax administration, usually in a tax
administration office, upon presentation of taxable information by the taxpayer at designated times, (2)
self-assessment and declaration by the taxpayer, and (3) tax withholding by third parties at the source.
The first method has been used in countries in early development of their tax administrations, where
very few taxpayers are registered in the tax administration’s registration database. Given limited
resources this method is inadequate, ineffective, and inefficient to handle tax computation and
assessment for more than a very small percentage of any country’s taxpayer population. Furthermore,
the one-on-one approach has proven to be a gateway for collusion and corruption between taxpayers
and tax administration staff and should be avoided.

The second method, self-assessment and declaration by the taxpayer, coupled with effective risk-based
audit programs and other verification mechanisms by the tax administration, is the preferred method to
determine and collect the amount of tax liability due from each taxpayer. For a self-assessment system,
the country’s tax laws must include provisions to the effect that taxpayers will: provide to the tax
administration the facts on which their tax liability can be computed; compute the tax liability
themselves; file a tax return on specified due dates showing and declaring the result of the computation
and the tax due; and pay the amount of tax owed at the time of filing. In effect, taxpayers are expected
to comply on their own with the country’s tax laws (i.e., to exercise voluntary compliance, under the
self-assessment/declaration method). Of course, the usual complexity of tax laws in most countries,
coupled with low literacy rates in many developing countries, cause taxpayers to rely on vigorous and
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extensive taxpayer service programs from the tax administration and/or assistance from professional tax

practitioners in order to meet their tax obligations, as discussed later in this chapter.

The third method, withholding of tax at the source, is discussed in Chapter 3. Examples include the legal
requirement for employers to determine, withhold, and pay to the government income tax from
employees’ wages and for retailers to collect from consumers and pay to the government value added
or general sales taxes.

The paramount objective of any tax administration is to encourage, facilitate, attain, and maintain a high
degree of self-assessment and voluntary compliance by taxpayers with their tax obligations. A high
degree of voluntary compliance in any country allows the tax administration to concentrate its resources
on identifying and dealing effectively with those taxpayers who fail to fully comply with their tax
obligations. In effect, extensive self-assessment and voluntary compliance by taxpayers, combined with
targeted compliance and enforcement programs that are based on risk assessment strategies, allows the
tax administration to administer the tax system effectively and efficiently by lowering administrative
expenses and raising revenues. Without a doubt, the most successful tax administrations around the
world continuously encourage, attain, and maintain a high degree of voluntary compliance.

2.3.2. Measures to Minimize Cost and Burden on Taxpayers

Of course, a high degree of voluntary compliance among all taxpayers does not just simply "happen." It
is incumbent on the tax administration to design, implement, and practice complementary measures to
encourage a self-assessment and voluntary compliance culture.

Figure 2.1. Measures to encourage voluntary compliance
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Among such measures are efforts to minimize the cost and burden of complying with the tax laws, such
as providing simple overall procedures and facilities for taxpayers to file and pay their taxes. For
example, small businesses, farmers, and self-employed individuals in developing as well as developed
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countries represent a large number of taxpayers, but they may lack proper books and accounting

records to determine and self-assess their tax liabilities. For these reasons, it is very difficult and
expensive for the tax administration to assess and collect taxes from these groups. Consequently, many
small businesses in the informal economy simply elude the tax "net" and are not taxed at all. For these
groups, the tax administration can design, promote, and establish simple, optional presumptive tax
schemes, such as: (1) standard assessments to assign lump-sum taxes to taxpayers on the basis of
occupation or business activity; (2) assessments based on a taxpayer's estimated income from indicators
or proxies of wealth specific to a given profession or economic activity, where key indicators can range
from location of property to numbers of skilled employees or seating capacity; (3) alternative minimum
taxes, such as a minimum tax irrespective of the taxpayer's level of income or economic activity, and (4)
payment of a lump sum based on the small business’ turnover to be declared and filed on a single-page
income tax declaration.

Box 2.1. Turnover taxes for small businesses

There are several advantages to a turnover tax. It can apply to all small businesses; it imposes little tax on
businesses getting started; it is reduced when businesses experience difficult times and increases when
business sales increase; it requires business persons to start rudimentary record keeping that can act at least
as a crude proxy for a business’ profits; and, it can be designed to ease the transition and encourage small
businesses to move into the formal economy.® There are, however, disadvantages. Taxpayers with the same
amount of net income will pay the same amounts of tax, if their turnover is the same. Consequently, the
perception of fairness in the tax system may be lost.

For business taxpayers subject to the value added tax (VAT), tax administrations can and should
establish variable tax-filing periods and requirements to lessen the cost and burden on small and
medium taxpayers. Even for large taxpayers, who should and usually are required to file monthly, tax
forms can be simplified through re-designs that eliminate the requirement to attach extraneous data.
For example, a simplified filing system can just require a list of registered suppliers and customers, total
purchases and sales, and total taxes paid and levied — and avoid requiring superfluous information, such
as lists of all sales which some tax administrations require even though they are not necessary for audit
verifications.

Also, for voluntary compliance to flourish, the tax administration must offer a wide variety of high-
quality taxpayer services and taxpayer education programs with a dedicated staff to demonstrate that
those taxpayers who comply voluntarily are respected and treated as valued customers by their
government. A staff dedicated exclusively to the Taxpayer Services function is required to:

e Assist and advise taxpayers in understanding their rights and meeting their tax obligations;

e Attend the public counters and telephones and provide a high level and quality of assistance to
taxpayers;

e Respond promptly to written inquiries regarding tax questions, procedural requirements, etc.;

¥ Daniel (2009), p. 43.
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e Ensure that adequate supplies of explanatory and information pamphlets, guides, return forms,

applications for income, VAT, and excise tax registration, and other materials are available in
public access offices;

e Carry out taxpayer education activities (e.g., classroom orientations about tax laws for
importers) and on-site visits to advise taxpayers about effective ways to establish and maintain
books and records relevant to tax obligations;

e Resolve taxpayers’ problems with the tax administration promptly; and

e Explain taxpayers’ administrative objections and formal appeals procedures to dispute proposed
tax assessments and other actions of the tax administration.

Concurrently, the tax administration must continually explore and execute vigorous compliance
monitoring and enforcement programs aimed at taxpayers who are not in full compliance at any given
time to lessen the burden on taxpayers who comply voluntarily. However, even
compliance/enforcement staff engaged in their duties must encourage voluntary compliance. To do so,
they must perform their duties in a manner that demonstrates all due respect and courtesy to taxpayers
and third parties.

Another taxpayer incentive for voluntary compliance is a strong but fair penalty system for non-
compliance. The country’s tax laws should provide substantial financial penalties for non-filing; non-
payment and under-payment of tax liabilities; under-reporting of income; and failure to keep adequate
books and records, as required by the tax law. In addition, the tax laws must provide for severe
penalties for tax fraud and tax evasion convictions, including incarceration. Convictions of taxpayers for
tax fraud and tax evasion should be highly publicized to the general public as strong examples of
consequences for those who do not comply voluntarily with their tax obligations.

Establishing a reputation for efficiency and effectiveness in the tax administration helps promote
voluntary compliance. The tax administration establishes such a reputation when it continually
minimizes the potential risk of revenue loss by identifying and prioritizing its compliance monitoring and
audit verification activities. The tax administration should focus first on the country’s largest taxpayers,
who contribute between 60-75 percent of the tax revenue, then on medium taxpayers, and so on. Also,
the tax administration establishes a reputation for efficiency and effectiveness when it designs,
implements, and uses risk and case management systems to ensure that its staff continually works those
audit and collection cases that have the highest risk of error and/or potential revenue loss to the
government. Concurrently, under risk-based systems, taxpayers who generally comply fully with their
tax obligations are not selected for needless, time-consuming, and expensive audits and other
verifications — an indirect but powerful message that taxpayers, who comply voluntarily, are treated as
valued customers.

A final incentive for taxpayers to comply voluntarily with the tax laws is to know that the tax
administration has a reputation for administering fair and impartial administrative objections and
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appeals programs for taxpayers to dispute proposed tax assessments and other actions of the tax

administration.’
2.4. Operating Environment

The purpose of this sub-section is to describe the operating environment in which the tax administration
conducts its business processes. Tax administrations all over the world are faced with powerful
opportunities as well as challenges to use modern information technology in all of their operations. For
developing countries, the opportunities offered by technology are more elusive and challenges are
greater for several reasons, of which inadequate budgets are at the top. Beyond technology limitations
and inadequate budgets, tax administrations in developing countries face additional daunting
challenges, such as the complexities of the taxpayer population and the generally large informal or
"underground" economy, the need to tailor different service and compliance strategies for small,
medium, and large taxpayers for effective risk management, and the need to establish and maintain
positive and productive relationships and coordination with various other institutions at all levels, such
as Customs, the judiciary, academia, as well as various private sector groups, such as Chambers of
Commerce, national and international associations of accountants and attorneys, and business and
professional associations.

In developed countries, tax administrations have been fast embracing many technological advances
used in the private sector, such as electronic commerce, interactive telephone systems, and the capture
of data by the scanning or imaging of paper documents. Tax authorities have been moving quickly to
redesign their basic business processes and to rapidly implement electronic receipt, processing, and
delivery methods. They have been facilitating increased use of the internet for transmission of
information and access to tax forms by taxpayers. They have also been implementing interactive
telephone methods for taxpayers to file their tax returns and resolve queries and tax-account problems.
Furthermore, they have developed and heavily utilize data-warehouse research methods to supplement
traditional compliance tools. Direct interfaces with the sources of information, i.e., with external
information systems, are becoming more and more common.™

Tax administrations in most developing countries are also confronted with many external obstacles on
the path to modernizing their organizations. For example, they still face a weak legal/regulatory
institutions, outdated tax policies, inadequate or non-existent civil service rules, regulations, and
compensation-levels for attracting and retaining qualified staff, an absence of international accounting
and professional standards, which are indispensable for tax purposes, and a lack of modern financial and
banking standards and institutions. Computer equipment, data networks, and communications lines are
still in short supply and expensive in many countries, and governments have very meager financial
resources for their acquisition. Therefore, electronic and internet tax filing systems, electronic funds
transfer and payment systems, and integrated tax administration data systems that enable electronic

? Even though it is not within the purview of the tax administration, there is another incentive for taxpayers to
comply voluntarily — effective, transparent, well aimed, and efficient public expenditures. The main incentive for
taxpayers is to know that the tax revenues are well utilized.

' Jacobs (2003), p. 2.
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forms processing — among the many tools in the "options basket" being adopted extensively by tax

administrators of developed countries — are options available only to a limited degree for tax
administrations in many developing countries that are engaged in the early stages of information
technology modernization efforts.™

The tax administration must learn not merely to cope, but to continually navigate successfully in its very
difficult operating environment to attain its basic mission and successfully accomplish its main
responsibilities.

2.4.1. Underground Economy

The problem of the "underground" economy is a serious problem to tax administrations all over the
world. In developing countries, in particular, the number of "non-filers" is very high. "Non-filers" are
taxpayers, who are required to, but have never registered for tax, and consequently have escaped
paying their tax obligations altogether. They conduct their businesses or professions "under the radar"
and go largely undetected. Tax administrations have a huge, continuous challenge to broaden the tax
base by continually identifying large numbers of non-filers and bringing them into compliance, thereby
lessening the burden on those taxpayers who do comply voluntarily.

There are a number of administrative tools that tax administrations can use to bring unregistered or
non-filling taxpayers into the tax net.’> For example, an effective tool to identify non-filers and verify
the accuracy of income and expense reporting by taxpayers is legislation that enables the tax
administration to receive and match third-party financial data of taxpayers to its master file and mount
compliance programs for omissions and discrepancies.”® Such legislation requires that financial
institutions, contractors, and employers routinely submit third-party financial data, such as data on the
payment of interest, dividends, wages, and other payments. Unfortunately, such legislation does not
exist in many developing countries. This issue is addressed in Chapter 3.

2.4.2. Taxpayer Segmentation

As stated above, tax administrations must tailor different service and compliance strategies for small,
medium, and large taxpayers for effective risk management. Therefore, over the years, more and more
tax administrations have developed and implemented strategies for controlling their universe of
taxpayers by type-of-taxpayer segments. The most common segmentation strategy has been to
establish a Large Taxpayer Office (LTO) to control and provide services to those taxpayers who
collectively account for between 60-75 percent of the government’s overall tax revenue each year.
Inclusion in the LTO program is usually determined by a large annual turnover value and/or amount of
tax liability of the taxpayer for the prior two or more years, plus other criteria. The nature of the
business is also a factor. For instance, in many countries all taxpayers in certain industries—such as

" Ibid., p. 3.
"2 These are discussed in Chapter 7.
" Chapter 9 covers a variety of issues and compliance programs to deal with the underground economy.
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financial institutions and mining - are included in the LTO program, regardless of their turnover and
actual size.

Additional segmentation of taxpayers has recently been extended in some countries to designing and
implementing strategies and offices to control medium-size taxpayers, who usually contribute around
10-15 percent of the government’s annual tax revenue. Medium taxpayers have less formal structures
and many deal mostly in cash, resulting in more opportunities to under-report income. Medium
Taxpayer Offices (MTOs), by default, control those taxpayers neither covered by the LTO nor considered
small taxpayers.

Small taxpayers, as stated above, are by far the largest taxpayer segment in most countries, and also the
most difficult to control because of their sheer number and their lack of adequate record keeping. In
lieu of applying scarce audit and compliance resources to this taxpayer population, presumptive tax
strategies have been introduced in many countries, as described above, thus allowing these taxpayers to
opt to pay, for example, a standard assessment based on occupation; an estimated assessment based
on income activity; a minimum tax; or simple turnover tax, rather than be subject to more complex
income tax requirements. Chapter 3 recommends that the country’s tax laws authorize the tax
administration to design and implement effective presumptive schemes for small taxpayers, to be
published in regulations. Presumptive taxation is considered an optimal method of curbing widespread
non-compliance without employing excessive government resources, because it addresses the concerns
of both the taxpayer and the tax authority. Presumptive taxation provides taxpayers with a simplified
option for tax compliance without requiring full financial transparency. Although presumptive regimes
may bring about significant simplification, they may also result in unequal tax burdens. Care should be
taken to ensure that some level of equity is preserved — i.e., that all taxpayers with similar levels of
income are allowed to opt into the presumptive regime (preferred), or that all taxpayers with similar
levels of income pay similar amounts of tax, whether under the simplified regime or not."

One disadvantage of too much taxpayer segmentation is duplication and fragmentation of functional
units of the tax administration. For example, LTOs not only perform audits and collections with their
own audit and collection staff, but they also provide taxpayer services to large taxpayers with their own
taxpayer services staff. To ensure the uniform application of the law and a perception of fairness, when
MTOs are also segmented to control medium taxpayers, functional staffs need to be established in
MTOs for audit, collection, and taxpayer services as well. Similarly, and at the same time, functional
units should be maintained for control of small taxpayers.

2.4.3. Coordination and Cooperation with Public and Private Sector Groups

There are many government agencies and institutions at various levels that play important support roles
for tax administration. For example, the financial activities of importers and exporters and
corresponding data in declarations that Customs documents and maintains are of vital importance for

' The latter is a form of "horizontal" equity. "Vertical" equity, between taxpayers with different levels of income, is
beyond the scope of this discussion.
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the tax administration in its audit verification program and other compliance activities. Similarly, some
information maintained by the tax administration applicable to importers and exporters is important to
Customs for its own assessment purposes. Often, however, there are very strict legal restrictions to the
sharing of information between the two agencies, even though both are usually under the Ministry of
Finance and, in some cases, may even be under the same Director.” Therefore, it is very important that
the Heads of both agencies establish ongoing cooperation and coordination through memoranda of
understanding, and legal documents that authorize and formalize information sharing agreements to
the extent provided by law. In some cases, joint cooperation and coordination between the two
agencies may be necessary to introduce and enact legislation to ensure that the most pertinent data to
each may be shared.

Tax administration officials should also work in coordination with officials of the Ministry of Finance to
identify and cultivate positive relationships with officials of parliament, or other legislative bodies, who
can be "champions" to lead legislative initiatives of vital importance to the tax administration. Proposed
legislation to authorize the tax administration and information technology to enable the administration
to routinely receive and match third-party financial data is one example. Chapter 3 cites several other
examples.

There are many other public institutions at local, regional, and national levels in most countries that
record information about natural persons, partnerships, and corporations regarding registration, public
tenders, purchases, rentals, licenses, etc. — information that is very important for all aspects of the tax
administration’s compliance activities. Therefore, it is of great interest and importance for the tax
administration to seek and establish positive relationships with these institutions to be able to access
information on an ongoing basis.

The judicial institutions that routinely handle tax administration cases — appeals, prosecution of fraud
cases, civil trials regarding enforcement issues, etc. — require ongoing, special attention by the tax
administration to cultivate and establish positive relationships. Unfortunately, in many countries, it is
not unusual for appeal cases of proposed tax assessments — often related to large taxpayers, with a
great deal of money at stake — to linger for years without receiving attention from the judges. In many,
if not most developing countries, the judges may be unfamiliar with the tax laws and reluctant to hear
the cases. Even when the courts hear appeals, fraud, and other tax cases that have been well-
developed and researched by the tax administration’s technical and legal experts, negative outcomes
are not unusual. Therefore, it is incumbent on the tax administration to be proactive in establishing
positive relationships and coordination with relevant judicial actors. For example, the tax
administration’s tax attorneys and senior tax auditors can offer and provide classroom training in tax law
for judges, and can also be available to judges upon request to discuss technical questions and issues.

The tax administration must also offer periodic forums for Chambers of Commerce, industry groups,
business and professional associations, and other groups to share their views and concerns about the
country’s tax laws, the tax administration’s practices, and any other issues that adversely impact on

' Chapter 4 discusses the separation of Customs from the administration of domestic taxes.
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their respective members. Of these groups, the associations of chartered accountants or similar groups

whose tax practitioners prepare and file tax returns and legally represent taxpayers on audit, collection,
objections, appeals, and tax-fraud cases deserve special attention from the tax administration. Because
of the volume of taxpayers they represent collectively — particularly large and medium taxpayers — they
could even be considered "informal partners" in the administration of the tax laws. They, too, must
have opportunities to express their views to the tax administration about problems and issues, and the
tax administration is obligated to review these issues and take corrective action promptly, wherever
necessary. Leading international practices require that tax administrations establish a regular, periodic
forum to meet with tax practitioners.

Since they almost always represent multiple taxpayers and/or prepare multiple personal and business
tax declarations for taxpayers, individual professional tax practitioners (accountants, legal professionals,
etc.) are very important stakeholders in promoting and maintaining voluntary compliance among the
taxpayers they represent. While their first responsibility is to their clients, the great majority of
professional tax practitioners abide by ethical standards and considerations, including a responsibility to
their respective governments to abide by the law, regulations, and decisions that govern their field of
tax practice.

Unfortunately, particularly in developing countries, professional tax practitioners often do not receive
effective and efficient treatment and services from the tax administration.

Box 2.2. Taxpayer services in Curacao prior to 2008

The inadequate service provided by the tax administration to professional tax practitioners and taxpayers in
Curacao in 2008 is representative of the level of service that professional tax practitioners routinely encounter
in many developing countries. In Curacao, right before and on any "peak days" (due dates of
monthly/quarterly tax declarations and tax payments), very long queues at the taxpayer service premises of
the tax administration resulted in excessive waiting time, high costs, and dissatisfaction among taxpayers. To
the chagrin of taxpayers and tax practitioners alike, professional tax practitioners were required to wait in line
alongside individual taxpayers. Individual taxpayers experienced much longer waiting times than necessary,
as the tax practitioners delivered multiple clients’ documents and payments for acceptance and validation.

Similar situations have been observed in several other LAC countries and in many other countries
around the world in recent years. Some countries have simply established a separate delivery point for
tax practitioners, away from the taxpayer service area.
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Box 2.3. Taxpayer Representatives' Center in Puerto Rico

In order to provide the necessary level of service to professional tax practitioners, Puerto Rico’s Sub Secretary
of Internal Revenue established the Taxpayer Representatives’ Center in San Juan in 2000 and staffed it with
five taxpayer service technicians. The Center was separate from the regular taxpayer service premises. The
center’s telephone and fax numbers were not generally publicized, but were made available to tax
practitioners. Tax technicians at the center handled and resolved more difficult and complex cases,
particularly the more complex tax account analysis cases of large employers, corporations, and multiple clients
of tax practitioners. Once cases were resolved, resolutions were communicated to the representatives by fax,
telephone, correspondence, and occasionally, with personal visits by practitioners to the center. The Center
had grown to 22 technicians by 2004. Congestion, aggravation, and cost for all parties at the regular taxpayer
service premises were reduced considerably and Sub Secretary of Internal Revenue and practitioners were
equally pleased with the outcomes of the center’s special services.™

Finally, colleges and universities comprise another group of institutions that are worthy of special
attention by the tax administration.

Box 2.4. Partnering with academia in El Salvador

Academia can be a very valuable partner for tax administration. A partnership between El Salvador’s
Direccién General de Ingresos Internos (DGIl) and academia is a good example. In 2003, the DGIl was
experiencing severe budget shortfalls that had made it difficult to fund the staff necessary to accomplish many
of its program objectives. The taxpayer service program was hit particularly hard. On "peak days" — due-dates
of tax declarations and tax payments — taxpayer queues in taxpayer service facilities throughout the country
were extremely long. On-site, line managers had to continually divert audit and other taxpayer compliance
staff from their regular work to provide service to taxpayers. Consequently, the audit and other taxpayer
compliance programs, already persistently understaffed, suffered further adverse effects, year after year.

Starting in 2003, the DGII began to draw upon the universities to supplement its meager staffing. To graduate,
university students in El Salvador were required by university authorities to complete one year of public
service. The DGII, in collaboration with academia, recruited 300 students in 2003 and 500 in 2005. The
students were assigned to support the various program functions, particularly the Taxpayer Service program.
Students were also assigned as aides to the technical staff of the Audit and Taxpayer Non-Filer programs.

By turning mostly to seniors majoring in economics, accounting, law, and related fields, the DGII not only
recruited those students more likely to be familiar with the DGII's work, but also students who could become
good prospects for permanent employment. The students were trained for three days on tax law related to
the functional program tasks they would perform and on some task techniques, such as verification of records
regarding taxpayers’ compliance. Whether three days of training were sufficient was a subject of periodic
debate. Nevertheless, the DGIl was fortunate to have the students at its disposal. The cost to the DGII
(government) was only $8 per day for each student. The cost/benefit ratios in programs of taxpayer service,
audit, and non-filers were reportedly analyzed frequently and consistently proved very favorable. Plans were
made to recruit 700+ students in 2006 and beyond.

Budget shortfalls are a way of life, particularly in developing countries. Collaboration of tax
administrators with academia to have students spend a year in public service as a prerequisite for
graduation is a "win-win" strategy for the universities, the students, the tax administrations, and
taxpayers. The students benefit from temporary employment and practical work experience; the tax

' Jacobs (2009), p. 1.
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administrations get much needed staffing support; the countries receive public service from thousands
of students; and taxpayers enjoy improved (taxpayer) service.

2.5. Integrated Tax Information System (ITIS)

Chapter 12 addresses information technology in depth. This sub-section does not attempt to address
technical aspects of information technology; rather, it covers the conceptual framework of what users
need for the design and implementation of a computerized ITIS. The intent here is to describe, for tax
administrations in developing countries, the functional components, data systems, and communications
networks that need to be brought together to comprise an ITIS to support efforts to modernize
operations — again, from the standpoint of the users.

The overall objective of information technology modernization efforts is to develop an ITIS that brings
together most information that tax administrations need for successful operations in a way that
facilitates ease of access and use by the ultimate users. The design of the overall system must address
effective applications for various types of taxes generally levied in developing countries, including VAT
or sales tax, individual income tax, corporate income/profits tax, excise taxes, property taxes, and
property transfer taxes.

Notwithstanding the daunting challenges in the operating environment described earlier, tax
administrations in developing countries still have to jump-start their modernization efforts through
technological improvements to help meet their governments’ critical, ongoing, and ever-increasing
needs for sufficient tax revenues to fund their operations. In the early stages of design and
implementation of modern information technology solutions, they must replace systems that are still
largely manual.’® At best, tax administrations often count only on a smattering of computer equipment
at a few office locations, much of it old equipment supported by outdated technology. Yet, the design
and implementation of modern, computerized, and integrated information systems and networks are
indispensable to meet all major challenges.

Five constant challenges, which face all tax administrations and dominate their operations, were cited
earlier. The successful design and implementation of a computerized ITIS is essential for overcoming
these five challenges, as briefly illustrated in the following examples:

Broaden the Tax Base

A computerized ITIS is necessary to implement a taxpayer numbering system that controls the issuance
of a unique TIN for every taxpayer. The TIN is a necessary initial step to establish a "master file of all
taxpayers" and define any meaningful tax base, under the existing tax laws of the country.
Computerized systems also are indispensable in preparing for the conversion and implementation of a
new or revised TIN system (e.g., in storing and tracking pre-registration lists of potential taxpayers

17 111
Ibid., p. 1.

' The tax administration may need to improve processes through analysis and re-engineering, rather than simply

automate poor manual procedures.
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derived from various sources). Tax administrations should assign a single TIN to each taxpayer for all

taxes, rather than different numbers to the same taxpayer for different types of taxes.

Modern compliance surveys that aim to broaden the tax base also require the use of a computerized
database to gather and track survey information, as well as to import data stored electronically in other
systems, where possible, in order to facilitate cross-checking of information and identify potential new
taxpayers.

Strengthen the Organization and Its Management

A computerized ITIS supports efforts to strengthen the tax administration’s organization and
management. The design and implementation of administrative systems that provide management with
critical data for planning and monitoring operations and progress on objectives, performance
measurement, budgeting, accounting, personnel management, and asset management is very important
for achieving this objective.

Control Tax Evasion

An ITIS that accurately collects and links information on all payments and liabilities within the tax
system, with customs duties and payments, with land ownership and taxation, and with motor vehicle
registration is an incredible force against tax evasion. Experiences in countries that have the ability to
make queries and compare such data continually reveal many incidences of potential tax evasion. For
example, the audit of taxpayers, who pay relatively little income tax, but are identified in related
systems as owners of several profitable companies and one or more expensive automobiles, often
reveal substantial under-reporting of income and lead to prosecution (and/or substantial penalties) for
tax evasion.

Modern audit selection procedures based on risk analysis require effective, integrated computer
systems to apply audit selection criteria for a specific tax or across taxes. However, cross-checking of
information is only effective given accurate and complete storage of information on most or all taxes for
each taxpayer, which is impossible to accomplish with manual systems. When taxpayers become aware
that the tax authority has the ability to cross-check information on a routine basis using a computerized
system, there is a positive impact on controlling tax evasion.

Improve Collection of Tax Arrears

The current situation in many countries requires the collection of tax arrears with very unreliable paper
ledger cards and systems. Unless there is an accurate picture of open taxpayers’ liabilities, it is very
difficult to confront taxpayers to collect taxes that may or may not be in arrears. An ITIS can easily
identify amounts in arrears and compute and apply appropriate penalties and interest when requested
by authorized officials. The automatic production and issuance of notices to taxpayers on a periodic
basis with accurate collection information greatly improves collections of amounts due. For those
notices that fail to elicit collection in full, the tax authority can easily identify arrears accounts and assign
field enforcement personnel.
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Facilitate Voluntary Compliance

An effective ITIS is one of the most powerful tools to facilitate voluntary compliance, because it enables
the tax administration to establish and maintain:

e An up-to-date taxpayer registration system;

e An accurate taxpayer accounting system for taxpayers’ accounts;

e Effective audit/verification programs; and

e Timely monitoring of filing and payments for quick follow-up on omissions, etc.

In short, a strong ITIS allows the tax administration to establish a reputation for efficiency, effectiveness,
accuracy, and reliability — qualities that encourage taxpayers to comply voluntarily.

2.5.1. Taxpayer Current Account and Taxpayer Identification Number

The taxpayer current account (sometimes referred to as the taxpayer ledger) is one of the pillars of
modern and successful tax administrations, and it is a vital part of an ITIS. A taxpayer current account is
really an accounting system for each taxpayer by which the tax administration tracks liabilities owed and
payments made by each taxpayer for all types of taxes. All debit and credit transactions must be
recorded in a timely manner—no matter where the activity takes place—to track all financial activity
(liabilities and payments, respectively) on a taxpayer’s account. Automated current account systems are
able to track and record tax declarations filed by the taxpayer, whether through the banking system,
electronically (e.g., e-filing), or at a tax administration office anywhere in the country. Tax payments
made at all locations must also be recorded to the taxpayer’s current account as quickly as possible.
Prompt and complete posting of these data provide an audit trail with debit and credit transactions to
track all financial activity (liabilities and payments, respectively) on each taxpayer’s account.

A given taxpayer’s current account is first established at the time the taxpayer registers with the tax
administration and is given a unique TIN, another vital part of an ITIS. The TIN for each taxpayer is the
electronic address where all transactions are recorded. At the time of registration, the particular
taxpayer’s tax obligations are entered in his own current account in the tax administration’s master file
database of taxpayers, using the unique TIN as the main identifier. The particular current account for
that taxpayer lists the types of tax declarations for which the taxpayer is liable (VAT, income tax, excises,
etc.) and the due dates of each tax return and payment. Thereafter, the automated system monitors
the taxpayer’s current account for compliance or non-compliance with tax obligations. If the taxpayer
does not file any of the required declarations by the due date, a non-filer case is issued soon thereafter
by the automated system to the appropriate compliance unit for contact with the taxpayer (by mail,
telephone, or field visit).

Similarly, if the taxpayer does file, but does not pay all or part of the tax due, then the automated
system issues a tax arrears case to the appropriate division for contact with the taxpayer. The system
also automatically calculates and records information to the taxpayer’s current account, including:
penalties and interest assessed for each tax and period; tax deficiencies assessed, after audit; each
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payment made for each tax and period; and, refunds made. The taxpayer’s physical address for tax
purposes - or that of his legal representative - must continually be updated for issuance of official
notices.

In short, all tax filing and financial activity must be entered and tracked in a timely manner so that the
tax administration can identify instantly the status of any given taxpayer, and determine whether any
compliance action or other response is required. Ideally, each taxpayer should be given electronic
access to his/her current account. This can only be accomplished with a modern, computerized ITIS.

2.6. Maturity Model for Tax Administration

This section presents a four-level model to allow interested officials to self-assess the general level of
maturity of the tax administration in a given country, using "rules of thumb" to assess strengths and
weaknesses. An overview of the maturity model is provided in the figure below. In addition, this and
subsequent chapters provide the detail of this same four-level maturity model for each of the major
aspects of the tax administration to assist officials in making targeted self-assessments.

A maturity model is a tool that can be used by institutions, tax administrations in this case, to assess
their current capabilities and to plan for improvement. The maturity model presented in this product is
an integration of USAID's human and institutional capacity development (HICD) approach with specific
application to tax administration. The authors of the various chapters have used the maturity model to
depict the general state of tax administration in LAC, although LAC countries vary widely in terms of tax
administration challenges and successes. This product does not place individual countries at various
maturity levels.

The purpose of using a maturity model is similar to that of a benchmarking exercise, but the maturity
model is more powerful. In addition to describing and providing benchmarks for leading practices, a
maturity model describes the usual practices in tax administration at lower levels of maturity. With this
additional information, a maturity model has several advantages over benchmarking. Tax
administrations that use a maturity model rather than benchmarking to leading practice or international
norms:

e See a clearer progression from their current state to leading practice;

e See the potential progression of all components, and thus understand what is needed to sustain
improvement and performance, rather than focusing on isolated, unsustainable interventions;
and

e Are more appreciative of the capacity that they already have and are able to leverage existing
systems, processes, and tools in planning for improvement.

Simplistically, a maturity model is usually presented in tabular format, where the columns of the table
describe several levels of maturity (e.g., from basic to leading) and the rows of the table describe the
specific parameters along which progress can be described and/or measured. The following is an
example:
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Figure 2.2. A maturity model for tax administrations

Operations

Operations are
informal, sporadic,
and ever changing.

Formalized
Operations are
formalized,
evidenced by
regular practice or
documentation.

Integrated
Policies, programs,
processes, and tools
are consistent.

Strategic
Organizational
strategy and
performance goals
filter through all
levels.

Stakeholders

Stakeholders have
different levels of
understanding and
awareness and
variable
commitment.

Stakeholders have a
shared
understanding, but
programs may not
be coordinated.

Cross-functional
ownership and
information-sharing
promote integrated
programs and
operations.

Stakeholders
engage in behavior
that directly
supports desired
outcomes.

The example above uses four levels and shows two (high-level) parameters. While four levels are
appropriate, a useful maturity model must be comprehensive. The maturity model should cover all
areas of the tax administration's delivery framework and must contain parameters for all core functions
(e.g., registration, collections, audit, etc.), support functions (information technology, legal services,
etc.), as well as governance and management.

A maturity model must be vertically integrated. This means that if a tax administration is at a specific
level of maturity with respect to one area, it will likely be at the same level across other areas. Vertical
integration ensures that the model is realistic. In tax administrations, for example, if third-party data
are not available and not used in identifying non-filers, they are likely not available and not used in
indirect audits, the registration database is likely not well maintained, and the collection function is
likely not fully effective. The levels of the maturity model must draw on practical examples of tax

administrations in leading or emerging economies to be useful."

Conceptual Framework: Maturity Level 1
Key word: "Unaware"

e The tax administration lacks awareness of its taxpayer population due to ineffective, inefficient,
and/or inaccurate taxpayer registration, taxpayer accounts, and compliance strategies and
surveys.

e There are no provisions in the tax laws for self-assessment, so one-on-one assessments are the
rule, with very limited compliance coverage, and the potential for corruption is extensive.

"% In addition, maturity models may have additional dimensions (e.g., systems and tools vs. performance), may
contain a scoring mechanism to assign scores to tax administration capacity, and may contain quantitative
benchmarks for each characteristic. A complex maturity model with all such characteristics, however, deserves
separate research. The maturity model presented here is accessible. Thus, to the extent that quantitative
benchmarks for the tax administration are available, those are discussed in the section on key benchmarks in each
chapter.
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e Voluntary compliance is unknown or not a trusted concept, and the informal economy is

rampant.

e Service to taxpayers is largely non-existent.

e Mutual hostility exists between the tax administration and taxpayers.

e The tax administration has neither conclusively identified large taxpayers nor brought them
under control.

e Necessary written policies and procedures for staff of core and support functions do not exist,
and staff act independently, inconsistently, and erratically.

e Strategic plans and annual operations plans are non-existent. Ad hoc, day-to-day operations are
the norm for every department, each of which acts independently.

e Little modern technology or equipment is available, and most work and information systems are
manual.

e Relationships with public and private-sector institutions are lukewarm, at best, and even border
on hostility in many cases.

e There is a substantial lack of legal/regulatory institutions, modern tax policy, civil service rules
and regulations for attracting and retaining qualified staff, international accounting and
professional standards, and modern financial and banking standards and institutions.

Conceptual Framework: Maturity Level 2
Key word: "Awakening"

e Formal registration of taxpayers, usually with unreliable TINs, has begun, but taxpayer accounts
are largely unreliable.

e Informal identification of large taxpayers has begun, but criteria for inclusion is not defined, and
even those considered large taxpayers have not yet been brought under control.

e There are still no provisions in the tax law for self-assessment, but the tax administration is
aware that one-on-one assessments severely limit their scope of operations and breed
unlimited opportunities for corruption, and begins to seek legal changes to advance self-
assessment and the concept of voluntary compliance.

e Taxpayer service programs have been established but are disorganized and severely
understaffed, with erratic levels of competence among the existing staff.

e Compliance strategies and surveys, even if ill-conceived and without a focus on high-risk
segments and individuals, are launched irregularly to identify non-filers. They generally identify
an abundance of very small taxpayers with very small tax liabilities, who require an inordinate
share of the tax administration’s scarce resources to control.

e Annual operations plans of the departments are loosely drafted independently by the various
core functions, without coordination among them, but long-term strategic plans for the overall
tax administration still do not exist, and there is no concept of "direction" for the tax
administration.

e Little modern technology or equipment is available, and that which does exist is supported by
outdated technology, so most of the work is still done manually.
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e Institutionalization of procedures varies across departments, as do skills of the staff, and

procedural manuals are minimal, developed on an ad hoc basis, and sparsely used.

e "Hot-and-cold" efforts by top-level officials to establish good relationships with some public and
private sector groups — particularly with Customs and public accountants — are initiated but lack
coherence and stability.

e There is still a substantial lack of legal/regulatory institutions, modern tax policy, civil service
rules and regulations for attracting and retaining qualified staff, international accounting and
professional standards, and modern financial and banking standards and institutions.

Conceptual Framework: Maturity Level 3
Key word: "Poised"

e There are provisions in the tax law for self-assessment, with limited opportunities for
corruption, and an estimated 70-75 percent of taxpayers comply voluntarily.

e Formal registration of taxpayers, with a "best-practice” system of TINs, has largely been
completed, and taxpayer accounts are usually accurate.

e Formal definition, identification, and fairly good control of large taxpayers have been
accomplished. However, the criteria for selecting and deselecting taxpayers that fall under LTO
control are nebulous, and so the number of taxpayers under control is never certain.

e Compliance strategies and surveys that begin to focus on high risk taxpayer segments and
individuals are launched in a timely manner and in accordance with annual work plans.
However, the tax administration only has a partial grasp of the size of the informal economy and
non-filer population.

e long-term, strategic plans are drafted and used to develop and coordinate annual operations
plans of the various core functions. However, while the tax administration may achieve many of
the objectives in its strategic and annual work plans, there is greater focus on short- and
medium-term objectives, with a lack of focus on long-term direction.

e Procedural and policy manuals have been developed for each of the tax administrations’
functions and are closely followed by skilled staff, but the manuals suffer from a lack of timely
updates.

e Relationships with public and private sector groups are usually positive — memoranda of
understanding with Customs for exchange of data are generally successful, as are forums for
public accounting and Chamber of Commerce groups, etc. However, there are exceptions, such
as less than cordial relationships with the judiciary or other groups.

e Modern technology and equipment are available, but there is often a shortage in specific
departments, and funds for purchase are often somewhat limited.

e There is an obvious presence of legal/regulatory institutions, modern tax policy, civil service
rules and regulations for attracting and retaining qualified staff, international accounting and
professional standards, and modern financial and banking standards and institutions. The tax
administration has started to embrace many technological advances used in the private sector,
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such as electronic commerce, interactive telephone systems, and the capture of data by the

scanning or imaging of paper documents.
Conceptual Framework: Maturity Level 4

Key word: "Solid"

e Provisions in the tax law for self-assessment have existed for several years, and at least 85
percent of taxpayers comply voluntarily. Incidences of corruption within the tax administration
are extremely rare.

e Registration of taxpayers has been tested over several years and proven to be very accurate,
and taxpayer accounts are rarely inaccurate.

e  Multiple criteria have been established for selecting and deselecting large taxpayers, who are
continually identified for control by the LTO and have a high level of compliance, as confirmed
by various tests and other verification measures. The LTO itself has experienced staff.

e Vigorous enforcement programs and targeted surveys, which consistently identify risk by
segments, are launched periodically to effectively bring into compliance and under control small
pockets of taxpayers who are not in compliance.

e Strategic plans, with a clear focus on "the big picture" and the long-term objectives of the
organization, strongly guide the development and implementation of annual work plans, and
objectives of the strategic and annual work plans are almost always met.

e Clear, concise procedural and policy manuals are available electronically for each of the tax
administrations’ functions, are closely followed by skilled staff, and are promptly updated
electronically.

e Relationships with public and private sector groups are very positive — memoranda of
understanding with Customs for exchange of data are very successful, as are forums for public
accounting and Chamber of Commerce groups, the judiciary, etc.

o The tax administration has reliable information systems supported by the latest technology and
has already embraced and implemented many technological advances used in the private
sector, such as electronic commerce, interactive telephone systems, and the capture of data by
the scanning or imaging of paper documents.

e There is a strong presence of legal/regulatory institutions, modern tax policy, civil service rules,
regulations and competitive salaries for attracting and retaining qualified staff, international
accounting and professional standards, and modern financial and banking standards and
institutions. The tax administration has embraced technological advances used in the private
sector, such as electronic commerce, interactive telephone systems, and the capture of data by
the scanning or imaging of paper documents.
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Chapter 3. Legal Framework
Arturo Jacobs

This section outlines the legal framework that enables the tax administration to operate effectively and
efficiently, while safeguarding the rights of taxpayers at the same time. The types of taxes, tax rates,
schedules, and similar features of tax law are not within the scope of this document. Instead, the focus
is on the type of legal framework and selected administrative provisions of the tax laws.

3.1. Leading Practice

Although not a good practice, it is fairly common among many developing countries around the world to
have their legal framework for taxation dispersed across a series of tax laws, each with its own set of
provisions for tax administration (e.g., an income tax law, a value added tax (VAT) law, an excise tax law,
etc.). These tax laws are always supplemented and supported by an assortment of regulations,
executive instructions, and ad hoc decisions issued from a variety of sources. Both the tax
administration and taxpayers find it difficult to follow such an assortment of multiple laws, regulations,
instructions, and decisions, particularly since administrative provisions are usually inconsistent and
always dispersed among the various laws and related documents.

Rather than a series of tax laws for each tax type, the international best practice is for government to
enact a tax code, which incorporates all legal aspects of taxation into one comprehensive, coherent
piece of legislation, and determines the legal principles of taxation. The tax code should include all
national taxes, i.e., tax on the income of physical persons, tax on the income of legal persons, VAT,
excise taxes, social insurance contributions, land and property taxes, taxes on the processors of
minerals, and others.

Box 3.1. Unified tax code in the United States

The 11 subtitles of the U.S. Internal Revenue Code include provisions for all major taxes imposed by the U.S.
Federal Government: income taxes, estate and gift taxes, employment taxes, and excise taxes. The Code also
includes a single subtitle (section) for the administration of all taxes, with provisions for registration, filing and
payment requirements, assessment and collections, penalties and interest, and other. The Internal Revenue
Code, however, does not include all tax related provisions. The U.S. bankruptcy law — Title 11 of the U.S. Code
— describes the filing of tax returns by the debtor.

Several influential international institutions have drafted model tax codes to encourage and guide
officials of countries that want to improve their tax legislation. For example, several years ago the IMF’s
Legal Department developed a sample tax code for a hypothetical country (the Transition Republic of
Taxastan) for use as reference material to provide assistance to countries in the preparation of
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legislative tax acts and the application of laws.”’ Also, a project sponsored by Harvard University’s
International Tax Program developed a tax code® several years ago to help developing countries with a
legislative framework as they formulate modern tax policies and tax laws. Even though both models are
several years old, they still offer excellent guidance for the development of a comprehensive tax code.

This sub-section draws on both hypothetical models cited above and from international best practices to
describe a few very important features for the tax administration and for taxpayers that a modern tax
code should include. Among those features are the principles of the tax code; basic provisions, including
creation and organization of the tax administration; responsibilities and powers of the tax
administration; rights of taxpayers; international taxation features; and some of the compliance and
enforcement provisions most needed by the tax administration to administer the tax laws fairly,
efficiently, and effectively.

3.1.1. Principles

Among the most important principles to be included in a tax code is the principle of self-assessment, as
stated and described in Chapter 2. The code should also emphasize cooperation between taxpayers and
the tax administration and should promote voluntary compliance rather than the enforcement of
compliance by the tax administration.”” Other important principles which need to be addressed in a tax
code are:

e All amendments should be made to the tax code, rather than by enacting supplemental or
separate pieces of legislation;

e In an ongoing effort to make the tax law simple and clear, regulations and rulings, which
interpret the tax laws, should be published regularly by the tax administration and should be
made easily available to individual taxpayers;

e Transparency and predictability of the tax laws and operations of the tax administration should
be the norm;

e Some provisions should be included in the code in general terms, or certain changes should be
permitted by executive order, to allow flexibility and avoid rigid, possibly unworkable
requirements which could not be changed without costly and time-consuming amendments to
the law, such as presumptive tax regimes for small taxpayers, as described in Chapter 2;

e C(Clear statements to the effect that, when there is conflict with provisions of laws at other levels
of government, the tax code should prevail;

e On the other hand, tax treaty provisions of the country supersede tax code provisions, should
there be a conflict; and

e There is deference to some provisions of common law, e.g., exempting tools of a trade or
profession from seizure and sale for unpaid taxes.

2 IMF Legal Department (2000), Tax Code of the Republic of Taxastan. A Hypothetical Tax Law,
http://www.imf.org/external/np/leg/tlaw/2000/eng/stan.htm.

2! Hussey, Ward and Donald Lubick (1996), Basic World Tax Code and Commentary, Harvard University’s
International Tax Program.

** The need for focus on facilitating voluntary compliance is discussed in Chapter 2.
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3.1.2. Basic Provisions

Of course, in addition to principles, tax codes must clearly cite and describe basic provisions of taxation.
These provide the basic legal authority to the tax administration to collect taxes. Among the basic
principles are:

e The requirement for taxpayers to acquire a tax identification number from the tax
administration and register with the tax administration;

e The general content and requirements of tax returns, and filing and payment due dates;

e The place for filing tax returns to be determined in regulations and publicized by the tax
administration in order to allow flexibility for changes in organization and technological changes,
such as e-filing;

e The requirement for taxpayers to maintain adequate books and records;

e The responsibility of the tax administration to conduct audits and other verification measures;

e The requirement for third parties to collect tax at the source, such as the withholding of income
tax by employers from employees’ salaries and wages;

e Provisions for computation, assessment, and collection of tax, interest, penalties, and other
charges for other than full compliance with the tax laws; and

e Definitions of violations punishable by fines or imprisonment, such as tax evasion and tax fraud,
and the right of the tax administration to publicize convictions of such offenses.

To emphasize the importance of voluntary compliance and mutual cooperation between the tax
administration and taxpayers, the tax code must outline the basic rights of taxpayers, including:

e The right to examine records of audits performed by the tax administration;

o The right to present explanations to tax authorities regarding his computation and payment of
taxes with respect to the records of audits performed;

o The right to be represented by a qualified legal representative of their choice in matters before
the tax administration;

e Theright to reconsideration of decisions of the tax administration (objections);

e The right to formally appeal decisions of the tax administration in a manner stipulated in the tax
code;

e The right to apply for and receive advance rulings about the position of the tax administration
with regard to a proposed business transaction;

e The right to receive credits, refunds, and interest for overpayment of taxes; and

e For those taxpayers who have filed tax returns, protection with statutes of limitations for
assessment and collection of taxes.

3.1.3. Provisions to Create and Organize the Tax Administration

The tax code must also provide the necessary organization and machinery to enforce and collect all
taxes, including provisions to:
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e Authorize creation of the tax administration, headed by a tax administrator/director

general/commissioner (the "Head");

e Organize the tax administration into headquarters, regional (if necessary), and local offices along
functional lines of core taxes in an efficient way that avoids duplication, overlap, and
underutilization of staff (see also the discussion of semi-autonomous revenue authorities in the
next sub-section);?

o Allow flexibility for future changes of the organization structure deemed necessary to the Head
of the tax administration, with concurrence by the Minister of Finance;

e Establish procedures to select employees based solely on merit and their ability to do the work
and to make promotions based on competitive procedures;

e Authorize the Head of the tax administration to determine whether, when, and how much tax is
due, as provided for in the tax code and regulations, and the authority to enforce collections,
perform audits, and otherwise perform the necessary administrative functions;

e With certain safeguards, authorize the Head of the tax administration to delegate his/her legal
authorities to designated subordinates; and

e Protect tax officials acting within the scope of their official duties from personal liability to
taxpayers.

The main responsibilities of the tax administration outlined in Chapter 2 — to facilitate and encourage
voluntary compliance by taxpayers with the country’s tax laws; administer the tax laws fairly and
impartially; minimize the cost and burden on taxpayers to comply with their tax obligations; monitor
compliance; enforce the country’s tax laws in cases of non-compliance; and use its resources efficiently
and effectively — should also be clearly stated in the tax code. Other, specific responsibilities of the tax
administration which should be included in the code are:

e QOrganize and carry out taxpayer service and education programs to provide information to
taxpayers which they need to comply with the tax laws;

e Design and implement effective presumptive schemes for small taxpayers and variable tax-filing
periods for medium taxpayers, to be published in regulations (to avoid stipulating in the code
systems which may prove unworkable and would require legislative action to change); and

e Safeguard and keep confidential all information provided by the taxpayer to the tax
administration.

3.1.4. Critical Compliance and Enforcement Provisions

The tax code must include certain very important provisions that encourage voluntary compliance and
grant a variety of compliance and enforcement tools to the tax administration. One of the most
important is the provision which requires banks and other financial institutions, contractors, and

3 Hussey et al. (1996), p. 185, for example, contains a relatively general provision, stating that "The Tax Service
shall be mainly organized along functional lines. Functions shall be divided among the departments in such a way
that every function is allocated, but also in such a way that the duplication of tasks is avoided." This provision
defines only the broad principle and allows flexibility in the organization and avoids costly legislative amendments.
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employers to routinely and regularly submit to the tax administration for its matching and compliance

programs third-party financial information documents, such as the payment of interest, dividends,
wages, and other payments. In fact, under the requirements of the tax laws of many countries, an
extremely wide variety of transactions must be reported to the revenue body, generally in electronic
format, including agricultural payments, brokers’ transactions, capital gains distributions, non-employee
compensation and fees, commercial fish purchases for cash, interest, dividends, real estate transactions,
rents, sales of securities, wages, large cash purchases, etc. Such legal provisions enable the tax
administration to receive and match third-party financial data of taxpayers to its master file and mount
compliance programs for omissions and discrepancies detected from the matches. This use of third-
party financial data is one of the most effective tools that a tax administration has for identifying non-
filers and verifying the accuracy of the income and expenses reported by taxpayers.

The tax code should also legally require banks and financial institutions, as well as other government
institutions such as Customs, to furnish specific taxpayers’ financial information in their custody, when
such information is requested by tax administration officials engaged in official activities, such as audits
and enforcement. This provision not only is important for enforcement and compliance programs, but
also strengthens the legitimacy of international exchange of information agreements. For example, in
the context of negotiating a Tax Treaty or Tax Information Exchange Agreement, other countries are
often interested in financial information on large, multinational corporations and very complex
transactions, such as transfer pricing, between or among subsidiaries based in various countries.

The tax code needs to grant several other powers to the tax administration, if it is to perform its duties
and responsibilities effectively. Examples of such powers are (not all-inclusive):

e Administratively compel testimony or the production of documents, i.e., enable the subpoena of
documents or persons in order to conduct comprehensive audits and discover assets subject to
enforcement for non-payment, etc.;

o File a tax lien for unpaid taxes, a legal claim which attaches after assessment, notice, and
demand to all personal and real property of the taxpayer;

e Garnish funds due the taxpayer from third parties (accounts receivable) and funds of the
taxpayer on deposit in banks or other financial institutions;

e Seize and sell many types of personal and real property, after notice and demand;

e Subject individuals or corporations to investigations for tax fraud/evasion, if warranted, and
recommend criminal prosecution and severe penalties, including incarceration;

e Administratively determine and report certain tax arrears accounts as uncollectible, i.e.,
suspend collection activities in those cases where the likelihood of collection is nil or very low or
the taxpayer cannot be located; and

e In exceptional circumstances, where collection of the tax obligation is deemed to be in jeopardy,
as determined by the tax administrator, make a jeopardy assessment and enforce collection
without regard to the rights of taxpayers to object and appeal proposed assessments, subject to
a claim for refund and, if denied, subject to the right to file judicial proceedings for recovery.
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3.2. Common Trends

While a tax code is generally viewed as superior to separate tax laws for a country’s various tax types of
taxes, some countries have chosen to pursue other alternatives for improvement, such as a tax
procedures code, because of political or other circumstances. Also, in lieu of a tax code with specific
provisions, some countries have experimented with "framework laws" for their tax legislation, which
establish "intent" and defer procedural details for the subsequent regulations phase, thereby giving
much more discretion to the drafters of secondary legislation (regulations). On the limiting side of
trends, more and more countries are amending their tax laws to remove discretionary powers of the
Minister of Finance or other government officials to grant certain tax "favors". The following is a
discussion of these and similar trends.

3.2.1. Tax Procedures Code and Other Trends

While the Ministry of Finance and/or the tax administration may acknowledge the benefits of and wish
to enact a unified tax code to replace separate pieces of legislation for each type of tax, it may not be
feasible to do so, politically or otherwise. In such cases, the international best practice is for the
Government to extract the administrative provisions from each of the tax laws and consolidate them in
a single, uniform tax procedures code, separate from the substantive pieces of tax legislation. A uniform
tax procedures code enhances transparency, clarity, and consistency in the application of the country’s
tax laws. Recently, countries such as Indonesia, New Zealand, Republika Srpska, Montenegro, and
Serbia have implemented Tax Procedures Codes (Acts) successfully; and other countries are currently
developing them, including South Africa, Namibia, Ghana, Malawi, Tanzania, Botswana, and Turkey.*

Another trend is for countries to draft legal, administrative provisions of tax legislation in general terms
that grant "flexibility." For example, some countries, such as the United Kingdom?®, have relied on
"framework laws". Framework laws are statutes which are drafted in general terms and merely lay
down a framework, mostly in the form of overall principles, objectives and guidelines. With framework
tax laws, the details are left to regulations to be designed, published, and made available to taxpayers
by the tax administration. Examples of such flexibility are the general provisions described in Chapter 2
for presumptive assessment regimes for small taxpayers or, as may be required for e-filing and other
technological advances, for the provisions for where tax returns should be filed.

One change in tax legislation gaining international momentum is to remove the discretionary power of
the Minister of Finance or any other government official to grant exemptions or to negotiate "tax
agreements." The practice has been generally viewed by taxpayers as one that opens opportunities for
corruption and cronyism and one that treats taxpayers grossly unequally. Also, in some cases, countries

* Hook (2011), p. 1.

% The United Kingdom, with a decision of the House of the Lords in the case of Respondents vs. HM
Commissioners of Inland Revenue ex parte Wilkinson [2006] STC 270, is likely moving away from framework type
laws. The decision focused on the validity of concessions, but in general also discussed the power of HM Revenue
and Customs to choose how to apply the law. Since the United Kingdom has been and is a trend-setting model in tax
administration around the world, this type of "flexibility" trend in other parts of the world will likely vanish.

Detailed Guidelines for Improved Tax Administration Page 49
in Latin America and the Caribbean



Arturo Jacobs Chapter 3. Legal Framework

are removing the power of the Head of the tax administration, Permanent Secretary, Minister, or any
other government official to remit taxes and interest. The majority of countries now have a
constitutional or statutory provision that allows exemptions only by a law of general application.?®

3.2.2. Legal Provisions to Meet Technological Changes

To succeed in the modern world, tax administrations must have well-designed Integrated Tax
Information Systems (see Chapter 12). Legal provisions, therefore, must be included in the tax
legislation to enable the tax administration to operate effectively alongside economic, business, and
social environments fully engaged and immersed in modern technology.

Tax authorities all around the world have been quickly moving to redesign their basic business processes
and to rapidly implement electronic receipt, processing, and delivery methods. They have been
facilitating increased use of the internet for transmission of information and access to tax forms by
taxpayers. More and more, all large taxpayers are being required to file their tax returns and
accompanying documents electronically. Electronic filing/electronic signatures improve the ease of
compliance for taxpayers.”’ At the same time, the tax administration enjoys decreased costs from
higher accuracy and greater compliance through electronic processing of tax returns.

Another very significant trend among tax administrators around the world is to legally authorize
commercial banks to receive and process tax returns and tax payments. Tax administrators have
recognized that cashier functions in their own operations represent a very outmoded method of doing
business which lends itself to corruption and risk of revenue loss. Given provisions in the tax code or
other tax legislation that enable alternative methods of cashiering, cashier functions in many countries
have been outsourced under contracts negotiated by the Ministry of Finance or by the tax
administration with commercial banks. Under these contracts, commercial banks receive and process
tax payments, send key taxpayer-entity and payment information to the tax administration for
reconciliation, and transfer funds electronically to the Ministry or the Central Bank. Many negotiated
contracts also require the banks to receive and process tax returns together with payments; provide
taxpayers with receipts; forward taxpayer-entity and payment information electronically daily to the tax
administration; and bundle and forward tax returns and related paper documents once or twice per
week. Free of charge, commercial banks have been provided software developed by the tax
administration to perform all these tasks.

3.2.3. International Taxation

As is readily obvious from some of the basic international provisions of tax codes, the variance in tax
rates across different countries gives rise to a number of complex international tax issues that confront
tax administrations all over the world, such as:

26 11,

Ibid., p. 3.
" This, of course, depends on infrastructure levels and the actual requirements of the law. A recent tax compliance
cost survey of Nepal by the International Finance Corporation indicated a common perception that the e-filing
process is "tedious" (International Finance Corporation (n.d.), p. 42).
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e Deciding which parts of capital should be treated as "domestic" or "foreign" in residence based

taxation;
e Deciding what is "foreign" and what is "domestic" income (source rules);
e Matching of expenses and income to whichever expenses relate;
e Deciding which foreign taxes are paid against which income (cross-crediting); and
o Defining related-party transactions and arms-length transactions, including "transfer pricing".

Some basic legislative provisions to ease the tax administration in handling complex international tax
issues include:*®

e A clear definition of the object of taxation, including what constitutes residency, what
constitutes a permanent establishment and what income is attributed to it and is subject to tax;

e Providing for credit for taxes paid to other jurisdictions wherever income from outside of the
own jurisdiction is taxed, but setting limits on such credits to avoid transferring revenue to these
other jurisdictions;

o Allowing for the withholding of tax on payments to nonresidents;

e Providing for rules that prevent the recognition of income or loss from the reorganization of
entities;

e Providing for rules that do not allow deferral of taxation (e.g., taxing residents on income from
abroad only when this income is remitted to the own jurisdiction); and

e Providing for anti-avoidance related to tax havens, including treating income from a tax haven
as taxable, imposing restrictions on deductibility of expenses, imposing taxes on unrealized
capital gains when a taxable person leaves the own jurisdiction, and as discussed below,
adopting transfer pricing rules.

One of the most difficult international tax issues relates to transfer pricing. Transfer pricing is a way to
allocate the profits of the taxpayer by manipulating the prices charged on intra-group (within related
legal entities) cross-border transactions. This is done in such a way as to maximize taxable profits in low
tax jurisdictions and minimize such profits in high tax countries. The law should include provisions in
line with international practices to curb this type of tax avoidance, prescribing methodologies,
documentation requirements, and penalties.29

Of course, without access to financial information in other countries of cross-border corporations which
are residents, tax administrations are impotent. The increasingly important objectives of bringing large,
multinational taxpayers under control and their complex, cross-border financial transactions with
related entities under closer scrutiny have given rise to the urgent need for provisions in tax legislation
for tax treaties and international exchange of information. The tax administration has the responsibility

*® In addition, many countries may impose additional levies on nonresidents or on specific transactions under the
argument that these are non-transparent.

*¥ Comprehensive transfer pricing guidelines are published, for example, by the OECD. See Transfer Pricing
Guidelines for Multinational Enterprises and Tax Administrations 2001, OECD Publishing, 2001.
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to participate with Ministry and/or foreign affairs officials in negotiations of tax treaties and agreements

for exchange of information.*

Box 3.2. Addressing international tax evasion in Canada

In 2005, CRA reported that over 16,000 Canadian corporate taxpayers were reporting some type of foreign
transactions amounting to over $1.5 trillion in taxes to the government.31 As a growing number of Canadian
individuals, trusts, and corporations undertook transactions with entities in foreign jurisdictions, it was
imperative for CRA to ensure that the correct amounts of taxes were withheld and that non-residents filed
returns and paid the taxes they owed. In the same year, CRA budgeted for an additional $30 million to
respond to the growing risk of international tax avoidance and implemented a new Aggressive International
Tax Planning initiative. The initiative placed emphasis on increasing audit coverage and research studies on
emerging international tax schemes, developing new risk assessment models, and recommending necessary
legislative or treaty changes. In addition, in 2004 Canada enacted changes to its Income tax act to allow the
government to deny a tax benefit under a tax treaty for abusive tax avoidance and, in 2006 CRA restructured
its Compliance Programs Branch. According to a 2012 testimony before Parliament, these reforms had a total
fiscal impact of over $2.5 billion in just four years.32

Canada's Economic Action Plan 2013 further enhances the capacity of CRA to combat international tax evasion
and aggressive avoidance.® The Plan:

e Includes a new Stop International Tax Evasion Program that allows the CRA to pay individuals who supply
knowledge of major international tax non-compliance;

e Requires financial institutions and others who currently report information on international electronic
funds transfers greater than $10,000 to the Financial Transactions and Reports Analysis Centre of Canada
to also report those transactions to the CRA;

e Streamlines the judicial process that provides the CRA authorization to obtain information from third
parties such as banks; and

e Introduces additional requirements for Canadian taxpayers with foreign income or properties to report
more detailed information, and extends the amount of time the CRA has to reassess those who have not
properly reported this income.

3.2.4. Semi-Autonomous Revenue Authority (SARA)

As noted, tax administrations in developing countries face many formidable obstacles to modernize
their institutions. Among their biggest challenges are meager budgets for space, equipment, and other
resources necessary for operations. In fact, it is common for tax administrations to face budget
shortfalls, even against meager preliminary budgets. Furthermore, under the Civil Service regulations of
most developing countries, staff remuneration is generally very low and far from competitive with the
private sector. Consequently, one often observes significant levels of corruption.

In response to these circumstances, one trend in developing countries (especially in Latin America and
Africa), is for tax administrations, usually through legislation, to become semi-autonomous revenue

3% Exchange of information agreements, along with provisions to avoid double taxation and for conflict resolution,
are usually part of bilateral tax treaties between countries. See Model Tax Convention on Income and on Capital
2010, OECD Publishing, 2012.

°! Auditor General of Canada (2007), Chapter 7, p. 1.

** Downe (2012), para. 2.

33 Canada Revenue Agency (2013), para. 5.
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authorities (SARAs) in hopes that this arrangement will lead to more adequate funding, higher salaries

and other benefits. With legal authority given to Tax Administration Jamaica in April of 2013 to establish
a SARA, SARAs currently exist in twelve LAC countries. The SARA model has received a great deal of
attention among tax and customs administration experts, Ministries of Finance and international donor
organizations. SARAs are tax administrations that have greater than usual autonomy along several
organizational design dimensions, including: legal character, financing, governance, personnel policy,
procurement policy, and accountability relationships.>* Many advocates see SARAs as solutions not only
to inadequate budgets and salaries, but also to low rates of tax compliance, ineffective tax
administration staff, and corruption.

As a SARA, in effect, the tax administration is taken out of the MOF and established as a semi-
autonomous entity. While there are many variations around a similar basic theme, the principal
characteristics include: personnel systems outside of the civil service purview; self-financing
mechanisms (usually with a given percentage of gross collections); and boards of directors that usually
include the Minister of Finance, other key Ministries, and private sector representatives. A recent IMF
conference listed several common arguments in favor of establishing SARAs, including easier reform,
addressing civil service rewards, reduced corruption, autonomy from political motivations, etc.
However, the IMF added that, except for "autonomy from political motivation", most of the expected
benefits have not been realized.

There are nearly 40 SARAs around the world clustered largely in Africa and Latin America®, according to
an IMF study in 2006. In another study conducted in 2004, Arthur Mann®® examined arguments in favor
of and against establishing SARAs, identified elements associated with the "success" or "failure" of the
SARA experiment, and offered estimates of overall performance through analyses of indicators such as
tax ratios and tax collection productivity measures. Among his major conclusions, he found that a clear
picture of success or failure of SARAs could not be detected.

Nevertheless, the objective of this sub-section is not to advocate for or against the SARA model, but to
recognize the trend and confirm that a legal framework is absolutely necessary to establish a SARA.
From among the many "lessons learned" cited in Mann’s study, he strongly recommended that SARAs
"be established under Parliamentary Acts to give the SARA sustainable legal and political legitimacy."*’
The legal framework to establish a SARA comprises too many required provisions to cover here, but the
articles cited by Mann and the World Bank offer practical guides for interested tax administration

officials.

** World Bank (2005), p. 1.
¥ Kidd et al. (2006), p. 11.
% Mann (2004), p. 98.

7 Ibid., p. 56.
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3.3. Tax Administration Maturity

Four levels of maturity of the legal framework of tax administrations are presented below to help
interested officials make determinations about the level of legal maturity and as rules of thumb to make
self-assessments about strengths and weaknesses of their respective tax administration.

Legal Framework: Maturity Level 1
Key word: "Dispersed and Chaotic"

e The legal framework for taxation is dispersed across a series of tax-type laws, each with
separate provisions for tax administration, and each administered by a separate tax department,
with no coordination among them.

e There is no consistency among the administrative provisions of the separate income, corporate
income, and VAT laws, each with different rates of penalties and interest for the same offenses,
such as for late-filing, underpayments, etc.

e None of the tax laws establishes self-assessment or other principles of taxation. Consequently,
collection by the tax administration, rather than by self-assessment, is the rule.

e No regulations, which interpret the tax laws, are ever prepared, and taxpayers are always in a
state of confusion and subject to whatever interpretations are made by the tax administration.

e None of the laws officially creates its respective tax administration, and their organization
structures are left to the discretion and mandates of their top tax administrators, who make
frequent changes.

e None of the tax laws cites specific responsibilities of the tax administration nor rights of
taxpayers.

e Segmentation and control of large taxpayers are not mandated.

o What few compliance and enforcement provisions exist in the separate laws are vague and
conflict with laws at other levels of government. Enforcement is non-existent, and non-
compliance is widespread.

e None of the laws provides for possible incarceration for tax fraud/evasion.

e There are no legal provisions in the separate laws for the use of banks for receipt of tax returns
and payments. All payments are made at separate tax administration cashiers’ offices, with very
long queues the norm on payment due dates.

e Provisions for e-filing and electronic signatures do not exist in any of the tax laws.

e The Minister of Finance and/or other officials are given discretionary power in the tax laws to
grant tax exemptions or negotiate tax agreements with legal and physical persons.

Legal Framework: Maturity Level 2
Key word: "Still Dispersed but Seeking Codification"

e In the second level of maturity, there are still separate laws for each type of tax, but the tax
administrations may have been placed under one Director General/Commissioner (the Head),
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who, with Ministry backing, is exploring initiatives to prepare proposed legislation to enact a tax

code or a tax procedures code.

o There is still no consistency among the administrative provisions of the separate income and
corporate tax and VAT laws, which each have different rates of penalties and interest for the
same offenses, such as for late-filing or underpayments, etc.

e There is now recognition at Ministry and Head levels that relying on collection by the tax
administration, rather than by self-assessment, is failing to raise the levels of tax revenue
required by government.

e Taxpayers and their legal representatives have pushed the tax administration to prepare a few
regulations, which interpret the tax laws, but their timeliness and clarity are usually poor.

e None of the laws officially creates its respective tax administration, but the Head and Ministry
officials are exploring re-organizing from type of tax to functional structures™.

e The various tax laws have been amended to include a few rights of taxpayers, such as the right
to appeal proposed assessments, but there is little clarity about mechanisms and court levels
involved, and coordination with the judiciary is poor.

e There is no segmentation and control of large taxpayers mandated. However, there is general
recognition by the Head and management of the need to do both.

e There are no international tax treaties or exchange of information agreements with other
countries.

e What few compliance and enforcement provisions exist in the separate laws are still vague, and
they conflict with laws at other levels of government. Enforcement is rare, and non-compliance
is still widespread.

e None of the laws yet provide for possible incarceration for tax fraud/evasion.

e There are still no legal provisions in the separate laws for the use of banks for receipt of tax
returns and payments. All payments are made at the separate tax administration cashiers’
offices, with very long queues the norm on payment due dates.

e Provisions for e-filing and electronic signatures still do not exist in any of the tax laws, but there
are some locally initiated projects for e-filing.

e The Minister of Finance and/or other officials continue to have discretionary power in the tax
laws to grant tax exemptions or negotiate tax agreements with legal and physical persons.

Legal Framework: Maturity Level 3

Key word: "Codification"

e Either a tax code or a tax procedures code for administrative provisions applicable to all tax laws
has recently been enacted.

¥ Functional organizational structures group staff according to their special skills, training, and primary function. In
a functionally organized tax administration, for example, auditors will form an audit division and collectors will
form a collections division, irrespective of the type(s) of taxes or taxpayers they handle. Functional and other types
of organizational structures for tax administrations are discussed in Chapter 4.
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e There is now a high degree of consistency in the administrative provisions of the law for

violations, but what varies is interpretation and application by tax administration staff.

e The principle of self-assessment is established in the law, but some of the compliance staff still
act as if collection by the tax administration is the best method for dealing with taxpayers.

e The tax administration regularly prepares and issues regulations, which interpret the tax laws;
however, in too many cases each year, the timeliness and quality of the regulations are poor.

e The tax code/tax provisions code officially creates one tax administration, and generally requires
a functional structure, with headquarters, regional (if necessary), and local offices. The Head,
with concurrence by the Ministry of Finance, has discretion over the exact organizational
structure and future changes.

e The tax code or tax procedures code cites specific responsibilities of the tax administration and
rights of taxpayers. However, there are too many proven cases where taxpayers’ rights have
been violated by tax administration officials.

e Segmentation and control of large taxpayers are authorized by law.

e A few tax treaties and exchange of information agreements authorized by the tax code/tax
procedures code have been negotiated, but a few necessary ones are still pending.

e There are some compliance and enforcement provisions in the law, with a certain degree of
clarity about their position with regard to laws at other levels of government. There is some
ongoing enforcement, such as garnishing taxpayers’ funds on deposit in commercial banks.
However, seizure and sale of property for non-payment of taxes is rarely undertaken because of
conflicts with common law or other laws.

e There are still no provisions to require banks or other third parties to regularly provide
information on payments to taxpayers to the tax administration for matching with its master
file.

e The tax code/tax procedures code provide for fines, penalties, and/or possible incarceration for
tax fraud/evasion. However, the tax administration uses these provisions mainly to raise
revenue rather than to encourage voluntary compliance by setting examples of the
consequences of non-compliance.

e There are now legal provisions in the tax laws that provide the Ministry and the Head with the
option of using banks for receipt of tax returns and payments. However, the Ministry and Head
choose not to exercise this option and continue their cashier function.

e Provisions for e-filing and electronic signatures now exist, and there is a fair degree of e-filing,
including that of large taxpayers, whose e-filing is still optional in the law.

o There is now a statutory provision that allows exemptions only by a law of general application.
Therefore, the Minister of Finance and/or other officials do not have discretionary power in the
tax laws to grant tax exemptions or negotiate tax agreements with legal and physical persons.

Legal Framework: Maturity Level 4
Key word: "Model Tax Law"

e A comprehensive tax code is in place.

Detailed Guidelines for Improved Tax Administration Page 56
in Latin America and the Caribbean



e There is almost 100 percent consistency in the provisions of the law for violations of any type of

tax, and the application of these provisions by the tax administration is highly and consistently
accurate.

e Self-assessment is the established principle of taxation in the law, and the degree of voluntary
compliance determined by reliable compliance studies is consistently above 85 percent each
year.

e Regulations which interpret the tax laws are regularly prepared and issued, including advance
rulings requested by taxpayers, and their timeliness and quality are excellent.

e The tax code officially creates the tax administration with a functional structure and gives
authority to the Head of the tax administration, with concurrence by the Ministry of Finance, to
make future changes, as necessary. These are, in fact, made periodically, with very good results.

o All the rights of taxpayers and responsibilities of the tax administration cited above are
incorporated in the tax code and are realized regularly by both parties.

e A Large Taxpayer Office (LTO) for control of large taxpayers, mandated in the tax code, is
established and the tax administration and taxpayers are both satisfied with the LTO's
operations.

e Required tax treaties and exchange of information agreements authorized by the tax code have
all been negotiated and are updated periodically.

e Most, if not all, of the compliance and enforcement provisions critical for successful operations
of the tax administration are part of the tax code and fully applied by the tax administration.

e Provisions in the tax code require banks or other third parties to regularly provide information
about payments to taxpayers to the tax administration for matching with its master file, and the
tax administration enjoys a very successful matching/compliance program.

e The tax code’s provisions for sanctions, including possible incarceration, for tax fraud/evasion
are vigorously applied, and convictions and prison sentences are widely publicized.

e Under tax code provisions, banks handle 10-15 percent of filings of tax returns and 45-60
percent of tax payments for the tax administration, under contracts negotiated by the Ministry
and the Head.

e Provisions for e-filing and electronic signatures in the tax code have helped the tax
administration accomplish a 60-70 percent e-filing rate by general taxpayers, and a 100 percent
rate by large taxpayers, as required by law.

e A statutory provision that allows exemptions only by a law of general application has been part
of the tax code for several years.

3.4. Latin America and the Caribbean

With respect to many aspects of the overall legal framework for tax administration, several countries in
Latin America — Argentina, Brazil, Chile, Colombia, and Mexico, for example — have sophisticated tax
administrations. Overall, LAC countries generally are at the third level of maturity above. In a few very
important features of their legal frameworks, however, almost all LAC countries are at the second level
of maturity. Examples of legal features of LAC countries at the second level of maturity are:
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e Almost all Latin American countries now have and are required to follow a tax code as their

sole, respective legal authority for tax administration®®, but some Caribbean countries still have
their legal framework for taxation dispersed across a series of tax laws, each with its own set of
provisions for tax administration, together with the usual assortment of regulations, executive
instructions, and ad hoc decisions issued from a variety of sources. With some exceptions in
countries like Chile, Colombia, and Mexico, there is a general absence of implementing
regulations;

e Some principles of taxation, several rights of taxpayers, and several responsibilities of the tax
administration are either not part of the tax code or tax laws or are vague and widely dispersed;

e Substantial provisions to enhance compliance, which should be granted to the tax
administration in the laws, are lacking. For example, there are generally no legal requirements
in the tax codes or tax laws of LAC countries for financial institutions and other payers to
routinely and regularly provide information about payments to taxpayers in order to match
such information with the tax administrations’ files.”> For example:

o Judicial authorization is required for the tax administrations to access financial
information from banks in eight Latin American countries;

o Bank information can be requested individually only on case-related investigations in
seven countries; and

o Only three countries — Colombia, Chile and Peru — can access bank information that is
not case-related;

e Separately, bank secrecy laws, which further thwart compliance with tax laws, are widespread
throughout the region;

e Since tax legislation does not provide authorization to Ministries of Finance and tax
administrations of many countries to enter into agreements with banks or other financial
institutions to receive tax payments and tax returns on behalf of the tax administration, many
continue to operate antiquated cashier functions, which are not only inefficient and risk-prone,
but are also sources of dissatisfaction and frustration for taxpayers and their legal
representatives, particularly because of long queues and delays required simply to file tax
returns, make tax payments, and generally comply with tax obligations;

e There is limited authority to compel testimony or summons persons and documents and to
conduct criminal investigations for tax fraud and evasion (the latter is, on occasion, vested in
other agencies). Sanctions in the law for tax evasion/fraud consist mainly of monetary fines;

e Garnishment, seizure, and sale of personal and real property are very limited under the tax laws
of most LAC countries, and provisions are often in conflict with other national laws of the
country. For example, in Latin America,”* the tax administrations of Brazil, Costa Rica,
Guatemala, Honduras, and Paraguay have no authority to enforce collection of delinquent
taxes; judicial review before enforcement is required in Argentina, Nicaragua, and Paraguay;

** Inter-American Center for Tax Administrations (CIAT) et al. (2012), p. 31.
“ Ibid., p. 33.
* Ibid., p 8, 15.
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and the tax administrations of Chile and El Salvador have no legal authority whatsoever to

collect delinquent taxes;

e Generally, throughout the LAC region, the use of sanctions to deter non-compliance is weak.
For example, sanctions are low in number and not rigorously applied, which "renders this
enforcement tool an ineffective instrument as a deterrent to non-compliance";42

e In most LAC countries, there is no authority to administratively report tax arrears accounts as
uncollectible, even in bankruptcy "no-asset" cases, no-asset death cases, etc. Coupled with
weak enforcement provisions, the lack of write-off authority swells the stock of tax arrears, of
which many are old and uncollectible, throughout the LAC region. For example, the percentage
of tax arrears inventory or stock older than 5 years in Latin American countries is quite high,
ranging as high as 86 percent (Peru), with an average of 42.37 percent for countries in Latin
America;43

e Almost universally in the tax codes or tax laws of most LAC countries, there is a general absence
of formal delegation of authority to the lowest appropriate levels in order for decisions on cases
and administrative issues to be promptly made, rather than to be routed to upper levels of
management for decisions; and

e With regard to the current prominence of international taxation issues, and specifically to
exchange-of-information and double taxation agreements, the maturity level of the legal
framework in LAC countries is mixed, as evidenced in part by the number of double taxation
agreements in the various countries. For example, in Latin America, three countries have no
double taxation agreements at all, four have only one each, and three other countries have only
10 in total among them.*

Of particular concern, in almost all LAC countries, legal sanctions for tax fraud/evasion are either very
weak and/or are seldom applied to the full extent of the law. In developed countries, every so often,
authorities pursue felony cases of tax fraud, which may receive a high profile in the news media and
serve to highlight for the general public consequences for tax non-compliance. In the developing world,
many countries have made tax fraud a criminal offense only recently. In some cases, despite having the
laws in place, these sanctions are seldom applied. In El Salvador, which enacted its tax fraud felony
legislation about ten years ago, for example, only a handful of cases have been brought to courts for
enforcement in recent years — none between 2006 and 2009 and only 3 cases in 2010. Generally, "the
number of convictions for tax fraud/evasion in too many Latin American countries is very low, while
there have been no convictions at all in other countries of the region during the last 5 years."*

However, there are promising developments. For example, the Inter-American Center of Tax
Administrations (CIAT) has drafted a model tax code to help member countries that are interested in
further improving their current legal frameworks, particularly those at the second level of maturity
described above. Also in the region, Jamaica, one of the few countries that do not have a tax code,

“ Ibid., p. 36.

“ Ibid., p. 52.

* Gomez Sabaini et al. (2012), p. 56-57.

* Inter-American Center of Tax Administrations (CIAT) et al. (2012), p. 38-41, 73.
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drafted a tax procedures code in 2011, which is being considered for possible enactment. There are also
positive developments with regard to collaboration with commercial banks to assist tax administrations
with the receipt and preliminary processing of tax returns and tax payments. Guatemala and El Salvador,
among other countries, have negotiated contracts with commercial banks and developed software for
processing payments that they provide to the banks free of charge. Under this arrangement,
commercial banks receive and process tax declarations, together with payments, and provide taxpayers
with receipts for tax declarations and payments received.*

Furthermore, LAC countries have led the way with regards to developing legislation for the
establishment of SARAs. The oldest SARA was established in Peru in 1988,%” and, as of 2010, Argentina,
Barbados, Bolivia, Colombia, the Dominican Republic, Ecuador, Guatemala, Guyana, Mexico, Peru, and
Trinidad and Tobago had Revenue Authorities.*®

3.5. Key Benchmarks and Guidelines

The key benchmarks for the legal framework of tax administrations are very similar to the fourth level of
maturity described in Section 3.3:

e A comprehensive tax code has been enacted and there is 100 percent consistency in the
provisions of the law for violations of any type of tax, and the application of these provisions by
the tax administration is highly and consistently accurate. If a tax code has not been enacted, a
tax procedures code which consolidates all the administrative provisions from the various tax
laws has been enacted;

e Self-assessment is the established principle of taxation in the law, and the degree of voluntary
compliance determined by reliable compliance studies is consistently above 85 percent each
year;

e Regulations which interpret the tax laws are regularly prepared and issued, including advance
rulings requested by taxpayers, and their timeliness and quality are excellent;

e The tax code officially creates the tax administration with a functional structure, and it gives
authority to the Head, with concurrence by the Ministry of Finance, to make future changes, as
necessary;

e All the rights of taxpayers and responsibilities of the tax administration cited in section 3.1.2.
above are incorporated in the tax code;

e Most, if not all, of the compliance and enforcement provisions critical for successful operations
of the tax administration cited in Section 3.1 are authorized in the tax code or the tax
procedures code;

e Provisions in the tax code require banks or other third parties to regularly provide information
on payments to taxpayers to the tax administration for matching with its master file, and the
tax administration enjoys a very successful matching/compliance program;

“ Gallagher et al. (2009), p. 69.
7 Kidd et al. (2006), p. 11.
“®USAID's Collecting Taxes database (http://egateg.usaid.gov/collecting-taxes).
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e The tax code includes provisions for sanctions, including possible incarceration, for tax

fraud/evasion and authorizes publicity for convictions;

e Under tax code provisions, commercial banks are authorized to handle filings of tax returns and
tax payments for the tax administration, under contracts negotiated by the Ministry and the
Head;

e The tax code/tax procedures code authorizes e-filing and electronic signatures and requires 100
percent of large taxpayers to file electronically;

e A statutory provision that allows exemptions only by a law of general application is included in
the tax code/tax procedures code; and

e Required tax treaties and exchange of information agreements authorized by the tax code are
all negotiated and are updated, as required.
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Chapter 4. Organizational Structure and
Management

Arturo Jacobs

The purpose of this chapter is to discuss the organizational and management structures and approaches
to tax administration. Specific focus is given to functional organizational structures, with segmentation
for certain types of taxpayers, as this has proven to be the most effective and efficient model. Typical
functional organizational structures for headquarters, regional, and district/field offices are presented
graphically. Several selected best practices by tax administrations are also discussed, such as those
relating to categories of staffing, centralization of staffing, and delegations of authority.

4.1. Leading Practice

To collect the national tax revenues, tax administrations around the world have organized the bulk of
their staff and other resources and executed their programs around one of four traditional types of
organizational structures:

e Type of tax (e.g., with departments responsible for income tax, value added tax, excise taxes,
and other taxes);

e Functions performed (e.g., with departments responsible for taxpayer audits, collection of tax
arrears, and other functions);

e Type of taxpayer/client (e.g., with departments responsible for large enterprises, small/medium
enterprises, wage and salary earners, and other taxpayers); or

e Combinations of two or more of the types of organizational structures above.

The type-of-tax organizational structure was the favored structure early on and for many years. The
British Empire has structured its tax administration — the Board of Taxes and the Board of Stamps, later
to become the Board of Inland Revenue — by type of tax since the 1690s. The United States also
structured its tax administration by type of tax for decades, then operated according to functions
performed from the early 1950s to the late 1990s, when it changed to a type-of-taxpayer structure
mandated by Congress’ 1998 IRS Restructuring and Reform Act, with 4 major divisions — Wage and
Investment Income, Small Business and Self-Employed, Large & Mid-Size Business; and Tax Exempt &
Government Entities. Other countries, like New Zealand and Australia originally structured their tax
administrations by type of tax, changed to functional structures for many years, and then restructured
according to the type of taxpayer/client in the early 1990s. Particularly in developed countries more
recently, combinations of two or more of the structures listed above have been designed and
implemented. Each of the four types of structures has advantages and disadvantages.
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4.1.1. Disadvantages of the Type-of-Tax Organizational Structure

The following are among the longstanding problems of prolonged operations by separate type-of-tax
departments, as cited by World Bank experts after in-depth studies of one LAC country during 1993-
94, but typical in many other countries as well:

e Duplication of effort was persistent among six front-line tax departments, because each
department had been conducting the same functions for its own tax, including taxpayer
registration, taxpayer audits, and compliance, separately and routinely for years.

e Fragmentation of resources for enforcement was widespread among the departments.

e Inefficiencies in operations, caused by this fragmentation, impacted on organizational
performance, resources, procedures, and staff development.

e Shortcomings in management and staff performance of all tax departments were persistent.

e Weaknesses in collections and poor control of tax evasion lessened the government’s revenue
for economic development.

e A widespread lack of voluntary compliance by taxpayers was evident.

e Coordination and data sharing among tax departments led to advantages for those taxpayers
who were evading or avoiding taxes.

Structuring by type of tax creates significant burdens for taxpayers, including increased time and
expense when they are subjected to multiple registrations, audits, and other interactions with the
separate tax departments.

4.1.2. Superiority of the Functional Organizational Structure

The most prevalent and successful organizational structure for many years has been the functional
organizational structure; that is, a tax administration structured on the basis of the type of work
performed, rather than the type of tax, business, product, or customer. The functional organizational
structure is based on the theory that, by grouping together activities that require similar skills or
specialties, real gains are achieved through an increased depth of knowledge in core areas of business
expertise.50

Most international experts, including from the International Monetary Fund (IMF), the World Bank, and
the Inter-American Development Bank, who have conducted countless tax reform missions all over the
world over a span of several decades, have strongly and consistently favored and recommended
functional organizational structures for national tax administrations. The functional structure has
proven again and again that it:

e Permits standardization of similar processes across all taxes, which enables easier and simpler
interactions by taxpayers, e.g., only one access point for registration, service and payment;

* KPMG Peat Marwick (1995), p. 1.
¥ Kidd (2008), p. 2.
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e Facilitates simplification of procedures which taxpayers are required to follow to comply with

their tax obligations;

e Permits greater uniformity across the organization enables grouping of all core functions
together geographically for better management oversight and control, and for design of the
same operating procedures for each core function in all field offices;

e Facilitates computerization of all work processes;

o Allows greater specialization, training and career development of staff;

e Promotes greater efficiency and higher productivity of the overall tax administration, as it avoids
the duplication of processes across types of taxes;

e With a complete view of taxpayer behavior across all tax types and early detection of non-
compliance trends, yields improved compliance results; and

e Decreases the incidence of intrusion on taxpayers common in organization by type of tax as it
avoids, for example, separate audits at different times by different tax officials focused solely on
income tax, value added tax, or other types of taxes.

Other benefits of functional organizations include:>!

e Functional organizations enable units to focus on primary activities, which promotes efficiency —
auditors, for example, are able to audit tax returns for all types of taxes;

e Functional organizations allow an integrated look at the taxpayer during registration, audit, and
collections, as well as at the taxpayer base for planning purposes;

e Functional organizations enhance control and accountability, because no single tax official is
responsible for all administrative elements related to a single taxpayer; and

e Functional organizations can accommodate major legislative changes, such as the introduction
of a new tax, with minimal changes to the organizational structure.

It is not surprising, therefore, that functional structures are in extensive use in most developed countries
and in developing countries as well. A recent study by the Organisation for Economic Cooperation and
Development’s Forum on Tax Administration®> confirms that, despite some significant variations in the
organizational structures of revenue bodies from country to country, "there appears to be a substantial
reliance on the functional model of organization—13 out of the 49 surveyed revenue bodies indicated
that the functional model has been adopted as the primary criterion for structuring their tax
administration operations, while 30 revenue bodies reported that a broad mix of criteria, including
function, are applied in practice.” In other words, 43 out of 49 tax administrations count on functional
structures. It should also be noted that those few countries that rely exclusively on taxpayer
segmentation (type of taxpayer) invariably organize the taxpayer segments, like Large Taxpayer Offices,
under a functional structure, with components for audit, collection, and taxpayer service.

> Murdoch et al. (2012), p. 3.
> OECD (March 2011), p. 43.
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4.1.3. Pros and Cons of the Type-of-Taxpayer Organizational Structure

The main rationale for organizing tax administration by type-of-taxpayer, or taxpayer segments, is that
the various taxpayer groups have different characteristics, tax-compliance behavior, and levels of risk for
loss of tax revenue, and should each be handled differently. Advantages of this organization model
include:

e Ability to appoint and dedicate a fixed management team to oversee all compliance and service
operations of each unique taxpayer segment, which strengthens responsibility and
accountability for achieving organizational objectives;

e Ability to better research and understand compliance issues of each taxpayer segment;

e Ability to develop and implement compliance strategies unique to each segment, such as more
targeted audits;

e Facility to provide better service and taxpayer education to targeted groups;

e Better management of various risk levels unique to each group;

e Ability to allocate resources of the tax administration commensurate with the risk level of each
taxpayer segment; and

e Greater ability to closely monitor those taxpayers who account for the largest proportion of tax
revenue.

Functional organization structures, with partial segmentation for large taxpayers is most common, but
some countries have begun to establish Medium Taxpayer Offices (MTOs) as well to segment those
taxpayers who account for 10-15 percent of the tax revenue. The IRS "Large and Medium-Size Business"
established in 1999 is another example of segmentation based on this model.

Like with other organizational structures, there are disadvantages with the type-of-taxpayer structure:

e Administrative costs are likely to increase by duplicating common core and even some support
functions, like IT, across the taxpayer segments;

e Duplication and fragmentation of staffing limits the ability to apply the best practice of
centralized staffing, whereby adequate personnel is assigned to a limited number of centrally
located tax offices to carry out all of the core functions of tax administration efficiently and
effectively;

e Inconsistent application of tax laws, policies and procedures across different taxpayer segments
is more likely; and

e There is too much dependence on a limited and scarce number of highly skilled managers and
technical staff to design and administer the respective enforcement and educational programs
for each group.
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4.1.4. Core and Support Functions

Although listed in Chapter 2, the core or basic functions that a modern tax administration performs in its
direct operations are repeated here so that the reader may easily associate them with their placement
in the organizational charts introduced in the subsections that follow:

e Taxpayer registration — the collection, recording, and maintenance of basic identifying taxpayer
information in the tax administration's master database that permits the tax administration to
understands its taxpayer base and to plan accordingly;

e Taxpayer services — the information, forms, publications, and tax education that the tax
administration provides taxpayers to help them comply with their tax obligations, to
demonstrate that they are considered valued customers of the tax administration, and to
reduce the need for extensive enforcement, given limited resources;

e Filing and processing of tax declarations and tax payments — the processes and forms designed
by the tax administration for taxpayers to file their tax return(s) and pay their tax liabilities on
specified dates, and the processes used by the tax administration to receive, document, review,
correct if necessary, and archive the tax returns;

e Taxpayer audits — the processes used by the tax administration to monitor compliance, by
selecting filed tax returns to audit/verify income, expenses, and supporting information
reported by the taxpayer and to make additional assessments which require collection action;

e Taxpayer objections (administrative appeals) — the processes offered to taxpayers to first
dispute proposed additional tax assessments in forums within the tax administration’s field
offices;

e Taxpayer appeals — the formal processes available to taxpayers under the law to protest
proposed additional tax assessments or other actions by the tax administration at forums away
from the direct jurisdiction of the tax administration’s compliance offices, including judicial
reviews and hearings;

e Collection of tax arrears — the business processes used by the tax administration to collect taxes
which are due, assessed, and not paid by the due date under the law, including use of
enforcement measures, such as liens, levies, and seizure and sale of taxpayers’ property; and

e Tax-fraud investigations — the processes used to investigate financial transactions declared by
taxpayers on their tax returns in cases in which the tax administration has a reasonable cause to
suspect that the taxpayer has committed tax fraud. Tax-fraud investigations also involve cases
of tax evasion, when taxpayers subject to tax do not register, file, and pay their taxes.

The support functions which provide the resources, support, and guidance to the staff that perform the
core functions are:

e Information technology — computerization of systems and business processes of the tax
administration, and data networking;
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e lLegal services — services provided to technical and management personnel by a cadre of

attorneys of the tax administration, including legal interpretation of tax laws and regulations,
and representation of the tax administration in all judicial forums, including tax appeals;

e Human resources - personnel management and training functions;

e Budget planning and resource management (physical space, facilities, and other property);

e Strategic and operations planning — the formulation of long-term strategic plans of the tax
administration and the drafting, implementation, and monitoring of annual work plans for all its
departments, consistent with the objectives of the strategic plan;

e Internal audit — the processes of conducting periodic reviews to ensure that selected
regulations, operations, and administrative procedures and programs conform to specified
standards and are being implemented efficiently and effectively, including the analysis and
verification of accounts, financial transactions, and reports; and

e Integrity investigations — investigations about the conduct, such as alleged or suspected
corruption, of any member of the tax administration’s staff.

There are several features that distinguish successful tax administrations with functional organizations
around the world. A set of international leading practices from many of these features is discussed
below.

4.1.5. Taxpayer Segmentation

The most common segmentation strategy in many countries, as discussed in Chapter 2, has been to
establish a Large Taxpayer Office (LTO) program to control and provide service to those taxpayers, who
collectively account for between 60-75 percent of the government’s overall tax revenue each year. In
some countries, inclusion or exclusion for LTO control is simply determined by the amount of tax
liabilities of the taxpayer in a given period. However, simply using tax liabilities in a single period is a
flawed basis, because fluctuations of tax liabilities over several taxable periods usually distort the
classifications. Instead, a "size" for inclusion or exclusion should be determined by multiple factors, such
as the value of assets, gross/net income, the number of multinational entities, and the amount of tax
liabilities. More specifically, the following parameters can be considered: the volume of sales during the
past two years, the amount of taxes paid during the past two years, the amount of total assets from the
most recent financial statements, the volume of payroll, the number of employees, etc. The nature of
the business is another important factor in some countries, where all taxpayers in certain industries,
such as financial institutions, telecommunications, and mining, are included in the LTO program,
regardless of their turnover, tax liability, or other factors.”

Historically, many developing small/medium countries have established criteria that have initially
singled out around 500 large taxpayers in their respective countries for LTO control, but this figure has
gone up and down with time. The tax administration should define and abide by an "exit strategy",

>3 Businesses in these sectors are usually large. This said, there are other reasons why a specific sector will require
additional control, including past experience of the tax administration with monitoring compliance in the sector or
the fact that businesses in the sector may be difficult to tax with the regular tax regime.
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removing taxpayers from LTO control when their economic and financial status for two consecutive

years have fallen below the initial classification status and they have consequently been re-classified as
medium taxpayers. Conversely, companies not under LTO control that later meet the LTO criteria for
two consecutive years should be inducted into the program. In short, since several of the parameters
can vary significantly from year-to-year for specific taxpayers, the list of large taxpayers should be
updated periodically. The most important consideration to determine the number of taxpayers for LTO
control at any given time is revenue risk. The number of taxpayers that contribute between 60-75
percent of the country’s tax revenue should be controlled, no matter how large or small the number.
Adequate staffing of the LTO at all times is of top priority, because the group of large taxpayers
represents the biggest risk of potential revenue loss to the government.

The segmentation and control of large taxpayers has been in practice for many years. For example, the
Internal Revenue Service (IRS) of the United States established and operated large taxpayer branches in
a few key district/field offices around the country in the 1970s. However, the staff of these large
taxpayer branches were tasked only with performing only audits and not any other core tax
administration functions. They were therefore placed in audit divisions in district/field offices around
the country, i.e., within branches responsible for audits of medium and small taxpayers. As of 2004, the
LTOs of the tax administrations in Austria, Canada, Japan, and Korea similarly operated only within the
audit function. On the other hand, LTOs established in recent years in developing small/medium
countries not only perform audits, but also carry out collection and compliance functions, provide
taxpayer service, and perform all duties associated with international exchange of information
agreements.

Additional segmentation of taxpayers has recently been extended in some countries to the design and
implementation of strategies and offices to control medium-size taxpayers, who usually contribute
around 10-15 percent of the government’s annual tax revenue. Medium Taxpayer Offices (MTOs), by
default, control those taxpayers that are not included in the large taxpayer program and those that are
not classified as small taxpayers. However, when multiple MTOs are established, each with a separate
organizational structure for the core functions of tax administration — audit, collection, taxpayer service,
etc. — there is a risk of fragmenting the tax administration’s functional staff into too many small,
ineffective, and inefficient units.* For effective and efficient audit and collections, tax administrations
should have integrated, computerized systems to grade and rank taxpayers on the basis of risk and
complexity. One option in lieu of MTOs is to establish in-office audit and collection work units, or to
assign audit and collection cases of less technical difficulty and lower risk to less experienced audit and
collection staff. Other disadvantages to too much taxpayer segmentation are discussed above.

>* See the discussion on centralized staffing below.
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Box 4.1. Large Taxpayer Center in Egypt

USAID’s Technical Assistance for Policy Reform project in Egypt assisted the government during 2002-2005
with the establishment of a Model Customs and Tax Center (MCTC). The MCTC was open to taxpayers of
minimum size, located in Cairo, and classified as importers. Although participation in the MCTC was voluntary,
the number of participating taxpayers grew quickly from 300 in 2003 to 2,000 in 2005. Improvements in
taxpayer services, such as shortening the time for customs clearance from seven days to one day, were quoted
as the main reason for the interest. After the MCTC was converted into a Large Taxpayer Center (LTC) in 2005,
at the recommendation of the IMF, the center handled roughly 70 percent of total Egyptian tax revenue. The
LTC was cited as one of the reasons for the reduction of Egypt's overall negative fiscal balance from 9.6
percent in 2004-2005 to 6.8 percent in 2007-2008. USAID’s Technical Assistance for Policy Reform Il (2005-
2010) assisted the government of Egypt with the merger of its tax departments into a single Egyptian Tax
Authority (2006). As a result of the merger and other project activities, more than 1 million active self-
assessing taxpayers in 2006 and more than 600,000 in 2007 were added to the tax rolls, income tax collections
grew albeit lower income tax rates, and overall tax collections increased by reported record-breaking 20
percent year-over-yearin 2006.>

4.1.6. Integrated Administration of Withholding Taxes and Contributions

Taxpayers and employers in many developing countries experience a heavy and ongoing burden to
comply with laws and regulations related to withholding taxes and contributions.

Box 4.2. Withholding in Jamaica

For example, in Jamaica several years ago:

e Employers were required to withhold income tax (PAYE), Education Tax (EDTAX), National Insurance
Scheme (NIS), and National Housing Trust (NHT) from the employee compensation. They were also
required to pay a percentage of the employee compensation as EDTAX, NIS, NHT, and Human
Employment and Resource Training Fund (HEART);

e Employers were assigned multiple TINs by the different authorities responsible for the administration of
these transfers to the government; and

e Self-employed taxpayers were required to pay EDTAX, NIS, and NHT on their total earnings.

Applicable rates were different for each type of tax/contribution, as was the base (ceilings, exclusions, etc.),
and thus accurately computing the correct amounts due presented a challenge to taxpayers/employers.
Further complications for taxpayers and employers arose in dealing with the tax administration authorities.
The collection of all of these taxes and contributions was centralized in the country’s tax administration,
except for NHT and NIS. NHT was deposited in commercial banks. NIS was either collected by the tax
administration or through post offices, utilizing the sale of NIS stamps for the self-employed, domestic
workers, and voluntary contributors. Generally, separate monthly payments of each type of withholding were
required, as well as annual returns for PAYE, EDTAX, NIS, and NHT.

Recommendations were made to consolidate all audit activities under the jurisdiction of the audit function of
the country’s tax administration to enhance compliance monitoring and enforcement. Tax auditors
conducting either specific audits of withholding taxes or "package audits" of all types of taxes, for which a
taxpayer was liable, were given the responsibility to verify compliance with all withholding taxes and
contributions during the audit. The other functions of the tax administration — collection, taxpayer service,
etc. — similarly assumed their respective responsibilities regarding withholding taxes and social contributions.

> Murdoch et al. (2012), p. 5.
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The integration of tax revenue with social contributions has been the subject of recent analytical work
undertaken by officials of the OECD, who documented the following reasons a number of countries
chose to integrate operations over the last decade:

e Commonality of core processes involved in collection of tax and social contributions;
e Efficient use of resources;

e lLowering government administration costs; and

e Lowering taxpayer burden and costs.*

4.1.7. Roles of Headquarters, Regional, and Local Offices and Staff

In large countries with large, active® taxpayer populations of approximately 2.5 million or more and
more than 10,000 tax administration employees, the staff of the tax administration is organized around
a headquarters office, two or more regional offices, and multiple district/field offices. In medium and
smaller countries, with smaller numbers of taxpayers and tax administration staff (medium staff: 5,000 —
10,000; small staff: 5,000 or less), regional offices are usually not established, and their usual roles are
performed by the headquarters office. Roles of district/field offices are the same in either case. A
benchmark for the ratio of active taxpayers to administrative staff is 150-250:1.

The headquarters office of a country’s national tax administration is meant to provide planning, support
and normative guidance for all field operations, but not to actually carry out any of those operations in
dealings with taxpayers. The specific roles of the various organizational components in the
headquarters office generally include:

e Preparing strategic plans;

e Preparing, issuing, monitoring, and evaluating annual work plans for audit, collection, taxpayer
service, fraud Investigations, and monitoring progress on meeting objectives;

e Developing case selection criteria for the compliance functions in the field;

e Determining human resource needs and recruiting, training, and allocating personnel;

e Providing financial resources;

e Providing legal services;

e Providing IT hardware, software, and expertise; and

e Developing and providing the norms and procedures by which the entire organization is
governed.

The normative role that headquarters office staff performs, particularly setting organization-wide
policies and operating procedures and laying these out in written procedural manuals, is vital to the
success of any tax administration. Clear policies and methodologies — the norms — are the guides for
consistency in the application of tax laws, policies, and administrative procedures by staff at all levels,
and help ensure fairness, transparency, and predictability in the tax system.

> OECD (2004), p. 10.
>7 Active taxpayers are those, who filed tax returns in the latest year.
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The principal role of district/field offices and staff is simply to execute the annual work plans developed

by the headquarters office. In so doing, they perform the operations role of the tax administration. The
staff of district/field offices — auditors, collection officers, fraud investigators, customer service
specialists, and some of their managers — are the ones who represent the tax administration exclusively,
as they deal with taxpayers to provide information and assistance, perform audits, hear objections
cases, enforce compliance, collect tax arrears, and investigate cases of possible tax fraud/evasion.
Unfortunately, staff of headquarters offices in many developing countries either perform direct
operations, such as audits, regularly or get involved with taxpayers on selected cases. Either is
detrimental to the overall success of the tax administration, because such actions create confusion for
taxpayers and tax administration staff at all levels about "who is in charge" and dilute program
responsibility and accountability.

Large tax administrations should establish one or more regional offices, to provide technical assistance
to local office staff. They, rather than the headquarters office, should monitor, control, and evaluate the
execution of work plans by district/field offices. Progress reports should be delivered back from the
districts through regional offices to headquarters on a timely basis. Staff at the three levels of the
organization should have clear contact points for communication on a particular functional subject and,
at the headquarters office in particular, there should be one focal point for the formation of
administrative policy for a particular core function.

4.1.8. Centralized Staffing

Another important practice in successful functional organizations is to centralize staffing rather than
fragment it in small numbers at too many locations. Centralized staffing ensures the adequate provision
of personnel to a limited number of centrally located tax offices to carry out all of the core functions of
tax administration efficiently and effectively. The central geographic locations of offices around the
country make them accessible to a high percentage of the taxpayers in each tax jurisdiction, while also
ensuring that taxpayers in the wider geographic area are still aware of and "feel" the presence of the tax
authorities "nearby."

To provide adequate coverage in more remote areas, technical staff are assigned to travel periodically
from these central locations to perform audits, collect tax arrears, hear taxpayer objections, and
conduct taxpayer education sessions. Connectivity at all locations to centralized databases allows each
site to provide services to taxpayers anywhere in the country.

4.1.9. Adequate Budget to Support Operations

Management, supervisory, and technical officials in modern, successful tax administrations throughout
the world should be given the necessary human and financial resources to perform their principal core
and support operations efficiently and effectively. Managers must have certainty that the resources
allocated to them each year will be available as the expenditures become necessary. Furthermore, they
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must have the authority and independence to manage their own budgets, while being held accountable
for results and for efficient use of their allotments.*

4.1.10. Internal Audit and Integrity Functions

Internal audit and integrity functions are cited above as important support functions within tax
administration but are emphasized here, because, surprisingly, in many developing countries, these two
functions are often the responsibilities of other governmental jurisdictions. The term "internal audit"
refers to the process of conducting periodic reviews to ensure that selected regulations, operations, and
administrative procedures and programs conform to specified standards and are being implemented
efficiently and effectively. All modern tax administrations have internal audit staff in the headquarters
office who conduct independent and professional internal audits on behalf of the head of the tax
administration to detect and deter inefficiency and waste and identify better ways to carry out tax
administration operations. Audits by internal audit staff of the tax administration are much more
effective than audits conducted by external auditors of central government Auditor General
Departments, because, as discussed in Chapter 16, the former are much more knowledgeable about the
tax administration’s financial controls and complex operations.

The internal audit function is sometimes grouped with the integrity investigation function, although
these two functions are somewhat different. Whereas internal audit staff focus on the quality and
efficiency of tax administration systems, procedures, and processes, integrity staff focus on allegations
of corruption and misconduct by tax officials. Integrity staff conduct professional and timely
investigations of such misconduct and then recommend and carry out sanctions against those officials in
confirmed cases. An effective, independent integrity function helps to preserve public confidence in the
tax administration personnel. Since the internal audit and integrity investigation functions work closely
together on some integrity-related cases, as discussed in Chapter 16, both functions can be combined,
under one top-level official who reports to the Director General. However, the option to place them
separately in the organization structure is also acceptable.

4.1.11. Typical Functional Structure for Medium and Small Tax Administrations

Typical functional organizational structures for headquarters and district/field offices of medium and
small tax administrations are shown in Appendix 4.A. Note that the district/field organizational
structures mirror the structure of the headquarters to a large extent, but that their respective roles are
very different in that the Headquarters staff perform planning and normative roles, while field staff
execute work and programs. Note the very critical operational role designed in the functional structures
for the Deputy Director General of Operations. All district/field office Directors, including the Large Case
Director, report directly to him or her. In effect, he or she is responsible and accountable for successful
direct operations of the tax administration. He/she and all other Deputy Directors General, such as for
Administrative Services or for Planning as in Appendix 4.A, report to the Director General. The Large
Case Director has his/her own audit, collection, and taxpayer service staff, as well as the highly

*¥ The budget planning and management for tax administrations is discussed in Chapter 14.

Detailed Guidelines for Improved Tax Administration Page 72
in Latin America and the Caribbean



Arturo Jacobs Chapter 4. Organizational Structure and Management

specialized staff, which supports the Legal Department’s staff on international exchange of information

agreements with other countries.*

In smaller tax administrations, some core and/or support functions are integrated at the district/field
office level. For example, taxpayer registration, listed above as a separate core function, is a sub-
function of the taxpayer services division. This grouping together of activities that require similar skills
or specialties is an example of one of the strong advantages of functional organizations.

In addition, at the district/field office level, shown in Appendix 4.A, note that:

o  Where MTOs have not been established, the Collection Division has an Office Collection Section
with staff that handle less technically difficult or lower revenue risk in-office cases, and a Field
Collection Section with staff that handle the more technically difficult or higher revenue risk
cases during field visits to taxpayers and third parties;

e Similarly, the Audit Division has an Office Audit Section, which handles less difficult or lower
revenue risk in-office audit cases, and a Field Audit Section, which handles the more technically
difficult or higher revenue risk cases;

o The Audit Division relies on a Quality Review Section — a staff of experienced auditors who select
samples of audit cases completed by the division’s auditors, review them for compliance with all
provisions of the tax law, regulations, and administrative policies and procedures, and issue
advisory "common error" notices to improve the quality of the overall audit program;

e The Audit Division has an Objections Section — a staff of experienced auditors who preside over
objections or protests by taxpayers to proposed tax assessments in administrative proceedings;

e The Collection Division has a Special Procedures Section with experienced collection staff who
perform quality reviews from samples of completed collection cases and issue advisory notices
to improve the quality of collection work. In addition, the staff handle cases where the taxpayer
is involved in bankruptcy, insolvency, or other legal proceedings; and

e The Fraud Investigations Division has an Intelligence Gathering Section with staff, who not only
gather intelligence from within the tax administration, from third parties, and from the media to
develop fraud and evasion cases, but also review, accept, or reject potential cases referred by
the Audit and Collection Divisions or initiated by information obtained from informants. In
other words, the Intelligence Gathering Section determines which cases are assigned for
investigation to the Investigation Groups.

4.1.12. Typical Functional Structure for Large Tax Administrations

Typical functional organizational structures for headquarters, regional, and district/field offices of a
large tax administration are shown in Appendix 4.B.°° Note that regional and district/field organizations

* The Legal Service division, typically the Legislation, Treaties and International Tax Matters section, has the
primary responsibility for and works with Ministry of Finance officials on international tax matters. The
organization unit in the LTO supports the main unit in the Legal Department.

% OECD (2004), p. 15.
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also mirror the headquarters to a large extent, as they do for medium or small tax administrations, but
again, their respective roles are different.

Almost all the notes cited above for medium and small tax administrations apply to functional structures
for large tax administrations. One exception — in part, since it applies to small and medium tax
administrations as well, but to a lesser extent — is that in large countries with large tax administrations,
there are many external stakeholders, issues, and events, which requires much time and effort from
top-level officials. It is often necessary to have two top-level officials — a Director General (or
Commissioner) and a Deputy Director General (or Deputy Commissioner). The Director General tends to
external activities, while the Deputy Director General manages the day-to-day operations of the tax
administration. Usually, the Director General or Commissioner is the public "face" of the tax
administration and spends a great deal of time at the Ministry of Finance, at parliamentary hearings on
budget issues or complaints, at professional group meetings of accountants, lawyers, chambers of
commerce, industry groups, at media appearances. For example, in the IRS, the Commissioner, a
political appointee, usually performs this "external facing" role and the Deputy Commissioner performs
the "internal management" role. The roles are not mutually exclusive and some IRS Commissioners took
a more active role in operations, but also tended to the external activities.

A few other exceptions include:

e As shown in Appendix 4.B, the Director General has a Deputy Director General, rather than a
Deputy Director General (Operations), to whom the Regional Directors report;

e The District/Field Office Directors report to their Regional Directors, rather than directly to
headquarters;

e Regional Directors report to the Deputy Director General and so, in effect, the Deputy Director
General is responsible and accountable for operations; and

e A lLarge Case Section is part of the Audit Division (as it is in the regional and national structures),
and not a separate organizational unit, because a high number of large taxpayers throughout
the country require multiple large case units at various locations. Therefore, taxpayer service
and collection work targeting large taxpayers is assigned to top-level technical staff of the
regular collection and taxpayer service divisions.

4.1.13. Successful Management Practices

Roles as Managers

The principal functions of management at all levels are planning, organizing, staffing, coaching
(directing), and controlling. Organizational structures must have managers at all levels spend most of
their official work time performing managerial functions. Higher-level managers especially should spend
little time on the technical aspects of tax administration work. Of course, first-level
managers/supervisors must conduct sample technical reviews of case work and coach inexperienced
subordinates on technical issues. Nevertheless, even they need to spend much of their time on the
functions of management.
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Many international experts have noted the non-practice of the traditional roles of management

throughout the tax administrations of many developing countries. Specifically, these experts have
observed:

e Substantial time is spent by most of managers at all levels as technicians;
e Managers are often selected without proper credentials;

e Managers are selected and not given appropriate management training;
e Managers are not performing basic management tasks; and

e There is inadequate accountability for performance of managers.

Successful tax administrations all around the world invest in their management. They undertake
extensive and continuing management training. To institutionalize the profession and practice of
management, training programs are developed and specifically designed for each level of management
— first, mid, and top levels - with major emphasis on teaching methods which blend management theory
with everyday management tasks, such as assignment of work, reviewing work, and employee
development. International leading practice suggests that effective methods of instructions for
management training include lectures and discussions, case studies, and role plays which demonstrate
practical application in everyday work at the various management levels, with topics such as the
recruitment of personnel, the selection of personnel, postings, promotions, performance appraisals,
training, transfers, and discipline.

Delegations of Authority

Functional organizations have a strong, vertical chain of command. District/Field Office Directors in
large tax administrations report to their respective Regional Director, who reports to the Director
General and Deputy Director General. In small tax administrations with no regional offices, the
District/Field Office Directors report directly to the Deputy Director General (Operations). However,
District/Field Office Directors and their staff are also required to receive and accept technical work
assistance and guidance for their respective functions from Assistant Regional Directors or Headquarters
Directors for Audit, Collection, etc. if there are no regional offices.

In the most successful tax administrations, tax officials in headquarters offices, regional offices, and
district/field offices are given sufficient authority by law and delegated by the Director General to make

and carry out technical and administrative decisions with a high level of independence, while being held
61

fully accountable for their organization’s performance.” In fact, modern functional tax administrations
rely heavily on a system of cascading delegations of authority. Without such delegations, work piles up
as personnel await decisions from successive, higher level officials, stifling productivity and breeding
frustration among staff and taxpayers alike. In the traditional chain of command, authority is given in
the law to the Minister of Finance or/and to the Director General of Taxes to perform all duties
necessary to execute the country’s tax laws. The Director General is also authorized by law to delegate

authority to his or her Deputy Directors in headquarters, to Regional Directors, and to District/Field

%! These authorities are discussed in Chapter 3.
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Office Directors. In turn, District/Field Office Directors make similar written delegations of authority to
their respective Division managers and assistant senior managers, who then can delegate to their
managers and supervisors. Finally, managers are able to delegate sufficient authority to their trusted
technical staff to make necessary decisions relating to their work to ensure that work gets done
efficiently, effectively, and in a timely manner. Given sufficient, documented authority®’, employees at
each level of the tax administration are able to deal with most operational, personnel, and
administrative matters expeditiously and with a high degree of confidence and independence. Each
level of management periodically monitors the proper exercise of authority through monitoring reports,
on-site reviews, and internal audits.

Limit Taxpayer Access to Work Areas

Taxpayers and/or their legal representatives should not be allowed access to compliance work areas of
the audit, collection, and fraud investigation functions in the offices of the tax administration. This
management practice helps prevent the unauthorized disclosure of information on other taxpayers, and
at the same time reduces opportunities for improper, "closed door" contact between taxpayers and tax
officials. Interview rooms in taxpayer reception/customer service areas away from the work areas
should be made available for objections cases, in-office audits, in-office collection, and other compliance
cases.

Tax administrations should also explore innovative means for delivering customer services to further
reduce the need for taxpayer visits to compliance work areas. In Moldova, for instance, the State Tax
Inspectorate, the country’s tax administration, established "internet café"-style taxpayer service centers
inside municipal government facilities, where taxpayers were able to register, obtain forms and
instructions, update their status, or access their tax statement via an intranet portal. Increasingly, and
especially as tax administrations move to centralized processing and bank payments, taxpayer
information and assistance should be made available via their websites, call centers, and at "one-stop"
taxpayer service centers.”

Summary of Good Management Practices
The most successful functional tax administrations around the world are those whose management:

e Defines, communicates, and applies clear roles for the normative, functional support and
operations levels of the organization;

e Provides clear communication channels between different levels and among interdependent
units;

e Maintains a comprehensive, up-to-date record of all taxpayers and their tax obligations;

e Directs the allocation of the bulk of their financial and human resources to the front-line
functions and to those support functions directly related to tax compliance, enforcement, and
taxpayer service;

%2 The powers and responsibilities of the tax administration are discussed in Chapter 3.
% Taxpayer services are discussed in Chapter 6.
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o Delegates authority to all operations levels and officials of the organization;

e Encourages development and application of technology in all functions, including integrated tax
information systems; and

e Provides functional and management training, career opportunities, and a work environment
that helps attract and retain a high caliber career workforce.

4.1.14. Legal Services

Tax laws are complex and becoming ever more so in most countries. Tax rulings often require extensive
legal analysis, can have significant tax revenue implications, and may require the involvement of legal
counsel with specialized tax knowledge. The complexity of the law can be used to the advantage of
large taxpayers, who often employ the best legal talent available. Often, provisions in the tax legislation
are prepared by different legal draftsmen, and possibly by persons with minimal tax knowledge, causing
provisions to have dissimilar wording or unintended consequences, introducing uncertainty into the
interpretation and application of the law, and requiring legal analysis. In some cases, the courts can
render decisions that are adverse to the intent of the law, which requires the tax administration to
appeal or seek legislative amendments with the services of legal counsel. Last but not least, tax
collection efforts may require the assistance of the court and legal counsel that is well-versed in the tax
collection requirements of the law.

Tax administrations use various approaches to obtain legal service counsel. These can include:

e Ad hoc assignments of legal counsel from the Ministry of Justice/Attorney General to represent
the tax administration for specific tax cases;

e Permanent assignment of legal counsel from the Ministry of Justice/Attorney General to
represent the tax administration in all tax matters;

e The hiring of practicing lawyers/barristers/solicitors to form an in-house legal department;

e The hiring of private practice lawyers to represent the tax administration for a particular case
(usually a tax arrears collection case);

e The hiring of law students (who may have graduated, but not yet passed the bar exam) to work
on tax rulings or in the collection divisions; and/or

e Using their most senior person, who may not have any legal training, to work on cases involving
legal issues, which may include legal drafting, collections, and rulings.

Many tax administrations do not have adequate access to specialized legal services. There are a variety
of reasons for this problem. In some countries, the Ministry of Justice/Attorney General has the sole
mandate to employ practicing lawyers. In some cases, the tax administration does not have adequate
funds or the government's pay scales are inadequate to attract talent. Often, the tax administration
lacks a career path for legal talent and, on rare occasions, may not recognize the need for in-house legal
services.

The absence of proper legal counsel in a tax administration is a serious threat to its ability to function
properly and apply the tax laws in an appropriate manner. The legal function within functionally
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organized tax administrations is subject to wide variation. For the purpose of this discussion and as
depicted in Appendix 4.B, a separate department has been presented that coordinates all legal activity
to ensure quality and consistency in the application of the tax laws. This 'legal department' is the
advocate of the tax administration, and its primary role is to represent the tax administration in all legal
proceedings with taxpayers. Secondary roles include providing legal advice to appeals, helping to
interpret legislation, assisting with tax collection and enforcement efforts that require court action, and
helping government officials to negotiate tax treaties and international exchange-of-information
agreements.

Operating Principles

Persons working in the legal department are public servants and must always represent and advocate
only on behalf of the tax administration. Adherence to the following principles is a requirement for legal
staff to ensure integrity, confidentiality, and professionalism.

e Legal staff must make their best efforts to resolve disputes between the tax administration and
taxpayers in a fair, timely, and professional manner;

e As with anyone who has access to tax information, legal staff must maintain strict confidentiality
and not reveal information or a litigation strategy to any person, unless necessary for the
resolution of the matter and specifically authorized by law;

e Legal staff must act free from outside influence;

e Each tax case may be unique, and legal staff must use their professional judgment when
deciding the most effective manner for handling a case; and

e As representatives of the tax administration and the government, legal staff must always
maintain professionalism and objectivity and not initiate or advance any actions that are not in
the interests of justice.

4.1.15. Computerization and Data Networking

As emphasized in Chapters 2 and 12, the successful execution of every function of a modern, functional
tax administration requires the effective use of computers, automation, and data networking systems.
To perform their respective jobs well, employees in all core and support functions rely heavily on
information, and unless this information is accurate and complete and can be retrieved in a timely
manner, the information becomes virtually meaningless. All levels of management rely on automated
integrated tax information systems (ITIS) to monitor progress on strategic and annual objectives and
report monthly and annual progress on objectives within the tax administration and to the Ministry of
Finance. Taxpayers also benefit when the tax administration makes effective use of computerization
and data networking systems, as this helps ensure timely registration and service and accurate taxpayer
accounts.
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4.2. Common Trends
4.2.1. Organizational Structure Trends

In recent years, tax administrations around the world have designed and tested new organizational
structures in order to deal with a diversity of challenges presented by the global economy. Despite the
clear advantages of functional organizational structures for tax administrations, recently some countries,
including Australia, New Zealand, and the United States, have moved away from the wholly functional
structure to either the client-type or to a hybrid structure, which combines elements of the functional
and the client-type, or segmented, structures.

For example, in the mid-1990s, the United States replaced the functional organizational structure that
the IRS had used very successfully for more than 40 years with a new structure organized under 4 client-
type divisions: (1) Wage and Investment Income; (2) Small Business/Self-Employed; (3) Large and Mid-
Size Business; and (4) Tax Exempt and Government Entities. Early in the 21st century, however, several
countries which had switched from functional to client-type structures exclusively, including the United
States, restored the major features of functional structures and combined them with client-type
structures.

The shapes and structures of tax administration field organizations have also changed in recent years. In
some cases, government pressure for greater efficiency has forced a review of the field office network
and resulted in a smaller number of larger offices. Equally, the increasing presence and power of
information technology as a tax administration tool has changed the nature of service delivery, with
more tax administrations relying less on physical presence and more on the Internet and telephone.
However, in many countries—and especially in developing economies—decisions on the field
organization continue to be driven by the need for a physical presence across the country.** Where tax
administrations have not been able to fund information technology throughout the country and where
taxpayers do not have access to modern technology, physical presence is paramount. Small offices, for
example, one that primarily provide taxpayer service, forms and publications are common throughout
many developing countries.

Segmentation for large taxpayers has been in use since at the least the 1970s, and the trend to establish
LTOs has gathered momentum in recent years. In 2010, 27 of 34 OECD countries had a "dedicated large
taxpayer office".”® In a sample of 17 member countries of CIAT taken in 2010, all but one had LTOs.*®

4.2.2. Creative Organizational Structures

Fiscal Compliance Centers

With ever-mounting needs for additional revenue for governments and their own budget shortfalls,
many tax administrations have attempted to boost tax revenue, incurring the least cost possible, by

 Kidd (2008), p. 5.
% OECD (March 2011), p. 43.
% CIAT et al. (2012), p. 59.
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experimenting with special organizational units. Those that have designed and implemented centralized

fiscal compliance centers, in conjunction with centralized automated tax returns and documents
processing centers, have enjoyed a very high degree of success.

The compliance programs that lend themselves to placement under a centralized fiscal compliance unit
include: (1) matching third-party information documents with amounts reported on tax returns; (2) non-
filers and stop-filers;®” (3) delinquent taxpayer accounts; (4) the collection of payroll and estimated tax;
and (5) auditing questionable deductions/exemptions through correspondence audits®®. Much of the
work of fiscal compliance centers is automated, including the issuing of notices for the various types of
non-compliance. Even some telephone calls to taxpayers can be automated.

Box 4.3. Automated call system in El Salvador

In El Salvador, for instance, the General Directorate of Internal Taxes deployed a new "robo-call" system — an
automated program that calls stop-filers and other non-compliers with recorded messages instructing them to
rectify their particular non-compliance issue by a specified date. In addition, there were compliance
technicians on live telephone systems to work on cases not resolved by such "robo-call" systems. Cases not
resolved by any of these methods were assigned to district/field offices for enforcement. This new approach
brought 2,685 stop-filers into compliance in the first half of 2009, compared to 917 who had responded to
mailed reminder notices in the first half of 2008. The call center was able to deliver 34,721 robo-calls in 2009
as opposed to 3,495 letter notices in 2008 and corresponding tax collections from stop-filers rose from $1.57
million to $3.12 million.®

Experience has shown that a large percentage of non-compliant cases are resolved by Fiscal Compliance
Centers much more efficiently than through one-on-one efforts in field operations. Some countries
have experienced a yield on average of 15:1 for their investment in fiscal compliance centers, i.e., an
additional $15 in taxes collected for every $1 authorized and invested in these centers. A functional
organization for a Centralized Fiscal Compliance Division recommended for Puerto Rico’s Tax
Administration by BearingPoint’s advisors in 2004, among many other tax reform recommendations, is
shown in Appendix 4.C. The Centralized Fiscal Compliance Division is still in operation to this date.

One-Stop Revenue Service Centers

"Voluntary compliance with tax laws creates more tax revenue and lowers the cost of
enforcement. In an effort to encourage voluntary compliance, some tax administrations
have found various ways to treat taxpayers like valued customers. For example, Jamaica
established two one-stop tax service centers a few years ago. These now issue taxpayer
identification numbers and tax compliance certificates, collect stamp duty and transfer
taxes, and receive tax returns and payments. One of the centers also maintains the
central motor-vehicle registry. Most transactions can be handled in a single visit by the

57 Non-filers are taxpayers who should have, but did not file. Stop-filers are taxpayers who filed before, but not in
the current year.

88 Correspondence audits are audits that the tax administration performs via mail. These are typically audits of low
risk activity.

% Murdoch et al. (2012), p. 8.
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taxpayers. These taxpayer services centers in Jamaica—and in several other countries—

are also equipped with electronic numbering systems ("QMatic Systems"), and taxpayers
are provided chairs to await their automatic, numbered turns in getting needed services.
Such efforts go a long way toward making taxpayers feel like real customers. World
Bank consultants recently proposed a one-stop revenue service center for Tanzania to
replace the current system, which required multiple visits to different agencies."

Gallagher et al., 2009

More recently, Jamaica’s tax administration combined part of its One-Stop Revenue Service
Center/Centralized Fiscal Compliance Branch with its Customer Care Center at one office that provides
very good telephone taxpayer service. Through October 2011 of fiscal year 2011/12 the center had
achieved 64 percent customer satisfaction against a target of 70 percent. The center also collects
substantial sums of early stage tax arrears accounts. Through March 2012 of the same fiscal year, the
center collected JMD 568.5 million ($5.68 million) from 12,140 accounts.

Problem Resolution Offices (Taxpayers’ Advocates)

Invariably, some taxpayers encounter a variety of non-case-related problems in dealing with the nature
and complexity of tax administration through normal channels. Therefore, there has been a trend
among tax administrations all around the world to establish Problem Resolution Offices to provide
special services to taxpayers.”” In the United States, the IRS established its Problems Resolution
Program in the mid-1980s. The objectives and everyday tasks of the Problem Resolution staff are to:

e Demonstrate quick responsiveness on the part of the tax administration to resolve difficult and
frustrating problems of taxpayers in dealing with tax administration officials;

e Show concern for taxpayers involved in various ways with the tax administration and encourage
their voluntary compliance with the country’s tax laws; and

e Provide the top officials of the tax administration with information to improve the organization’s
overall efficiency and effectiveness of its systems, procedures, and performance of its
personnel.

To qualify for referral to the Problem Resolution Office, a taxpayer must already have tried to resolve
the problem through normal channels without success. The nature of cases for which relief is sought by
taxpayers involves a variety of common tax problems, such as:

e Getting proper VAT credits;

e Getting a TIN issued to them promptly;

e Securing proper action to correct payments applied to wrong tax periods;

e  Getting correct answers to technical questions about tax forms and tax filing requirements; and
e  Getting necessary blank tax declarations timely.

" Hussey et al. (1996), p. 221.
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Complaints about delays in the completion of audits or other investigations do not qualify for special

services. Instead, such complaints are referred to the respective Audit, Collection or other managers of
the technical employee handling the case for their intervention and resolution. Complaints about
offensive behavior of tax administration auditors, collectors, etc., are not the responsibility of the
Problem Resolutions Office, either. Such complaints are also routed to the manager of the named
technical employee for investigation and resolution, and information copies of the investigation and
resolution documents are sent to the proper management officials at higher levels.

In a functional organization, the Problem Resolution Officer and staff are most effective if they report
directly to the office of the Director General. In regional offices, Problem Resolution Offices report
directly to the Regional Directors. The traditional normative headquarters and technical guidance and
monitoring regional roles are performed by these officials. At district/field offices, the Problem
Resolution Offices are attached to the offices of District Directors. The District Problem Resolution
Officer and his/her staff receive special services cases and assign them to the Chief of the appropriate
division, control them, and follow-up on all cases assigned to division officials to ensure timely (usually
around 10 days) and satisfactory completion of work.

4.2.3. Outsourcing

Outsourcing some core and support functions to the private sector or to other government institutions
has become somewhat of a trend among tax administrations around the world. Information technology
(IT) is the most commonly outsourced function. Germany, Luxembourg, Slovak Republic, Denmark,
Iceland, Turkey, the U.K.’s Inland Revenue Department, and the U.K.’s Customs and Excise Tax
Administrations have all outsourced information technology, either to the private sector or to other
governmental entities. Maintaining IT as a support function within a tax administration, however, is
advisable. In some cases, even core compliance functions have been outsourced to the private sector.
For example, some countries' tax agencies have outsourced to the private sector the programs
described above for Centralized Fiscal Compliance Centers in hopes of improving compliance levels and
increasing tax revenues. Hungary has outsourced its fraud investigations function to a police body. In
the United States, the IRS outsourced a portion of its inventory of tax arrears cases to a private sector
company for collection a few years ago. However, after several reviews over a period of about three
years, the U.S. Treasury’s Inspector General concluded that the results were very poor, and the
outsourcing contract was soon terminated.

The common belief that everything can be done better by the private sector is, in fact, a myth.
Outsourcing to the private sector may work in some cases, but requires in-depth analysis of what
programs can be outsourced, the corresponding legal issues, the expected results and finances, and a
reference base to make meaningful comparisons of results periodically and thus determine success or
failure.
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4.2.4. Customs and Tax Administration - to Merge or Not

Mergers of tax departments in developing countries and/or, in particular, considerations to establish
revenue authorities often give rise to the question whether the tax administration and Customs should
be combined or separate. After all, most developing countries display a tax structure that relies heavily
on customs duties and the VAT and excises collected on imports.

It should be noted that even in merged bodies, in most cases, customs and tax functions under the same
Director General conduct their respective operations independently for a variety of reasons, including:

e Very dissimilar daily processes and procedures of the two agencies;
e Different historical, cultural, and functional bases;
e Different skills and processes:
o Customs operates in "real-time" border control and revenue collection on traded goods;
o The tax administration operates retrospectively;
e Customs is concerned about national health, security, and safety;
e Difficulty in integrating IT, which is almost always developed separately to meet the differing
needs of each agency; and
e Dissimilar status and rates of modernization between the two agencies, including risk-and-
strategic planning and information technology, where Customs lags tax administration in many
countries.

In his study of revenue authorities, Mann concluded that "many developing countries that have already
established SARAs have chosen to concentrate solely on strengthening internal tax administration (i.e.,
mainly income taxes, VAT, and excises), and have not incorporated customs operations into the SARA""".
With respect to OECD countries, as of 2010 only 9 member countries have aligned tax and customs
operations within a single agency/directorate and 36 have separate bodies.”” Clearly, the best
international practice is to keep the two agencies separate. However, the need for ongoing
cooperation, close coordination, and legal exchanges of information between tax administration and
Customs is of great importance to the work of either agency, as discussed in Chapter 3.

4.3. Tax Administration Maturity

The maturity levels of tax administrations, with regards to organizational structure and management,
are discussed below.

Organizational Structure and Management: Maturity Level 1

Key word: "To Each His / Her Own"

" Ibid., p. 8.
> OECD (March 2011), p. 19.
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e Based on the various tax laws, there are multiple tax administrations, each with its own
organizational structure based on type of tax.

e The administrations of withholdings and social contributions are separate.

e Each tax administration has its own audit, collection, and other units, and the staff of these units
conduct their compliance activities independently. Consequently, many taxpayers, and
especially businesses, are subjected to multiple, uncoordinated, time-consuming, and costly
audits and other compliance actions.

e Some core and support functions, such as investigation of tax fraud, internal audit, and integrity,
do not exist in any of the tax departments and are the responsibility of other government-wide
or Ministry institutions, whose staff are unfamiliar with tax administration programs and are
ineffective with infrequent audits, or totally absent.

e The tax administration does not have its own legal department and is not concerned with the
void in legal expertise. All litigation cases are referred to the Ministry of Justice or Attorney
General. Attorneys of the Ministry of Justice/Attorney General are not well versed in tax law
and, consequently, the majority of fraud, appeals, and seizure cases are lost in litigation.

e There are no advance-ruling services provided to taxpayers by the tax administration and so
taxpayers have to make high-risk business decisions with regard to possible tax consequences.

e Legal interpretation of recurring problematic tax provisions and positions of the tax
administration are not available either to taxpayers or to technical staff of the tax
administration and uncertainty is widespread.

e There are no international tax treaties or exchange-of-information agreements; so some
multinational taxpayers practice tax avoidance schemes extensively.

e Each tax department has separate headquarters and separate field offices scattered throughout
the country, seldom at the same location, with little rationale about the size of staff of each
department at each location.

o At the field office locations of all the tax departments, taxpayers that request by mail or
telephone to meet with case agents are routinely sent from reception areas to work stations to
meet and deal with the case agent, thereby facilitating possible collusion and risking possible
disclosure of tax information of other taxpayers.

o None of the tax administrations has defined specific, exclusive roles for headquarters and field
offices, and some headquarters staff in all tax administrations are heavily involved in direct
operations dealing with taxpayers, as are the staff of field offices. Consequently there is a
constant state of confusion among taxpayers and among staff of all tax administrations about
"who is in charge".

e Between 60-75 percent of managers and staff are political appointees, are not well qualified for
their jobs, and receive meager on-the-job training, but no formal training, for tax department
work.

e Managers of all tax administrations spend most of their time working cases and do little
management work.
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e There are no formal, written delegations of authority in any tax administration, and many

completed audits and other technical cases are submitted to successively higher levels of
management for review and approval, resulting in a constant backlog of semi-completed cases.

e None of the tax administrations has segmented organizational structures for control of their
large taxpayers.

e The number of taxpayer complaints is high in all tax departments.

e Productivity is low and inefficiency is high in each of the tax departments. For example, 40
percent of audited cases in a year result in no changes to original tax assessments, whereas the
standard is 10 percent. This shows the poor selection of cases to be audited or the inefficiency
of audit. For taxpayer service in tax administration offices, most taxpayers wait in queues or in
reception areas at least 40-45 minutes before given service requested, whereas the standard is
no more than 20 minutes. Other major program’s objectives fall short of international or
regional-country benchmarks.

Organizational Structure and Management: Maturity Level 2
Key word: "Floundering"

e Despite the country’s various tax laws, the formerly separate tax administrations in the country
have recently been merged under one Director General, except for withholding and social
contributions.

e A functional structure has been designed and has recently been implemented.

e Based on the functional structure, the locations of consolidated headquarters and district/field
offices around the country have been decided, and respective management and technical staff
have been assigned to the various functional departments, divisions, and units at headquarters
and district/field offices.

e Office and staff locations, however, have been decided without regard to the best practices of
centralized staffing, adequate spans-of-control, adequate budgets, and adequate
computerization and data networking. Consequently, functional staff at various office locations
are fragmented in small units with ineffective staff-to-workload ratios and without the
necessary equipment and information to perform their work efficiently and effectively.

e Some core and support functions, such as collection, internal audit, and integrity, still do not
exist in the tax administration and are the responsibility of other government-wide or Ministry
institutions, which are ineffective at best, or totally absent.

o The tax administration does not have its own legal department, but the Minister of Finance and
the head of the tax administration are aware that one is required and have initiated efforts to
establish it. Temporary assignments of attorneys from other agencies are occasionally
requested and represent the tax administration on particularly important prosecution cases for
tax fraud and appeals. Attorneys of the Ministry of Justice/Attorney General are not well versed
in tax law and, consequently, the majority of fraud, appeals, and seizure cases are lost in
litigation, but visiting attorneys from other agencies assigned to the tax administration
temporarily are winning a few cases.
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e There are no advance-ruling services provided taxpayers by the tax administration and so

taxpayers have to make high-risk business decisions with regard to possible tax consequences.

e lLegal interpretation of recurring problematic tax provisions and positions of the tax
administration are not available either to taxpayers or to technical staff of the tax
administration and uncertainty is widespread.

e There are no international tax treaties or exchange-of-information agreements and some large
multinational taxpayers practice tax avoidance schemes extensively.

e Despite the functional structures, because of unfamiliarity with other types of taxes and lack of
formal training for the transition, technical staff continue to work only in their own tax specialty
area.

o At the field office locations, taxpayers that request by mail or telephone to meet with case
agents are still routinely sent from reception areas to work stations to meet and deal with the
case agent, thereby facilitating possible collusion and risking possible disclosure of tax
information of other taxpayers.

e The Director General and his or her immediate staff have not defined specific, exclusive
normative and planning roles for headquarters and operations/execution roles for field offices,
and some headquarters staff of all tax departments continue to be heavily involved in direct
operations dealing with taxpayers, as are staff of field offices. Consequently, a constant state of
confusion among taxpayers and among staff of all tax departments about "who is in charge"
persists.

e  Civil service regulations have been enacted with pertinent qualifications criteria used for recent
recruitments into the tax administration. However, about half of current managers and staff are
still political appointees, are not well qualified for their jobs, and have received no formal
training for their functional work specialties.

e Managers in all tax departments spend too much of their time working cases and perform
management tasks sporadically.

o There are still no formal, written delegations of authority in the tax administration, and many
completed audits and other technical cases continue to be submitted to successively higher
levels of management for review and approval, such that a backlog of semi-completed cases is
an ongoing reality.

e The tax administration has begun to identify the country’s large taxpayers, but does so based on
one criteria only — the taxpayers’ tax liabilities for the prior year — and is organizing an LTO
based on a functional structure.

e The number of taxpayer complaints is high.

e  Productivity is still low and inefficiency is still high throughout the tax administration. For
example, the audit and no additional assessment rate is 20-30 percent each year, whereas
should be no more than 10 percent. Average wait time for taxpayers in taxpayer service
reception areas is 35 minutes, whereas it should be 20 minutes or less. Other major program’s
objectives fall short of international benchmarks.
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Organizational Structure and Management: Maturity Level 3

Key word: "Shaping Up"

e A functional organizational structure has been in place for several years, as mandated by the
country’s tax code or tax procedures code, and the tax administration handles withholdings and
social contributions.

e Based on the functional structures, headquarters and district/field offices around the country
have been operational for several years and have been staffed according to workload studies,
centralized-staffing concepts, and acceptable manager-to-technical staff ratios.

e Some of the district/field offices and functional groups have limited and/or outdated
computerization and data networking equipment necessary to perform their work efficiently
and effectively.

e Some core and support functions, such as investigation of tax fraud, internal audit, and integrity,
have been operational in the tax administration for only a few years and are not yet very
effective.

e The tax administration has established its own legal department within the last five years and
has, only recently, fully staffed it with qualified attorneys assigned to the organizational units for
legislation, litigation, and advisory services, tax treaties, and international exchange-of-
information agreements. All litigation cases of the Tax Administration are handled by attorneys
of its legal department, who have attained a 60/40 win/loss rate the last two years.

e Advance-ruling services are provided to taxpayers by the legal department of the tax
administration, although 30 percent of the rulings are issued beyond the 60-day time objective.

e legal interpretation of recurring problematic tax provisions and positions of the tax
administration are regularly made available by the legal department to taxpayers and to
enforcement staff of the tax administration.

e Attorneys from the legal department have assisted in the successful negotiation of a few
international tax treaties and exchange-of-information agreements and control of multinational
taxpayers by the Large Taxpayer Office has improved somewhat.

e Taxpayers that requested by mail or telephone to meet auditors/collection officers/investigators
at field office locations are met and escorted to interview rooms in the taxpayer service
reception area, where they are met to conduct the necessary business by the case agent.
Taxpayers do not enter staff work spaces.

e The Director General and his immediate staff have defined specific, exclusive roles for
headquarters (normative and planning) and district/field offices (operations/execution) so that
any occasional contact between headquarters staff and taxpayers is usually detected and
corrected.

e Civil service regulations are in place, with pertinent qualifications criteria used for recruitment
into the tax administration, and existing staff are generally well qualified for their positions.
However, inordinate delays by the Civil Service Agency on new recruitment requests by the tax
administration are fairly common.

Detailed Guidelines for Improved Tax Administration Page 87
in Latin America and the Caribbean



Arturo Jacobs Chapter 4. Organizational Structure and Management

e Good classroom training courses and formal on-the-job training programs, which include all tax

types for each of the specialized functions, have been in place several years, but they are not
regularly updated for changes in tax law, regulations, and procedures. Also, there is a lack of
continuing professional education programs to "refresh and update" those whose training is out
of date.

e All mid-level managers and first-level supervisors have attended management training, and they
mostly perform management functions, but there are no courses for top-level management.

e There are some formal, written delegations of authority in the tax administration, but they are
not granted below senior technical staff levels because of fear that authority will be abused or
opportunities for corruption will be given to too many people, and so experienced, journeyman
(fully qualified to act independently on the job) level auditors and collection staff are not as
efficient and productive as they could be.

e The country’s largest taxpayers, selected based on several criteria, have been under the control
of a functionally organized LTO for several years, but with no defined exit criteria or ongoing
monitoring, and some taxpayers who no longer meet the entry criteria are still under LTO
control.

e An effective problem resolution program has been in place for several years, and taxpayers
generally feel that their complaints are resolved in a timely manner by the tax administration.

e Productivity has been fairly high for the last several years throughout the tax administration and
performance indicators are generally being met. For example, the audit and no additional
assessment rate of at most 10 percent has been met 2 of the last 3 years. Taxpayers in
reception areas are usually given service requested within 20 minutes of their arrival in the
office. International or regional-country benchmarks for other major programs have been met
for 2 of the last 3 years.

Organizational Structure and Management: Maturity Level 4
Key word: "Ship Shape"

e A functional organizational structure has been in place for several years, as mandated by the
country’s tax code or tax procedures code.

e Based on the functional structures, headquarters and district/field offices around the country
have been operational for several years and have been staffed according to workload studies,
centralized-staffing concepts, and reasonable manager-to-technical-staff ratios.

e Up-to-date computerization, data networking equipment, and links to databases necessary to
perform work efficiently and effectively are provided and available to all necessary users.

e All core and support functions have been operational in the tax administration for several years
and are all consistently effective.

e The tax administration has had its own legal department for more than ten years, fully staffed
with qualified attorneys respectively assigned to the organizational units for legislation,
litigation, and advisory services, tax treaties, and international exchange-of-information
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agreements. All litigation cases of the tax administration are handled by attorneys of its legal

department, who have attained at least an 85/15 win/loss rate during the last five years.

e Advance-ruling services are timely provided to taxpayers by the legal department of the tax
administration 100 percent of the time.

e legal interpretation of recurring problematic tax provisions and positions of the tax
administration are regularly and timely made available by the legal department to taxpayers and
to enforcement staff of the tax administration.

e Attorneys from the legal department have assisted in the successful negotiation of a number of
international tax treaties and exchange-of-information agreements, and multi-national
corporations are all under full control of the Large Taxpayer Office.

e Taxpayers that requested (by mail or telephone) to meet auditors, collection officers, or
investigators at field office locations are escorted to interview rooms in the taxpayer service
reception area, where they are met to conduct the necessary business by the case agent.

e Specific, exclusive roles for headquarters (normative, planning) and district/field offices
(operations/execution) have been defined and in existence for several years, and respective
roles are generally practiced.

e Civil service regulations are in place, with pertinent qualifications criteria used for recruitment
into the tax administration, existing staff are very well qualified for their positions, and new
recruitment requests by the tax administration are usually met in a timely manner by Civil
Service officials.

e Excellent classroom training courses and formal on-the-job training programs, which include all
tax types for each of the specialized functions, have been in place for several years and are
regularly updated with changes in tax law, regulations, and procedures. Technical staff in need
of updated and refresher training are regularly sent to continuing professional education
courses.

o All top and mid-level managers and first-level supervisors have attended management training
and perform their respective management functions the majority of their time on the job.

e Formal, written delegations of authority have been granted to the lowest managerial and
journeyman (fully qualified to act independently on the job) technical levels throughout the
organization, and ongoing management and internal audit reviews monitor for violations of
authority for necessary corrective actions.

o The country’s largest taxpayers, selected based on several criteria, have been under control of a
functionally organized LTO for several years. Close monitoring by LTO officials every year has
resulted in new taxpayers being added and others being dropped from LTO control, based on
the qualifying criteria.

o An effective problem resolution program has been in place for several years, and taxpayers
generally feel that their complaints are resolved in a timely manner by the tax administration.

e Productivity for the last several years has been high throughout the tax administration and
performance indicators have been met or exceeded. For example, the audit and no additional
assessment rate of 10 percent has been met or exceeded in the last 5 years. Most taxpayers in
reception areas have been given service requested within 20 minutes of their arrival in the office
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for the last 5 years. International or regional-country benchmarks for other major programs
have been met for the last 5 years.

4.4, Latin America and the Caribbean

In developing countries, just as in developed countries, organization by type of tax was the dominant
structure for many years and still prevails in many countries. However, the functional structure has
been fast displacing tax-type structures during the last ten years in developing countries. For example,
in Latin America and the Caribbean (LAC), most of the member countries of Inter-American Center of
Tax Administrations (CIAT) have had functional structures and some level of taxpayer segmentation for
many years. In a study by the author from as early as 1999,” all of the 13 sample countries employed
functional organizational structures in both headquarters and at the operation level. All but two had
LTOs.”* A study published April 2012 by CIAT, IMF's Regional Center for Technical Assistance, Panama
and the Dominican Republic (CAPTAC-DR), and the Inter-American Development Bank confirms that the
functional organization structure prevails in most LAC countries, together with some form of type-of-
taxpayer feature, such as large taxpayer offices.”

With regard to the 4 levels of maturity in terms of organization and management, there is some degree
of diversity among LAC countries. A few countries are clearly between the third and fourth levels.
Several countries, however, should be placed between the second and third levels, for the following
common reasons:

e Respective roles for headquarters and district/field offices are understood but not well defined,
and some headquarters officials in some countries get involved with taxpayers on case-related
activities;

e The concepts of centralized staffing and optimum spans-of-control are not always practiced,
resulting in too many small offices around the country and too few technical staff under each
manager;

e Managers spend too little time on management functions and too much time on technical work;

e Formal delegations of authority are largely non-existent;

e Budgets each year are increasing but are still insufficient for necessary operations;

e Mainly because of inadequate budgets each year, computerization and data-networking
equipment are insufficient for necessary operations in all tax administration offices;

e Access to work areas in tax administration offices by taxpayers who visit the offices and others is
not strictly controlled;

e Some core and support functions do not exist within the tax administration. For example, as of
2010 the collection function in El Salvador had been carried out for many years by staff of the
Minister of Finance, and the integrity function in Jamaica as of 2012 is still being carried out by
the Revenue Protection Division, a unit under the Ministry of Finance;

73 Unpublished.
™ Generally, LTO organizational structures in LAC countries include taxpayer services, collections, and audit.
> Inter-American Center for Tax Administrations (CIAT) et al. (2012), p. 16.
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e One-stop-service centers and centralized fiscal compliance centers are not used (though there

are exceptions, such as Jamaica and El Salvador, respectively); and
e Problem Resolution Offices are largely non-existent.

4.5. Key Benchmarks and Guidelines

The following are key benchmarks for this chapter, discussed throughout the chapter and summarized
here.

e The tax administration should employ a functional organizational structure both at headquarters
and at operational offices, or an organizational structure that is a matrix of functional and type-
of-taxpayer divisions. All core and support functions should be included.

e Where there is a segmentation of large taxpayers, there should be multiple criteria for inclusion
in LTOs. Exit criteria should also be defined.

e Taxpayers should not be allowed to enter or exit LTO’s premises unescorted and, preferably, not
at all. They should instead be met in interview areas;

e A strict division of roles between headquarters, regional offices, and district and field offices
should be practiced. Headquarters should have normative and planning functions. Regional
offices should have advisory, guidance, and monitoring functions. District and field office should
have execution / operational functions.

e Successful management practices require that managers manage, that there is a formal
delegation of authority to the lowest practical level, and that staffing is located in a limited
number of centralized locations.

e Institutional and professional credibility is achieved with high stability of top-level management
and with the recruitment of educated top-level and technical staff.

e The following ratios are indicative of international leading practice:

o Proportion of human and financial resources allocated to the core functions or field
operations in relation to those provided to the support functions in headquarters: 70
percent;

Technical positions/administrative and support positions: 3:1.
Ratio of active taxpayers to tax administrators: 850:1.
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Chapter 5. Registration
Terry Murdoch

This chapter defines and discusses the process of registering taxpayers and how this key activity can
significantly impact on other key tax administration functions. The registration and recording of
taxpayer information is one of the fundamental functions of the tax administration and, to a great
extent, drives how other core administrative functions operate.

An inaccurate taxpayer database will inevitably lead to ineffective compliance programs. The timely and
accurate collection and recording of basic identifying information of the taxpayer will permit the tax
administration to understand its taxpayer base, staff itself accordingly, and to effectively plan other core
tax administration functions. In short, the administration cannot manage its taxpayers if it does not
know who they are, where they are located, and whether they are active or inactive.

5.1. Leading Practice

Of course, there is no single ‘tax registration model’ and much is dictated by the content of the tax law
and/or regulations of the country. Whatever the size and the content of the register, there are leading
practices that should be adopted by the administration and that will go a long way to ensure the
integrity of the taxpayer database.

5.1.1. Definition of Registrant

The definition of ‘registrant’ is likely set out in the law and/or regulations, but invariably falls
somewhere in the spectrum between a regime where every individual or entity who is obliged to pay tax
and file a return (universal self-assessment) must register, to a more restricted regime where only
businesses or individuals with complex tax affairs must register. The latter scenario is common in a tax
system in which the overwhelming majority of salaried individuals pays tax at the source (i.e., through
their employers) and, therefore, is not obliged to file a tax return. Understandably, these different
definitions result in substantially differing sizes of taxpayer registration databases.

Registrants should be restricted to those who are obligated under the tax laws to file a return or pay tax
directly to the administration. The overall tax regime and breadth of taxes will affect the size of the
taxpayer register. Leading practice dictates a simplified tax system, such as the establishment of a
reasonably high income tax filing threshold, and the introduction of final tax withholding on salaries,
interest, and dividends. These and similar measures can significantly reduce the number of taxpayers
obliged to file returns.

5.1.2. Information Requirements

In keeping with the leading practice of reducing taxpayers’ cost of complying with their tax obligations,
the tax administration should be mindful of its own information needs. In general, the administration
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must oblige the taxpayer to provide any data required under the law and any additional data that it
deems necessary to allow it to provide some assurance of taxpayer compliance. Taxpayers should not
be instructed to provide superfluous data that is ‘nice to have,” but is never actually used. The following
checklist provides an indication of the minimum key data required of the taxpayer at the time of
registration:

e Name (plus trading name), address, and contact details;

e Type of legal entity (individual, partnership, corporation);

e Business registration details (for those entities required to notify the government's business
registry of a new business);

e Partner details (for partnerships only);

e Type of business activity;

e Financial year end;

e Actual (or estimated) annual turnover; and

e Type of tax(es), for which the taxpayer is liable.

The initial four bullets are base data that provide the tax administration with the ‘who’ and ‘where.” The
latter four bullets provide ample information for the administration to better inform its future planning
and the allocation of an initial compliance rating.”®

Registration data should be captured on a simple form, with the taxpayer obliged to provide the
minimum amount of verification data needed. After processing the registration application, the tax
administration should provide the taxpayer with a unique taxpayer identification number (TIN) and a
registration certificate.

Notwithstanding the above, some taxes, in particular property taxes, require ‘discovery’ and not just a
simple act of registration. That is, the tax administration not only needs to know who and what to tax,
but it also needs to know the value of the taxable base, including the name, address, and value of the
property. As such, a separate property valuation system will be necessary and must interact with the
taxpayer registration database.

5.1.3. Single Registration Process

Clearly, it is preferred that the tax administration have a single, integrated registration process for all
taxes. This reduces costs for both the administration and the taxpayer. It will also immediately give the
administration a complete picture of the taxpayer and permit it an integrated and comparable view
across taxes. There are occasions, however, when a single registration process is not possible, such as
when separate administrations administer different tax types (e.g., property taxes are often
administered locally rather than nationally).

76 Tax administrations generally use information from tax returns as a major input to their risk-based compliance
systems. Given that there is no such data at the time of registration, the administration must make use of what
limited data is available to make preliminary allocations according to perceived risk.
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Registration for all taxes may not be possible at business start-up. This is particularly relevant for the

value added tax (VAT), which normally has a compulsory registration threshold, i.e., the taxpayer is only
obligated to register for VAT when their taxable turnover exceeds the legal threshold (unless the
taxpayer wants to voluntarily register). As such, a taxpayer that has just started or is about to
commence activity will not necessarily be registrable for VAT at that time. Given the potential risks with
VAT registration, a more robust process is often put in place by the administration, as discussed below.

5.1.4. VAT Registration

The threshold level at which registration for the VAT becomes compulsory is critical for its successful
implementation. This is especially the case in countries with weak administrative capacity, where it is
obvious that the capacity of small businesses to issue invoices and maintain proper books and records is
problematic. In these countries, absent a sufficiently high (turnover) registration threshold,
implementation of an account-based, self-assessed VAT is unrealistic.

However, "a sufficiently high registration threshold" is difficult to determine and establish. Globally, in
2010”, the average VAT threshold was US$60,000, but thresholds varied widely, from $0 to over
$700,000. Among LAC countries, the average threshold was $37,000, but similarly varied. Average
thresholds are not very meaningful or useful. In short, VAT thresholds need to be determined for and
by each country based on its tax policies, its unique taxpayer population, and on the resources and
capabilities of its tax administration.

On a related issue, VAT registration can be the entry point to serious fraud, and it is important that the
administration take steps to detect and prevent abuse of the VAT system. This includes rigorous pre-
registration checks of businesses suspected of missing trader fraud’®, which involves the sale of
goods/services at a VAT inclusive price, after which the trader disappears without paying the VAT to the
tax administration. A key part of deterring this fraud is to deny the fraudsters the VAT registration,
without which the fraud cannot be perpetuated.

5.1.5. Taxpayer Identification Numbers

Problems in the registration database can often be traced back to poor control of the issuance and
allocation of TINs. A unique TIN controlled by the tax administration and used for all taxes, including
those collected at importation, is essential for effective tax administration. It is important that
responsibility for the issuance of TINs is restricted to the tax administration. Equally important is that
the administration identify and put in place controls to check that no TIN is assigned to more than one
taxpayer and that no taxpayer is assigned more than one TIN. This single and unique identifier for all tax
administration purposes simplifies taxpayer compliance and eases compliance monitoring. A unique TIN
also facilitates the exchange of information between government agencies and the matching of
information reports with tax records to detect non-compliance.

T USAID's Collecting Taxes database. http://egateg.usaid.gov/collecting-taxes.
¥ Missing trader fraud and VAT fraud in general are discussed in Chapter 7.
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While some differences of opinion remain on the allocation of identification numbers, there is a growing
consensus that a unique, single TIN for all taxes is essential for effective tax administration. Some
countries have opted for issuing separate TINs for different types of taxes, arguing that this protects
taxpayer information (e.g., having a VAT number that can be printed on invoices to customers but an
income tax number that will remain confidential). In general, those countries issuing multiple TINs are a
smaller group that have, or used to have, different administrations for the main direct and indirect
taxes. Clearly, having many identification numbers in use increases the likelihood of error and/or fraud.
In practical terms, however, having different identifiers for different taxes does not have to be a major
problem, provided they all map back to a single, unique TIN in the administration’s database.

5.1.6. Intra-Governmental Coordination

Effective compliance monitoring requires third-party data for comparison purposes. Specific to the
registration arena, there are two key government entities which gather and maintain data likely to assist
in the determination on whether an individual or legal entity is registrable for tax.

Invariably, countries require new businesses to register with the Ministry of Business/Trade, Companies
House, or other relevant entity before undertaking any activity. Although some of these businesses may
never trade, the vast majority will assume some level of taxable activity and, accordingly, must be
registered with the tax administration. It is, therefore, incumbent on the tax administration to obtain
(preferably in electronic format), a regular extract of new and/or amended business registrations, which
can be compared against the administration’s registry. Formal legislation should not be required for
such an exchange, but a bilateral memorandum of understanding between the agencies may prove
useful.”

The second key government entity is Customs. Customs may be within the same entity as the tax
administration, under the umbrella of the Ministry of Finance, or may be a separate agency reporting to
the Ministry of Finance. Given that Customs often collects a higher percentage of government tax
revenue than the tax administration, it is essential that the two liaise closely and share information
regularly. In general, Customs will be dealing with a sub-set of the tax administration’s registry. All
entities importing or exporting goods in commercial quantities are in business and must be registered
with the tax administration. To simplify the flow of information, it is preferable that both entities adopt
the same single TIN.

5.1.7. Registration and the Use of Automation

The use of automation is essential in order to create and maintain an effective registration database.
Automation also reduces the compliance cost for both the tax administration and taxpayers through a
significantly reduced and more efficient processing time and procedure. Indeed, tax administrations

7 Other forms of cooperation are possible and needed. For example, the government agency responsible for
business registration could make tax registration forms available to taxpayers. In all cases, however, the tax
administration should not be in a position to depend on other government agencies and should be able to register a
taxpayer whether or not that same taxpayer registered with the business registry.
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using automation to best effect will provide taxpayers the opportunity to complete and file an

application for registration online. This eradicates the need for the taxpayer to appear at the tax office
and interact in person. Automation refers not only to an automated tax administration system, but also
to the increasing use of email and mobile phones as communication channels.

Many tax administrations have emphasized the importance of reducing the burden of taxpayer
compliance, with improved operational efficiency as a clear secondary goal. A clear majority of OECD
tax bodies signaled increasing the range, quality, and take-up of their Internet-based services as their
number one priority.?® Indeed, there has been not only a massive expansion of e-government over the
last five years, but also the introduction of m-government services (using mobile phone technology).

5.1.8. Maintaining the Register

The creation of the registration database is critical to the ongoing compliance functions of the tax
administration. This can only be effective, however, if the registry is accurately maintained on a timely
basis. Given that the aim of the registry is to provide the administration with an accurate list of
taxpayers, where those taxpayers are located, and whether those taxpayers are active, it is essential
that mechanisms are in place to ensure that this aim is achieved at any time. The tax registry is
constantly dynamic as new taxpayers come into being, taxpayers cease operations, taxpayers’
particulars — name, address, contacts — change, entities change through mergers and acquisitions, etc.
Unless the administration keeps on top of these changes, it will lose its ability to identify the active
taxpayer population.

Perhaps one of the greatest challenges for the tax administration is to manage the process of how and
when it receives notifications of changes to the registry. One of the simplest and most effective
methods is through legislation and/or regulation, where taxpayers are obligated to notify the
administration of changes to registration particulars, for example, within 15 days of the change.
However, this method is likely to disappoint if the tax administration does not design and implement a
fixed penalty regime for failure to comply.

It is equally important to have a formal internal mechanism in place to detect and report changes to the
registry. Indeed, many changes will be discovered by other functions of the administration. For
example, an auditor might note a change while trying to fix an appointment to visit a taxpayer, or
otherwise during an audit. Likewise, collections might note a change while trying to contact a taxpayer
about an overdue liability, while pursuing stop-filers, or while trying to obtain an outstanding return,
and so on. Therefore, it becomes incumbent on the function that discovers a change in a taxpayer’s
particulars to notify the registration section for prompt correction.

% OECD (January 2009), p. 166.
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Box 5.1. Maintaining the taxpayer register in Bosnia and Herzegovina®'

USAID's Tax Administration Modernization Project in Bosnia and Herzegovina (2001-2006), with assistance
from the U.S. Treasury, focused in 2002-2003 on setting up of new taxpayer registration systems. Prior to this,
taxpayer registries were out of date, inconsistent, and contained entries for defunct taxpayers and "ghost"
taxpayers to whom real traders would book transactions in order to avoid tax liability. The project developed
automated taxpayer registries with harmonized administrative procedures and a standardized database across
the three entities of Bosnia and Herzegovina, and provided new forms, educational materials, and manuals for
registration. The systems enabled data sharing between the entities for the first time, providing an effective
tool for fraud abatement. The tax administrations in the three entities simultaneously launched campaigns to
clean up taxpayer registries and to assign unique taxpayer identification numbers. In Republika Srpska,
registered businesses grew by 35 percent between 2002 and 2004. In the Federation — one of Bosnia and
Herzegovina's entities — registered businesses almost tripled for the same period.

5.1.9. Registration/ Deregistration by the Tax Administration

The onus to register for tax and to notify the tax administration of changes which may lead to
deregistration, for example, is generally placed firmly with the taxpayer. Common practice, however,
shows that many taxpayers do not take this responsibility seriously® — knowingly or otherwise — which
means that tax administrations must have the legislative authority to compulsory register or deregister
taxpayers as it deems fit.

The power to compulsory register taxpayers is used relatively frequently when the tax administration
has credible information that an entity is in business and/or has exceeded a filing threshold (date or
monetary). This allows the administration to get the business on its register and then apply appropriate
compliance measures.

As noted above, the effective management of taxpayers will only happen when the tax register is
accurate. Allowing taxpayers who have ceased trading, are deceased, or have changed legal form to
remain on the register as active will seriously affect the efficiency of the administration. Unless these
taxpayers are deregistered and re-categorized as ‘inactive,’” they will continue to be sent returns to file,
identified as non-compliant, and flagged for action by audit or another function. Removing these
taxpayers from the active role will get rid of the clutter in the register and permit the administration to
focus on true non-compliance.

Of course, deregistration does not mean the removal of all taxpayer details from the database. All
details and information on the taxpayer should remain in the system, at a minimum, for the statute of
limitations duration, but changing status from active to inactive removes the taxpayer from the regular
compliance activities.

%! Development Alternatives, Inc. (2006), p. 5.
%2 Particularly small businesses.
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5.1.10. Administration and Organization

Staffing needs to handle registration are generally fairly limited and, provided the taxpayer database is
automated in some form or another, it is likely that no more than one staff member is required to
process applications and maintain the register at each location open to the public. Additional staff may
be necessary if the tax administration also has some sort of centralized service facility. Registration
section staff normally come under the purview of the taxpayer service function, as this is where the
activity best fits operationally. Clearly, there is a close correlation between registering for tax and
providing education/service to new taxpayers. The provision of information on filing and payment
obligations to newly registered taxpayers is a common practice and needs to be applied vigorously in
countries with low levels of voluntary registrations.

5.2. Common Trends

The advent of web-based, taxpayer self-service systems has also brought about significant changes in
the way registrations are handled. The days when taxpayer-inspector interaction (and approval) was
required for registration and, indeed, most other functions have all but disappeared. Provided the
taxpayer enters his or her data accurately, and the data are subsequently validated by the system, a
taxpayer can be registered and allocated a TIN and electronic certificate in a matter of minutes. Indeed,
given the pressure on governments to reduce public spending but increase revenues concurrently,
administrations are focusing diminishing staff numbers more on front-line compliance activities rather
than routine administrative tasks. Secure and integrated tax administration systems allow the
administration to do just that.

Some significant differences remain in the ways in which highly developed and modern tax
administrations operate, as compared to those in developing countries. Much of the difference could
be attributed to the greater use of enhanced automation. However, one key area where the variance is
noticeable is the level of authorities required in the approval process. Developing countries, in
particular, remain unconvinced that the vast majority of taxpayers are voluntarily compliant, which,
coupled with a fear of questionable staff integrity, leads them to prescribe numerous layers of approvals
across the administrative functions, including registration. Excluding VAT, which deserves separate
treatment, there is no good reason to require the approval of tax registrations before granting them.
Indeed, voluntary registration gives the tax administration the benefit of knowing the identity of
taxpayers and where to find them. Many advanced tax administrations no longer insist on a completed
registration form with supporting evidence and will accept the taxpayer’s particulars over the telephone
or via email. Provided the details given pass computerized validation checks, the taxpayer is registered
and allocated a TIN automatically.

Some countries do not specifically provide for a taxpayer to register formally with the tax
administration. The only requirement of the taxpayer may be to file the appropriate tax return and pay
any tax liability by the due dates set out in the law. This means that the first contact some tax
administrations have with a taxpayer may be more than a year after the taxpayer commenced business.
For example, a taxpayer may start a business on 1st January 2013 and operate for a tax year ending on
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31st December 2013. With a likely minimum 3 month time limit to file a return for the period, the first

'notification' to the tax authorities will be 15 months after the business is initiated. This is not good
practice, and administrations may well be forced to issue regulations in order to build an information
register sufficient to permit proactive taxpayer management.

Registration is generally not regarded as one of the key ‘compliance’ functions of the tax administration,
but, technically, it does have responsibility for the discovery and registration of ‘non-filers.” A non-filer is
defined as a taxpayer who has never registered for tax and, therefore, has escaped his or her tax
obligations. Tax administrations must regularly conduct programs to detect those who are wholly
outside the net of the authorities and take steps to bring them under their control. ldentifying non-
filers, assessing their tax liability, and collecting their tax due is a multi-step process involving the
coordinated activity of several functional departments. Given the significant compliance aspect of this
work, the non-filer activity is generally allocated to the collections or audit functions to manage, with
the registration section only providing information and intelligence.®

Given its predominantly ‘service’ role, the registration function is normally a sub-section of the larger
taxpayer services function. This permits smooth coordination between initial tax registration and
education, providing newly registered taxpayers with information on their filing, payment, and
notification obligations. At a minimum, taxpayers should be advised of their obligations, but making
more guidance and assistance available contributes to a more voluntarily compliant taxpayer
population.

As noted below, registries of most LAC countries are either incomplete or out of date and generally
unreliable, as is the case with registries of many developing countries all over the world. With the
realization that improved operations of tax administration and revenue collection greatly depend on
clean and reliable taxpayer registration databases and systems, a current trend in many countries
around the world is to clean registries that have been poorly designed, mishandled, or neglected. There
is a wide variety of registry "woes" among tax administrations of developing countries and a few general
maintenance and "cleansing" concepts, techniques, and tools are provided below:

e Inthe first place, the TIN should include a check digit. This digit is computed from the remaining
digits of the TIN every time the TIN is entered into the system. If the system computation
results in a check digit that is different than the one included in the TIN, then there is an error in
the TIN entry. The inclusion of the check digit minimizes data entry errors;

e The computerized system must provide security to prevent unauthorized use of the taxpayer
registration system;

e The issue of TIN numbers should be automated, rather than manual. Usually, the system must
provide assignment of the next sequential TIN available to a new taxpayer;

e The TIN database structure must support the association or linking of taxpayers to other entities
(partnerships, companies) via the TIN. Examples of this would be identifying partners of a
partnership and owners or officers of a company. Such linking is extremely important in audit

%3 Non-filers are discussed in Chapter 10.
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selection, since much can be learned from associated information about the liabilities of an

individual taxpayer;

e The system must include procedures to find TINs via alphabetic and other types of inquiry, to
determine if a taxpayer is already registered and prevent issuance of duplicate TINs;

e For "cleansing," the current TIN file should be validated and updated before assignment of the
unique TIN. This can be accomplished by sorting and printing the alphabetic registers by
surname and then by other names, rather than by surname and TIN only. Computer programs
that can assist in this and have worked in various countries look at other key data as potential
fields for detecting or eliminating the possibility of two or more TINs applying to the same
taxpayer (e.g., date of birth);

e As taxpayers with two or more TIN numbers are discovered, the TIN data must be consolidated
under a single TIN number. The taxpayer must be informed, since only one of the TIN numbers
will remain valid;

e In countries where taxpayers were registered with one or more tax departments, the taxpayer
registries must be converted to a unique TIN computerized database. Experience has proven
that it is best to concentrate on an initial database of only business and limited company
taxpayers, since this is a much smaller database and represents a large portion of the income tax
revenue. Income tax is the obvious tax to use for the building of this database, because all
businesses that pay other taxes (e.g., VAT and customs duties) should also pay income tax;

e The tax administration must send notification letters to taxpayers to inform them of their
unique TIN, together with taxpayer registration certificates with the taxpayer’s name, address,
and TIN;

e Taxpayer contact programs must be designed and mounted for stop-filers. The tax
administration must secure delinquent returns or determine if the taxpayer should be de-
registered because the taxpayer is deceased, bankrupt, out-of-business, etc.; and

e For inactive TINs, issued one year or longer ago to taxpayers who have never filed any tax
returns, the tax administration must design contact programs to determine whether the
taxpayer should be de-registered or whether delinquent tax returns should secured.

5.3. Tax Administration Maturity

Four levels of maturity are presented below to help interested officials make self-assessments about the
strengths and weaknesses of the registration function in their respective tax administrations.

Registration: Maturity Level 1
Key word: "Unaware"

e Limited registration information is recorded. Information for third-party data matching (e.g.,
business registry numbers) or information needed for good planning (e.g., expected turnover) is
not included.

o Necessary written policies and procedures for registration staff do not exist, and staff acts
independently, inconsistently, and erratically.
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e Tax file numbers are issued by different entities and are not controlled by the tax

administration. Taxpayers identify themselves by name and may be unaware of their assigned
file number, which may change from year to year.

e There are separate registration forms and procedures for each type of tax. Registration requires
visits to multiple tax offices and the approval of tax officials.

e Registration information is not properly maintained (e.g., during business reorganization or
liguidation) and contains taxpayers that are no longer in operation.

e The tax administration does not use third-party information to track non-compliance.

e Registration systems are manual, with little modern technology and equipment available.

Registration: Maturity Level 2
Key word: "Unreliable"

e Some basic registration information is recorded (e.g., taxpayer name, contact, responsible
parties, etc.); however, information for third-party data matching (e.g., business registry
numbers) or information needed for good planning (e.g., expected turnover) is not included.

e The issuance of new file numbers is done solely by the tax administration. Taxpayers continue to
identify themselves by name.

e There are separate registration forms for each type of tax, although registration procedures may
be similar. Registration requires a visit to a single tax office and, still, the approval of a tax
official.

e Some parts of the registration process have written instructions, but there is inconsistency in
application across the tax administration’s field offices.

e Registration information is not properly maintained (e.g., during business reorganization or
liquidation) and contains taxpayers that are no longer in operation.

e The tax administration does not use third-party information to track non-compliance.

e Most of the registration work is still done manually, with little modern technology and
equipment available. What little computerization equipment is available is supported by
outdated technology.

Registration: Maturity Level 3
Key word: "Formalized"

e Almost all registration information is recorded, including information for third-party data
matching (e.g., business registry numbers). However, information needed for good planning is
not available (e.g., expected turnover).

e TINs are issued by the tax administration and used by taxpayers to identify themselves. TINs are
not sufficiently well controlled by the tax administration to ensure uniqueness.

e Registration is integrated across taxes with a single form and a single facility to register for all
tax obligations. No tax administration official approval is needed, but taxpayers still experience
delays.
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e Step-by-step operational procedures for the registration process are available and are

consistently applied across the organization.

e Registration information is maintained through occasional ad hoc programs, but not in a timely
manner. Maintenance includes both adding new registrants as well as removing taxpayers, who
are no longer active. It does not include updating information upon taxpayer reorganization.

e The tax administration uses third-party information to track non-compliance, but does so in an
ad hoc manner and irregularly.

e Modern technology and equipment are available for registration, but there are often ongoing
maintenance issues and funds for purchase are often limited.

Registration: Maturity Level 4
Key word: "Timely and accurate"

e All necessary basic taxpayer information is recorded, including information that allows third-
party data matching (e.g., business registry numbers) and information that allows for good
planning (e.g., expected turnover).

e Unique TINs are issued and controlled by the tax administration and used by taxpayers to
identify themselves.

e Registration is integrated across taxes with a single form and a single facility to register for all
tax obligations. Registration is automated and expedited.

e Operational procedures are integrated into the IT tax administration system with as many steps
as possible being automated.

e Registration information is maintained regularly and in a timely manner, not only by adding new
registrants, but also by removing taxpayers who are no longer active, and by updating
information upon taxpayer reorganization.

e The tax administration regularly uses third-party information to track non-compliance.

5.4. Latin America and the Caribbean

With respect to registration, countries in Latin America and the Caribbean (LAC) should be placed
between the second and third level of the maturity model above. Registration in LAC is, in fact, similar
to that of many countries around the world that have undertaken significant efforts to institute a formal
registration process that is simple and expedited, but have yet to take steps to ensure that registration is
accurate and effective and that the information collected during the registration process is appropriately
used for planning and compliance.

On the one hand, taxpayer registration in LAC is formalized, with relatively simple and quick procedures.
Even in Venezuela, in which starting a business is time and labor intensive, registering with the 'fiscal
registry' of the tax administration and Customs only requires that the new registrant file an electronic
form, which is downloadable from the tax administration's site, and the time to obtain an identification
number is usually only one day. Another day may be needed to obtain a tax clearance certificate at the
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municipal level®* According to a recent CIAT study®, all Latin American countries assign a unique TIN

(except Brazil) and, except in Uruguay, this TIN is used to record the transactions of the taxpayer with
the tax administration. In addition, in all countries except Panama, taxpayers are required to report
changes that would impact their registration status to the administration.

According to the World Bank's Doing Business survey®®, LAC countries have recently taken a number of
steps to facilitate the process of starting a business — streamlining procedures by setting up a one-stop
shop and making procedures simpler or faster by introducing technology — and a number of countries
have made recent advances in doing so with respect to tax registration. For example, Costa Rica moved
to electronic tax registration records and reduced the time to start a business considerably. Guyana
streamlined the registration with the tax authorities and introduced a unique TIN system and later
reduced the time needed for obtaining a TIN. Honduras improved the registration for tax purposes at its
one-stop business start-up shops. Brazil 'eased' business start-up by further enhancing the electronic
synchronization between federal and state tax authorities.

On the other hand, the registries of most LAC countries are either incomplete or out of date and
generally unreliable. For example, CIAT's report states that a number of countries have an urgent need
to cleanse the registry of a large number of taxpayers, who are registered but no longer have economic
activity, and notes that the ratio of the number of registered taxpayers to the population is low — 23
percent in Latin America versus 59.2 percent in OECD. In addition, a recent article by the Inter-American
Development Bank notes that countries in Latin America face low levels of registration of micro®” and
small businesses. Examples include Mexico, where nearly 70 percent of micro businesses are not
registered and pay no taxes and only 63 percent of small and medium enterprises are registered, and El
Salvador, where it is estimated that only 1 percent of all micro businesses and 3 percent of all other
businesses are registered.®

5.5. Key Benchmarks and Guidelines

Questioning the taxpayer database should be one of the first steps to take when assessing the current
state of a tax administration. As noted in the introduction to this chapter, an administration cannot
manage its taxpayers if it does not know who they are, where they are located, and whether they are
active or inactive. If the administration fails to maintain a consistently accurate taxpayer database, its
compliance programs will be incomplete and ineffective. The following are some key areas where
further inquiry may be warranted to test performance of the tax administration and to pinpoint areas
for improvement. Although two of the four activities below are compliance in nature, it is important to
include them here to highlight the absolute necessity for a clean and accurate registration database:

% International Finance Corporation (n.d.), para. 10-11. This is so even though in Venezuela the federal
government, the states, and municipalities all have taxing powers.

® Inter-American Center of Tax Administrations (CIAT) et al. (2012), section 5.1.

% International Finance Corporation (2013), p. 17. Relevant report years are 2009-2012.

%7 Companies with fewer than 10 employees.

% Inter-American Development Bank (2010), para. 9-10.
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e The administration should be able to easily provide an accurate breakdown of total tax

registrants into active/inactive categories;

e The administration should operate an institutionalized ‘stop-filer’ program.®® Such a program
follows up on taxpayers who used to file tax returns but have ceased to file in a timely manner.
The program must be institutionalized within the organization’s formal roles and responsibilities
and not done on an ad hoc basis. This program requires an accurate taxpayer registration
database as well as a return filing register;

e The administration should perform formalized ‘non-filer’ programs. Such programs, which may
be ad hoc, should be initiated by the administration to discover taxpayers operating outside the
tax regime and to bring them within the tax net. These are often implemented across a trade
category or geographical area to ensure they are manageable; and

e Information collected during registration should be used to align the tax administration's
performance metrics to its operations. For example, the tax administration's knowledge of the
size and location of its active taxpayers should be used to rationalize the location and staffing of
its offices.

In terms of registration, the types of benchmarks or measures that a tax administration may consider
include:

e Time to complete the taxpayer registration process (assuming the taxpayer has provided an
accurate and complete application form) — administrations should aim to register a taxpayer
‘while you wait’;

e Percentage increase in the tax register due to the implementation of (a number of) non-filer
programs; and

e Time (number of days) to process all amendments to the register.

% A robo —call automated system implemented in El Salvador in 2009 to call stop-filers and other taxpayers has had
excellent results as described in Chapter 4.
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Chapter 6. Taxpayer Services
Yassie Hodges

The international trend is for tax authorities to administer the tax regime in a way that encourages and
expects taxpayers to self-assess their tax liability and then remit the relevant amount of tax to the
government. Conceptually, this is a sound approach for two reasons:

e The taxpayer generally has better information on his/her sources of income and expenses; and
e Itis relatively expensive for the government to assess every taxpayer’s return.

Through the self-assessment process, tax administrations rely on a system of voluntary compliance,
where taxpayers pay what is due, when it is due, and without coercion. However, self-assessment will
only work if the majority of taxpayers know what their obligations are and are able to comply with
them. The overall level of compliance is also improved if the costs borne by taxpayers in carrying out
self-assessment are low. Therefore, an essential element of tax compliance is helping taxpayers
understand their tax obligations and promoting the inexpensive, voluntary, timely, and accurate
reporting of tax liabilities.

Taxpayer service plays a critical role in maximizing voluntary compliance by providing taxpayers with the
information and assistance they need to enable them to meet their tax obligations. Taxpayer services
curb compliance costs by providing programs that enable taxpayers to fulfill their obligations more
easily, thereby minimizing the need for the tax administration to expend more costly resources to
enforce compliance. With effective public information, forms, and services, and by convincing non-
compliant taxpayers that they can comply with relative ease, taxpayer services can also encourage and
help accomplish greater voluntary compliance.

The purpose of this chapter is to address capabilities of a modernized taxpayer service program, outline
strategies to assist tax administrations in developing and implementing effective taxpayer service
programs, and provide performance indicators to ensure taxpayer service programs are delivering the
results intended.

6.1. Leading Practice

Generally, the term "taxpayer services" refers to the manner in which taxpayers are treated (e.g.,
respectful, fair, professional, etc.). Although these are characteristics of an effective taxpayer services
program, taxpayer services in the context of this chapter is defined as a set of strategic initiatives
undertaken by the tax administration to assist taxpayers in complying with the tax laws. An effective
taxpayer services strategy integrates three broad themes:

e Tax simplification: Most tax administrations agree that simplified policies and procedures
greatly facilitate voluntary compliance. Without institutional simplification enabling taxpayers
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to fulfill their responsibilities more effectively, even the most comprehensive services offered to

taxpayers will not be effective;

e Taxpayer assistance: Taxpayer assistance means providing taxpayers with information to
prepare tax returns and to resolve issues of filing, as well as questions and adjustments that may
arise after the tax returns have been submitted to the tax administration. These areas of
assistance have also been referred to as the pre-filing, filing, and post-filing stages of assistance;
and

e Facilitation of tax collection and enforcement: The ultimate goal of the tax administration is to
collect the proper amount of taxes due to the government. Therefore, providing the mechanism
to facilitate the payment of taxes — especially for business taxpayers who are required to
regularly remit multiple tax payments for different taxes — is an essential enabling tool to
encourage voluntary compliance.

6.1.1. Organization of the Taxpayer Services Program

As a tax administration formulates its organizational structure around various functions and/or
activities, questions often arise relative to who is responsible for "taxpayer services." Although each
employee within the organization must embrace the concept of providing effective taxpayer services,
the tax administration should establish a dedicated unit responsible for programs, product design,
planning, and coordination of initiatives related to taxpayer services.

The section within a tax administration that is responsible for activities related to taxpayer services has
taken on various titles, including: Taxpayer Services Directorate (Costa Rica); Stakeholders, Partnership,
Education, and Communication (United States); Service and Collection (Mexico); etc. No matter what
the actual function is called, the core responsibilities consistently center on three basic activities:

e Registration/walk-in: The objective of this activity is to assist those taxpayers who believe their
issues are best handled face-to-face. The scope of the activity includes answering taxpayer
guestions, furnishing tax forms and publications, and assisting in the preparation of tax returns;

e Taxpayer education/outreach: The objective of this activity is to develop and deliver integrated
strategic communications and educational products to employees, taxpayers, and other
stakeholders, including practitioners and industry groups. The scope of this activity is to develop
forms and publications and to review and update these periodically based on changes in law,
policies, and procedures; delivered via a variety of channels, e.g., face-to-face, online services,
telephone, written, etc.; and

o (Call center: This activity is dedicated to addressing telephone inquiries to minimize disruption to
normal operational activities. Call center operations supported by modern telephone
technology are becoming an increasingly significant element in service delivery.”

% While the tax administrations of some countries, such as El Salvador and Jamaica, have chosen to establish in-
house call centers as discussed in Chapter 4, some tax administrations around the world, such as India, have
outsourced selected core and support functions, including call centers.
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Figure 6.1. Taxpayer service organization

Director / Commissioner
Taxpayer Services

6.1.2. Responsibilities of the Taxpayer Services Program

The taxpayer services division, which generally consumes about 10 percent of a tax administration’s
human resources’, generally has responsibility for developing comprehensive taxpayer services
strategies linked to the organization's overall compliance strategy and taking into account taxpayer
demands, needs, geography, and service channel options.

Most modern taxpayer service functions are the centralized point for providing taxpayer information
and educational services and typically include the following activities:

e Registering taxpayers/assigning a unique taxpayer identification number (TIN);?

e Maintaining and updating taxpayer registers;

e Interacting with taxpayers who visit, call, or write;

e Providing and staffing taxpayer service counters and call-in operations;

e Responding to general inquiries, including but not limited to registration, filing or payment
requirements, basic tax law, and ensuring that taxpayers are routed to other areas as
appropriate;

e Providing tax returns and instructions;

e Developing informational and educational publications;

e Conducting seminars on changes to tax laws and procedures for targeted business audiences;

e Monitoring subjects of queries to determine the need for additional educational materials for
taxpayers, internal tax administration training, and/or internal operational changes; and

e Developing and maintaining the content of the tax administration website.

Of all the various operating functions of the tax administration, the taxpayer services staff has the most
interactions with the general public. They are, in effect, the public face of the tax administration. The
staff assigned should therefore have good inter-personal and communication skills, a genuine desire to

'L IMF (2012), p. 31.
%2 For the reasons stated in Chapter 5, it is important that responsibility for the issuance of TINs be restricted to the
tax administration, although in some countries this function has been outsourced to IT service providers.
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assist the taxpaying public, the ability to listen effectively, and the ability to stay calm when faced with
adversity.  Since the taxpayer services function is the initial point of contact with taxpayers, the staff
should also have a good working knowledge of tax law, office procedures, and the tax obligations for all
tax types.

As the initial entry point for most walk-in, phone-in, or written (paper or electronic) contacts, taxpayer
services staff will generally respond to the most common questions and route more complex questions
to staff from other functions, such as audit or collections, when appropriate.

Since the information provided by the taxpayer services function may ultimately be utilized to
determine a taxpayer’s final tax liability, it is essential that advice given to a taxpayer be correct and
consistent. Unfortunately, in some jurisdictions, taxpayers have been penalized for relying on incorrect
advice provided by the tax authority. In the United States, for example, the courts have ruled that
incorrect information provided by Internal Revenue Service (IRS) employees is not binding on the
organization, and the taxpayer is ultimately responsible for any additional taxes due, although relief is
generally provided to the taxpayer in the form of penalty abatement. The correct tax ultimately has to
be computed according to the law, regardless of the quality or lack thereof of respective
Incorrect advice provided to a taxpayer can be extremely embarrassing to the administration and could

'inputs.”

negatively impact the public’s perception of the administration's overall effectiveness. As a result, staff
should be encouraged to seek assistance, when necessary, to ensure that the taxpayer receives the
correct information.

As a means to provide more consistent advice and to maximize resources, the international trend is to
focus on self-service channels (e.g., online services or telephone interactive tax assistance) for taxpayer
service delivery. These services direct taxpayers through a series of prompts for a range of services
including e-filing, registration, account balances, etc. However, the OECD 2012 report on "Working
Smarter" indicates a continued high demand among taxpayers for live telephone and walk-in assistance
— which is the most labor intensive and costly means of service delivery. Therefore, an increased focus
has been placed on determining the reason for the service demand and developing strategies to either
reduce the demand or shifting to more cost effective service delivery channels.

. ep o . . 93
Figure 6.2. Identifying drivers and root causes of service demands

Methodologies and technologies ’ Countries

Feedback through interviews with call center agents Belgium, Canada, Estonia, Finland, Korea, Poland,
Singapore, Switzerland

Coding by call center agents on the call topic or tax Australia, Canada, Hong Kong, New Zealand, United

type (also referred to as Fast Key Codes or Work Kingdom

Codes)

Interactive Voice Response (IVR) Systems Australia, Canada, New Zealand, Singapore, United
States

Call listening/Quality assurance data Australia

 OECD (January 2012), p. 18.
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Methodologies and technologies Countries
Caller surveys Australia, Canada, Finland, Hungry, United Kingdom
Databases information on the services provided to Chile, Italy, Mexico, Spain, United States
taxpayers
Contact / speech analytics Australia, New Zealand, United States
Customer relationship management (CRM) systems Belgium, Singapore

6.1.3. Developing and Implementing Effective Taxpayer Service Strategies

Taxpayers have come to expect the same level of service from public organizations as they receive from
the best private sector organizations. Taxpayers are increasingly becoming more comfortable using new
technology and are looking for easier, more efficient, and time effective ways to obtain information and
interact with government agencies. To effectively meet taxpayer demands, administration staff must
embrace the concept of viewing the taxpayer (customer) as the most important person to the
organization. Outlined below is a strategy for developing and implementing an effective taxpayer
services program.

A. Identify the Target Group

Customer segmentation approaches to the delivery of services have become increasingly significant, and
there is a growing understanding that taxpayers cannot be treated as a homogenous group.

1. The tax administration should begin by identifying the target taxpayers and by considering point
of service delivery or receipt;

2. Taxpayers should be clustered or segmented based on their common behaviors (e.g., small,
medium, and large taxpayers);

3. The tax administration should determine the priorities of various clusters of taxpayers; and

4. Consideration should also be given to the needs of tax practitioners, tax preparers, and other
third parties involved in facilitating taxpayer compliance.”

B. Determine What Taxpayers Want ... From the Taxpayer’s Perspective

The objective here is to understand the root causes of service demands. Utilizing the information
secured, the tax administration should develop strategies to reduce demand by identifying the most
effective and cost efficient means to address issues presented.

1. The tax administration should determine what target taxpayers want by simply asking them via
interviews, surveys, focus groups, etc.;

2. Taxpayer service can be improved by conducting periodic surveys™ to monitor taxpayer
perceptions about taxpayer service and other compliance issues;

% Such as the Taxpayer Representatives’ Center established in Puerto Rico (see Chapter 2).
% Guidance on these types of surveys is provided in World Bank (2011).
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3. The tax administration should use focus groups, surveys, and other feedback methods before

implementing new services and procedures. In order to minimize the burden on taxpayers,
these should be coordinated with other planned activities;

4. Trends from data collected in house reflecting type of service demand, volume, etc. should be
evaluated to enhance service delivery;

5. The tax administration should consider whether input secured via surveys, focus groups, etc. is
something that the organization does, is capable of doing, or wants to pursue;

6. Agreed upon feedback should be incorporated into business process improvement initiatives;
and

7. In order of priority, the tax administration should determine which input taxpayers provide
would most impact revenue, cost, trust, or compliance, if performance delivery were to be
improved.

- . 9
Box 6.1. Taxpayer feedback in Sweden’®

The Swedish population trusts the Swedish Tax Agency to a higher degree than any other Swedish government
agency. In 2011, 62 percent of citizens and 68 percent of businesses stated that they trust the way the agency
handles its duties, and 96 percent of visitors and 97 percent of callers stated that they were treated
respectfully. The following are extracts of a paper97 presented by the Swedish Tax Agency at the 2012 46"
CIAT general assembly:

e The agency understands that their service should not be built on their own internal view of reality, as
what its staff think is efficient or a good service may not be viewed as such from the perspective of the
taxpayer;

e The agency uses quantitative and qualitative methods to measure service quality and taxpayer feedback
and engages external companies to collect the information;

e In quantitative surveys, the agency scans taxpayer experiences with various taxpayer service channels.
These surveys are normally carried out four times during the year, with some broader surveys performed
once a year; and

e With qualitative studies, the agency hopes to get more information to understand the underlying factors
affecting taxpayer experiences. These studies are focused and are usually not repeated.

C. Establish an Organizational Culture Supportive of Taxpayer Service

Utilizing the information gathered from taxpayer feedback, the tax administration should establish its
taxpayer-focused vision and mission statements to help clarify and communicate the administration's
purpose.”® The mission and vision statements must be understood and shared by every staff member
within the agency.

1. The key function of a tax administration is to collect revenue. As a result, every activity
undertaken should be geared to the ultimate objective of enhancing revenue collection. At the
same time, the manner in which revenue is collected must be fair, professional, and respectful;

% Swedish Tax Agency (2012), p. 3-6.
T Ibid., p. 3-6.
% The tax administration's mission and vision are also discussed in Chapter 15.
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2.

3.

The vision and mission statements should clearly address both "Revenue" and "Service" — two
key elements that are essential to meeting the agency’s objectives; and

The tax administration should continually reflect on the vision, goals, and the way services are
delivered to taxpayers, and should be willing to change existing practices to integrate
improvements.”

D. Implement a Strategic Service Concept with a Focus on external Stakeholders

The strategic service concept with a focus on external stakeholders establishes how the tax

administration designs, markets, and delivers services to taxpayers.

Channel

The tax administration's strategy should focus on taxpayer/stakeholder needs, rather than on
organizational priorities. Offices (LTOs)
administrations around the world have their own taxpayer service units to handle their clients’

For example, Large Taxpayer in many tax
more complex issues, including international taxation issues;

It should incorporate agreed upon feedback solicited from taxpayers/stakeholders in
improvement initiatives;

Utilizing taxpayers’/stakeholders’ feedback, the tax administration should develop a range of
service options for interacting with taxpayers. These are also referred to as "channel" options
and may include face-to-face, telephone, online, and other interactions as presented in the
figure below;

Advertising/educational outreach strategies should meet appropriate taxpayer expectations;

A continuous feedback loop should be provided for incorporating taxpayer comments and
complaints into the planning processes; and

Taxpayer satisfaction with the services provided should be measured regularly, and feedback
should be used for continuous improvement.

Figure 6.3. Strengths and weaknesses of channel optionsm"

Strengths

Description Weaknesses

Internet

Electronic

Websites for one-way information | e Can be accessed 24 hours a .

The user must actively search

dispersion from one to many

Interactions, such as the use of
online calculators and other tools

Web portals that include
transactional services with secure
log-in options, such as e-filing

day/7 days a week

Low cost per visit. Cost per
visit decreases as
accessibility increases

Can address small segment
needs in a cost effective
manner

Can be personalized

Can present complex
information in an easy way,
Can push information to the
client, either through list
service or by placement of
account specific information

the information (pull)

Not all have access to internet
Content may be too general
Can be difficult to find
information

May require rigorous security
measures

Can trigger more contact with
revenue body.

% As discussed in Chapter 15.
' OECD (2007), p. 24.
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Channel Description Strengths Weaknesses
in secure space
E-Mail Structured: mainly via web forms e Cansend e-mail 24/7 e Often not a secure solution
on the Internet e Many are familiar with use for sending personal
Unstructured: free text from an of email information
email program or website o Difficult to meet client
expectations, they often
expect immediate answer
NOTE: Used significantly less than (almost as a phone call)
other channels e Time sensitive and labor
intensive
e (Can trigger more contact with
revenue body.
Interactive Different types of unmanned e Can be available 24/7 ifin a e Security, vulnerable for
Kiosks kiosks. Can be used for public space hackers
information, interaction, or e Low cost e Can be uncomfortable to deal

Telephone -
Live
Representative

transactions.

Calls to local tax offices or
different types of call centers or
contact centers (which also
includes other channels)

NOTE: Most popular service
delivery

Immediate answer,
interactive

Ability to probe effectively
Facilitates channel
integration, e.g., co-
browsing, click-to-talk
Web/Phone integration and
making face-to-face
appointments

Often preferred channel by
taxpayers

Can handle large volumes

Telephone

with your personal data in a
public space.

Can be high cost

Can be challenging to
accommodate flexible
capacity, in particular for peak
periods

administration, or inbound from
taxpayers. Increased use of
scanning for automation of
handling process

NOTE: Downward trend in demand

comfortable with paper
products

Telephone - Automated services that can e Access 24/7. Independent of | ¢ May be limited to a narrow
Automated provide both information and time and geography range of services
interaction services, as well as e Easy to use if properly e Low client tolerance for
transactional services, in some configured automated systems
cases. e Low cost e Poor customer service when
e Flexibility, popular poorly configured
e |VR can be expensive and
difficult to configure
e Phone Charges Can be
expensive
SMS Messaging via mobile phone. Can e Access 24/7. Independent of | e Limited options, small screen
be used for notification services time and space * Security
(outbound) and for filing or e Mobile phone readily e People changing mobile
ordering forms (inbound) in a few available numbers
countries e Low cost e Not yet the acceptance as
e Easytouse channel for self-service (still
e Appeals to young people an emerging technology)
Written
Letter Outbound letters from the tax e Most people are very e Takes time from sender to

receiver
Time consuming handling.
Expensive to process
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Channel Description Strengths Weaknesses
Mass Distribution of mass-produced e Proactive from tax e Can be very expensive
Distribution written material, like forms and administrative perspective e Received by users who may
brochures, from the tax (push) not need info
administration to target groupsor | e Most people are very e Uncertainty related to
all taxpayers comfortable with paper recipients level of
products understanding
e Suited for presenting e Tends to prompt high volume
information in a logical of low value inbound contact
order. e Encourages traditional
e Easy for taxpayer to study behavior
content as many times as
needed
Face-to-face101
Walk-in Counters at local tax offices, or e Provides direct and personal | e Limited access in time and
counters at local public offices contact place.
shared with several other public e Allows for assisted self- e High cost
agencies service to encourage channel | o Less equitable, limited
migration number of office mostly in
NOTE: One of the primary service e [f by appointment, larger urban communities
delivery channels eliminates waiting times
Outreach Tax officers offer face-to-face e Can target special user e Time consuming
Activities services in public spaces like groups. From one to many —
shopping malls, libraries, schools, meet many at once
railway stations, airports, place of e Proactive. Can prevent
business, etc. unnecessary contact

E. Implement a Strategic Service Concept with a Focus on Internal Stakeholders

The internally oriented strategic service concept establishes how the internal processes of the tax

administration will support the taxpayer-focused vision. The premise is capable workers, who are well

trained and fairly compensated, provide better service, need less supervision, and are much more likely

to stay on the job.

1. The tax administration should ensure leaders of the organization exhibit the administration's

values.

Leaders must foster the creation and testing of new ideas and be willing to change

existing practices to integrate improvements;

2. The tax administration should identify employee groups that are important to implementing the

externally oriented service concept. Frontline workers are of central importance;

3. There should be a focus on continuous training and employee development;

4. The tax administration should not assume staff knows how to treat taxpayers in a friendly,

helpful, and professional manner. These skills can — and should — be taught to ensure that

everyone in the organization is on the same page in terms of taxpayer service;

101

Face-to-face interaction is not limited to public offices. The tax administration can partner with local chambers

of commerce, industry associations, and other private or commercial groups and use their premises to provide
taxpayer services.

Detailed Guidelines for Improved Tax Administration
in Latin America and the Caribbean

Page 113




Yassie Hodges Chapter 6. Taxpayer Services

5. Frontline employees should be empowered to take initiative to satisfy the taxpayer.

Management must support employee empowerment, while clearly defining the parameters of
that empowerment and remaining flexible to encourage creativity;

6. In addition to skills and empowerment, frontline personnel should be equipped with the
technology, information, and internal resources to meet taxpayers’ needs;

7. The tax administration should ensure that individuals throughout the organization
communicate. Frontline employees need information and a support network.

The overall objective of a strategy for taxpayer services is to educate the taxpayer, develop effective
processes and procedures, and make access to appropriate information so easy that the taxpayer will
have minimal or no need to contact the tax administration in order to comply with tax payment
responsibilities.

6.2. Common Trends

As a result of advances in technology and service delivery in the private sector, taxpayer’s expectations
of tax agencies have increased. However, with increased budget constraints, agencies are continuously
exploring ways to deliver services better, faster, and at lower cost. From these efforts, several trends are
emerging, including use of taxpayer feedback / involvement, increased focus on the use of technology,
and analyzing root cause of service demands to determine appropriate service delivery channel.

Taxpayer feedback and taxpayer involvement: Agencies are increasingly engaging taxpayers, soliciting
their feedback, and making improvements based on information received. The feedback received is
used to help determine the service enhancements needed to improve taxpayer satisfaction.
Improvement initiatives and new service strategies are incorporated into the Agency Strategic Plan and
Annual Performance Plan to ensure agreed upon actions are pursued.

Use of technology: Tax administrators are aggressively exploring the use of technology to enhance
service delivery. The trend is to migrate to self-service channels, which are deemed to be more cost
effective than face-to-face and/or live telephone interactions.

Box 6.2. Self-service options in the United States

The U.S. IRS provides a number of self-service options. Through the IRS online portal, and without
interventions by tax officials, taxpayers can:

e Use the "Where's My Refund?" portal functionality to check on the status of their refunds and the
estimated date of refund payment.

e Use the "Free File" functionality, maintained by an IRS authorized e-file provider, and electronic fillable
forms to file and pay electronically.

e Pay via the Internet or by phone through the U.S. Department of Treasury's Electronic Federal Tax
Payment System.

e Use the Interactive Tax Assistant to obtain responses to tax law questions on a limited set of common
topics.

e Apply for a TIN and receive one immediately.
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e Register to become a tax preparer or an "enrolled agent" — a person who can represent taxpayers before
the tax administration.

The service options range from a simple list of frequently asked questions to advanced online
applications that give taxpayers access to detailed information and services to address their inquiry.
Instead of contacting taxpayer service representatives, they can access information via telephone or
online to find a solution twenty-four hours per day - seven days per week. Some agencies have closed
offices and promoted online services as a viable option for service delivery. Examples of the type
services that may be available include:

e Securing copies of forms and publications;

e Securing transcripts of accounts;

e Registering a business;

e Checking the status of refunds;

e Filing returns;

e Paying taxes;

e Securing installment payment agreements; and
e Accessing responses to tax questions, etc.

Root cause analysis: In order to develop the most effective channels to assist taxpayers, a trend is
leaning towards evaluating root causes for service demands — the reason the taxpayer needed to
contact the agency, the rationale for the channel option they decided to use, as well as the reason for

the taxpayer experience with the service.'®?

For example, if significant resources have been invested in
developing responses to Frequently Asked Questions and access to this information is readily available
via online or automated telephone delivery channels - yet taxpayers continue to utilize face-to-face
options — the question should be why? The answers may be poor website design, difficult to use,
improper links, lack of awareness, etc. The root cause analysis would help in addressing the core of the
problem in an effort to devise mitigating strategies to eliminate, reduce, or shift taxpayer demands to

more efficient service delivery channels.

Other trends in taxpayer service delivery are outlined in the table below.

Figure 6.4. Trends in taxpayer services'"”

. Trends in Taxpayer Service '

1. Understanding an appropriate balance of resources between enforcement and service is a critical tool in
achieving higher overall tax compliance as a measure to improve voluntary compliance.

2. Treating taxpayers as clients with rights that are codified in the form of charters, etc., and publicized.

3. Public Agencies work together to provide coordinated services to clients.

12 1n the case of the latter and as discussed in the example above, the Swedish Tax Agency has opted for qualitative

taxpayer surveys to get a better understanding of the experiences of taxpayers with specific, focused issues.
% IMF (2012), p. 31.
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Trends in Taxpayer Service

4. Tailored approach of service delivery to match the needs of various taxpayer segments and the risk to
revenue.

5. Modern marketing techniques are extensively utilized to influence taxpayer behavior.

6. Services staff are highly qualified in terms of being able to match the expectations of taxpayers and those
of professional tax accountants and advisors.

7. Establishment of client call centers and a move towards larger and more centralized service centers to
ensure delivery of consistent, high quality service that enables specialization (e.g., by taxpayer segment or
tax type and procedure).

8. Services are available independent of time and place in step with the growing possibilities for electronic
services (e.g., interactive telephones, e-services, and websites).

9. Provision of dedicated inquiry services for tax professionals.

10. Goal to move taxpayers to web and e-services with compulsory e-filing and payments requirements for
certain taxpayer segments (e.g., large taxpayers) and annual targets for take-up rate.

11. Taxpayer services (excluding staff involved with returns filing and coding) consume about 10 percent of
tax agencies’ human resources.

12. Consulting widely with taxpayers and/or their representatives prior to the implementation of changes.

13. Establishing and monitoring service delivery performance according to prescribed performance standards;
measuring client satisfaction; and demonstrating accountability by publicizing the levels of performance
achieved against service standards set.

6.3. Tax Administration Maturity

The use of a maturity model allows an organization to assess its policies and procedures against a set of
benchmarks. The four levels of maturity with respect to taxpayer services are described below to help
interested officials make self-assessments about strengths and weaknesses in their respective tax
administrations. It is estimated that an organization can take two to four years to progress through the
first three levels of the maturity model. Therefore, management must view the taxpayer service
improvement process as a multi-year effort.

Taxpayer Services: Maturity Level 1

Key word: "Ad hoc"

e The tax administration may undertake a number of different initiatives to improve taxpayer
services as a vehicle for improved voluntary compliance and enhanced revenue, but without
making any major investments. A series of uncoordinated taxpayer services efforts have been
initiated.

e Taxpayer service units are severely understaffed, with personnel not trained to do the job
effectively, resulting in a high level of taxpayer contact.
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e New employees only receive informal on-the-job training on procedures (e.g., for visits),

communications techniques, and managing conflict. Existing employees do not receive
refresher courses or other training.

e Information, support, and education are usually limited to a single channel — a visit to the tax
office — and are hence specific to each taxpayer's individual inquiry and provided only when the
taxpayer visits the office.

e Taxpayers frequently wander into work areas to deal with technical staff, increasing potential
for collusion and disclosure of confidential information.

e One-on-one assessments, rather than self-assessment, are the rule and create extensive face-to-
face contact with the taxpayer.

e Unreliable registration, TINs, and taxpayer accounts create difficulty for taxpayer service staff in
resolving taxpayer accounts, thereby negatively impacting the level of service provided.

e Most of the work is done manually since little modern technology and equipment is available,
and that which does exist is supported by outdated technology, thereby limiting access to
taxpayer account information and hindering the level of service provided.

e The level of service is ad hoc and inconsistent, with little communication between functions, due
to different levels of institutionalization of procedures across taxpayer service units and varying
staff skill levels. Minimal procedural manuals are developed on an ad hoc basis.

e Efforts by top-level officials to establish good relationships with some public and private sector
groups — particularly with public accountants — are initiated but lack coherence and stability.

Taxpayer Services: Maturity Level 2
Key word: "Formalized"

e The tax administration recognizes that it is worth investing capital and personnel in taxpayer
services. The overall approach to taxpayer service becomes more organized with an emphasis
on fixing problems.

e Managers focus on the level of service provided to taxpayers via the goals and objectives
outlined in strategic plans, along with the development of vision and mission statements with an
emphasis on service.

e Recruitment of personnel with customer service friendly skills is undertaken, and staff
development and training are initiated. New tax administration staff receive some formal
course training and on-the-job training on procedures (e.g., for visits), but ad hoc, irregular
training on communication techniques and managing conflict. Existing staff receive occasional,
but irregular, refresher courses.

e Within tax offices, taxpayers may on occasion be sent from reception areas to work stations to
meet and deal with technical staff, thereby facilitating possible collusion and risking disclosure
of information.

e Brochures, informational publications, and Frequently Asked Questions have been developed
and are available in hard copies and via the administration’s website.
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e Information, support, and education are limited to ad hoc, very high-level instructions for

common processes (e.g., filing). These are updated very rarely, usually with changes in the law.

e Information, support, and education are tailored to type of tax, but not to types of taxpayers.
Information, support, and education are limited to a couple of channels and vehicles (typically
narratives on the government's web sites and paper brochures).

e Coordination between the functional areas is initiated in an effort to enhance the level of
service provided. There is a somewhat proactive effort to promote the concept of voluntary
compliance through outreach and educational campaigns.

e Taxpayer service personnel are aided by more aggressive campaigns to clean up the registry,
TINs, and taxpayer accounts.

o The level of taxpayer service provided is more consistent due to procedural and policy manuals
for each of the functional units.

e Relationships with public and private sector groups are improving.

e Only limited modern technology and equipment are available to enable access to information to
assist in resolving taxpayer concerns.

e Because of the investments made in taxpayer services, senior management becomes anxious
and wants quick results, adding pressure on a function that is not yet at a sufficient level of
development to make significant improvements.

Taxpayer Services: Maturity Level 3

Key word: "Integrated"

e The tax administration embraces taxpayer services, because it understands the direct impact on
domestic revenue mobilization. Taxpayer service is no longer limited to the Taxpayer Services
Department, but rather has become a major transformational effort across the administration.
Instead of fixing problems, the focus turns to business process reengineering to enhance the
level of taxpayer service provided. There is a focus on improving the level of service provided
across the full life cycle of a taxpayer interaction with the organization — from registration to
deregistration.

e Units are properly staffed with personnel trained in effective communication, conflict
resolution, etc. New and existing tax administration staff receive formal course and on-the-job
training on procedures (e.g., for visits), communication techniques, and managing conflict.
However, the curriculum and course content are not updated regularly.

e Separate interview rooms have been established to protect taxpayer privacy and to secure
confidential information. Technical functional staff meet taxpayers in interview rooms in the
taxpayer service reception area, and taxpayers are permitted to enter staff work spaces only on
rare occasions.

e Various channels have been established to interact with the tax administration, including face-
to-face, telephone, and online. There is, however, a need for expert technicians for complex
queries.
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e Information, support, and education are provided through somewhat detailed instructions and

usually for common processes (e.g., filing, but not audit or collections). These are updated
rarely and not on the basis of taxpayer feedback. Taxpayer services are tailored by taxpayer
segment (individual / business, large / small, etc.) and by type of tax.

e A business process review begins, with an evaluation of current practices, through an analysis of
people, process, and technology focusing on efforts to enhance the level of service provided.

e The tax IT system ensures that taxpayer service personnel have ready access to appropriate
information to properly address taxpayer concerns.

e The administration places increased focus on training and enabling employees to deliver
excellent taxpayer service.

e Relationships with public and private sector groups have improved, and regular outreach forums
have been initiated.

Taxpayer Services: Maturity Level 4
Key word: "Strategic"

e Taxpayer experience is a key concern of every initiative undertaken. All employees feel
ownership for maintaining a culture of strong taxpayer service, and executives no long focus on
change management.

e Every decision within the organization takes into consideration the needs of the taxpayer.

e Units are properly staffed with personnel trained in effective communication, conflict
resolution, etc.

e New and existing tax administration staff are subject to formal course and on-the-job training on
procedures (e.g., for visits), communication techniques, and managing conflict. The curriculum
and course content are updated regularly.

e At the field office locations, technical functional staff meet taxpayers in interview rooms in the
taxpayer service reception area, and taxpayers do not enter staff work spaces.

e Information, support, and education are provided across all tax administration functions (e.g.,
registration, filing, payment, etc.). These are detailed and are updated regularly based on
taxpayer feedback. Taxpayer services are tailored by taxpayer segment (individual / business,
large / small, etc.) and by type of tax.

e Taxpayer services use multiple channels (telephone, web, paper) and vehicles (FAQs,
instructional brochures, expert technicians responding to complex questions, and generalists for
other questions).

o Stakeholder boards consisting of members from the general taxpayer population of small,
medium, and large taxpayers, accounting firms, and chamber of commerce groups have been
established to provide feedback/input prior to initiating new laws, policies, and procedures.

e Employees are fully aware of the administration’s service policies, which are part of the hiring
process, the new employee training programs, and reinforced by management leading by
example on a day-to-day basis.
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e As a result of a robust tax IT system, taxpayer service personnel have ready access to

appropriate information to properly address taxpayer concerns.

e Taxpayers can interact with the administration’s data base to file returns, make payments,
secure account information, and quickly secure answers to tax questions via self-assessment
tools.

e The tax administration has achieved its overall objective of educating the taxpayer, developing
effective laws, processes, and procedures, and making access to appropriate information so
easy that taxpayers have minimal or no need to contact the tax administration in order to
comply with tax filing and payment responsibilities.

6.4. Latin America and the Caribbean

Almost all Latin America and the Caribbean (LAC) countries have initiated some form of taxpayer service
program. For example, Peru's tax administration — Superintendencia Nacional de Administracién
Tributaria (SUNAT) — makes constant outreach and education efforts among taxpayers to inform them of
their tax rights and obligations as a means to facilitate voluntary compliance. Costa Rica has adopted a
similar approach via its tax reform bill — Proyecto de Ley de Ordenamiento Fiscal — and incorporated a
one-stop filing process, in conjunction with other government agencies, for taxpayers registering a
business. Bolivia has developed a series of brochures for its outreach programs. Chile has made
intensive use of IT to facilitate taxpayer assistance. Several countries (Argentina, Chile, Dominican
Republic, and Mexico) have increased reliance on web portals to provide services and confidence to
taxpayers."™

The Chilean tax agency can be viewed as leader in LAC in terms of its strategic decision to use the
Internet as its main channel of interaction with taxpayers, as highlighted in the box below.

Box 6.3. Taxpayer services in Chile

In 2003, the tax administration of Chile Servicio de Impuestos Internos (Sll) won the United Nations Good
Practices and Innovations in Public Governance Award for its web-based tax management system, which aided
in making tax compliance easier and less costly for taxpayers. The site has also won several other awards,
including the "Technology Innovation Award" from the Chilean IT Association, a Management Innovation
Award from the Chilean government, and the award for the best public institution website in the country from
readers of E/ Diario newspaper. Sl data show 155 million visitors to the website annually.

The SII website performs two key functions: 1) it enables taxpayers to communicate directly with the tax
administration online; and 2) it serves as a channel for providing an array of information. The information
available can be grouped into the following categories:

e Informative: Provides taxpayer (general and specific) information relative to tax regulations, personal
information contained in the Sl databases, opinion studies, news, etc.

e Transactional, oriented towards compliance: Facilitates business registration, tax declarations filing,
deregistration at end of business activity, the issue of electronic tax documents, and tax payment of all
types.

e Transactional, auditing: Allows the taxpayer to provide and/or correct information.

e Tax portal for foreign investors: Provides information on investing in Chile.

1% Inter-American Center of Tax Administrations (CIAT) et al. (2012), section 6.5.
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e  Tax portal for micro, small, and medium businesses: Allows micro, small, and medium-sized enterprises to
obtain electronic tax documents, at no cost to them, directly from the website.

e Tax education portal: In conjunction with the Ministry of Education, SIl has made a Portal of Tax Education
available to teachers and children, with a focus on educating children about taxes and the social benefits
they produce.

e Pre-populated returns: Contains electronically pre-populated returns based upon information received
from third-party sources.

LAC taxpayer assistance programs should generally be placed in the second level of the maturity model
above, noting of course, that there are differences, including some countries that are much further
along. The approaches utilized to enhance service delivery in LAC are centered on the following key
areas:

e Information services: The most common tools include advertising campaigns, informational
brochures, letters, and practical handbooks, instructions, and guides.

o Advertising campaigns: This is the principal tool used by the tax administrations to offer
assistance services or raise tax awareness around issues of special interest and
significance for compliance.

o Informational brochures: These are designed to provide taxpayer specific information
on a range of topics impacting voluntary compliance, while also making the public aware
of services provided.

o Letters: Letters are mailed to groups of taxpayers as reminder notices or to make them
aware of changes that impact them.

o Practical handbooks, instruction, and guides: These guidelines are developed to assist
taxpayers in preparing their own tax returns.

e Assistance services: Telephone and face-to-face channels are the primary methods made
available to taxpayers to facilitate their compliance with tax obligations through assistance on
preparing tax returns, explanations relative to technical aspects of the law, information on
procedural requirements, etc.

e Information technology: As noted above, there have been increased efforts to provide online
taxpayer services. Available online services include those for general and restricted use, as
described below:

o General use: Through these services, any taxpayer can have access to general
information, such as forms, brochures, frequently asked questions, etc.

o Restricted use: These require some form of secured login to file returns and make
payments, inquire about taxpayers’ account status, etc. These uses are typically at the
early stages of development in LAC.

Quality taxpayer service is a main goal in the strategies of many LAC tax administrations. In Belize, the
tax administration's strategic plan calls for improving and providing service and education in the pursuit
of voluntary compliance through available information, quality service, an accurate taxpayer register,
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communication programs, the development of the capacity of staff, and a pilot one-stop shop.'®
Ecuador has conceptualized a "model citizen service" approach based on establishing the proper
processes, opening assistance channels, and developing the appropriate culture of tax administration.*®
A recent CIAT study'®, however, notes that, while such goals may be comprehensive and there has been
some improvement, implementation lags in certain areas. For example, while taxpayer satisfaction
surveys are common, allowing taxpayers the ability to view their records is largely non-existent. While it

is possible to file through the web in all Latin American countries, seven do not allow online payments.
6.5. Key Benchmarks and Guidelines

Once an administration has implemented a taxpayer service program, performance indicators will help
define and measure progress towards established goals and objectives.

Taxpayer service performance measures generally center on the level of service provided in terms of
timeliness and quality. The table below reflects common performance activities along with international
standard benchmarks as reflected in OECD Comparative Information Series (2010). As the taxpayer
service program progresses through the maturity model, the time expended should be reduced
accordingly.

Figure 6.5. Benchmark standards in taxpayer services

Performance activities Benchmark standards
1. Responding to written correspondence: electronic or paper 15 -30 days
2. Handling face-to-face inquires 10 - 15 minutes
3. Answering telephone inquiries 2 — 5 minutes
4. Resolving taxpayers complaints 15 —30 days

Other types of activities related to taxpayer service, which are often tracked in conjunction with the
performance activities reflected above, are as follows:

Total number of taxpayers assisted: face-to-face / telephone;

Total amount of correspondence received and responded to: paper / electronic;
Total number of electronic hits: Internet / kiosks;

Total number of advisory visits made;

Total number of educational seminars conducted; and

oV wnN R

Total number of media coverage received.

The ultimate performance measures, however, are used to determine how the service provided
impacted voluntary compliance. For example:

15 Belize Department of General Sales Tax (n.d.), p. 9.
1% Servicio de Rentas Internas Ecuador (2012), p. 3.
"7 Inter-American Center of Tax Administrations (CIAT) et al. (2012), section 6.5.
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What was the percentage reduction in inquiries following an educational or outreach effort?

Was there a spike in self corrections of previously filed returns?

Was there a spike in voluntary filings?

Was there a spike in voluntary payments?

Was there a difference in the compliance level of taxpayers who received assistance as

vk wnNE

compared with those who did not?
6. Was there a difference in the compliance level of taxpayers who attended educational or
outreach events as compared with those who did not?

Once the tax administration has established the appropriate measures, it must communicate them to all
stakeholders and put in place a regular reporting mechanism to gauge progress. At a minimum, results
should be evaluated monthly and appropriate action taken to continuously improve performance.
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Chapter 7. Filing and Payment
David Crawford

This chapter is intended as a tax administrator’s guide to filing and payments and provides observations
on some of the more frequently encountered problems and insight on approaches to resolving them.
Filing and payment processing is not an end on its own, but is an essential part of the chain of events
that results in obtaining and storing information that is used for other functions, such as collections,
audit, revenue reports, and tax analysis.

7.1. Leading Practice

With respect to filing and payment, the tax administration has two primary concerns. First, taxpayer
filings and payments require significant processing and must be done efficiently, at minimal cost, so that
the tax administration can use its resources for other activities. Second, the tax administration must
work to ensure that taxpayers comply with filing and payment requirements. Since filing and payment
are the two primary obligations of taxpayers, compliance, including appropriate sanctions when a
taxpayer fails to comply, is addressed at length in this chapter.

Throughout this chapter, a "compliant" taxpayer is one that:

Registers for tax purposes;
Files tax returns, including information returns, by the date required in the law;
Correctly reports tax liabilities; and

i e

Pays the tax by the date required in the law.

The requirement to make tax payments based on some form of liability has been a fact of life since
before biblical times. The administration of taxes slowly evolved over the past couple of millennia, but
the pace quickened during the latter part of the 20™ century through the introduction of self-
assessment, improvements in management and organizational structures, an improved legal framework,
and, most importantly, the introduction of better working tools — namely, automation, coupled with
advances in communication and banking. With these changes tax administrations have been able to
both rapidly process returns and identify non-compliant taxpayers.

7.1.1. Self-Assessment

Before beginning a discussion on filing returns and how to best gain compliance, a brief discussion
concerning the main underpinning principle of modern tax policy and tax administration is worthwhile.
Most modern tax administrations are based on a self-assessment systemws. In recent decades, there
were major changes that tax administrations had to cope with: the general population was growing,

1% Self-assessment is also briefly discussed in Chapter 3.
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economies were changing, small and medium-sized taxpayers were becoming more prolific, and tax law
was becoming more complex.

Tax administrations found they were trying to cope with organizational structures and work methods
that were developed when the tax legislation was not as complex during an era when they were dealing
with much smaller workloads. Under these old methods of administration, a tax officer would often be
assigned to specific taxpayers. This tax officer was responsible for the all-inclusive administration of the
tax law as it pertained to "his/her" group of assigned taxpayers. This responsibility included the delivery
of tax returns to these taxpayers, responding to taxpayer questions, mathematical verification of tax
liability, collection of accounts in arrears, obtaining returns from non-compliant taxpayers, and auditing
their assigned group of taxpayers. The strategy of assigning specific taxpayers to specific tax officers and
involving these officers in preparing or checking each tax return at the time it was submitted, plus all
other administrative activities, necessitated constantly increasing staff levels as the number of taxpayers
increased. This became impractical, as most tax administrations did not have sufficient funds to
continually grow, and caused tax administrations to instead reduce the time spent on enforcement
activities.

It became evident that the processes surrounding tax return filing, tax payments, and the collection of
tax arrears required significant changes, with or without the existence of a self-assessment system. To a
large extent, administrative pressures and progressive management thinking led to the concept that the
taxpayer ultimately knows more about their tax affairs than anyone else, including the tax officer. If a
taxpayer is provided clear information, simple procedures, and sufficient encouragement, then he/she
can calculate and remit the correct amount of tax without assistance from either the tax administrator
or commercial tax preparers.

This is the self-assessment system — taxpayers are provided with information that gives them sufficient
understanding of their tax obligations and rights and enables them to calculate their own tax liabilities,
to complete their tax returns, and to remit the correct amount of tax at the time required by the law.
There is no intervention by a tax official in this process to check that each return is correct. Although
the tax administration reserves the right to audit returns, it does so selectively and at a later stage.

Self-assessment has become one of the basic strategies that permit tax administrations to effectively
administer the country's tax laws. It places more responsibility on the taxpayer, because each tax return
must now be prepared without the direct assistance and confirmation of a tax administrator. A self-
assessment system is much more efficient for the taxpayers, as well as for tax administrators. Taxpayers
no longer have to spend hours in long lines each month waiting to have "their" tax administrator accept
the tax return, or come back repeatedly if their tax administrator is unavailable. Tax administrations can
introduce greater specialization in their operations by organizing staff to specialize in particular
functions. This organizational change allows taxpayers to direct questions to a team of tax information
experts, without having to locate or wait for their particular tax administrator.

Self-assessment is a system within which taxpayers have a duty to:
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e Report the facts on which their liability for tax is computed;

e Compute their liability for tax;
e File a tax return showing the result of that computation; and
e Pay the tax (usually the filing date and payment dates coincide) owed at the time of filing.

As discussed in this and other chapters, the general conditions necessary for a properly functioning self-
assessment system are:

e Stable tax law;

e Taxpayer services;

e Simple filing and payment procedures;

e Effective non-compliance detection and enforcement;
e Selective risk-based audit programs;

e Fairly applied sanctions; and

e Fair and timely dispute resolution.

7.1.2. Legal Framework

Modern tax administrations have the responsibility to collect the proper amount of tax at the least cost.
This begins with the legal framework. It is important that the legal provisions contain the tools to
require taxpayers to correctly file returns and remit the proper amount. Tax laws should contain
provisions for:

e Whois required to file a return;

e The time at which a return is required to be filed;
e How returns can be amended;

e Where the return must be filed;

e What information must be provided (form'®);

e Authority to demand a return that has not been filed;

e What tax is to be paid, whom it is payable to, and where it is to be paid; and

e Appropriate sanctions that will be applied where a taxpayer fails to comply.

As discussed in Chapter 3, some tax administrations place the general rules relating to returns (e.g., who
is required to sign the return and other procedural matters) in a general tax administration law and
leave a separate, tax-specific law to determine who is required to file the return and the filing deadline.
In other countries, the substantive law may be self-contained, having all the necessary provisions for its
administration within the one law for a specific tax. Still another approach is for all the (national) tax
laws to be organized into a single law or tax code. In keeping with the principles of self-assessment and
making it as easy as possible for the taxpayer to comply, consolidating all the provisions into as few laws

19 Forms, depending on the country’s legal system may be: 1) required to form part of the primary law as a schedule
that can only be amended through the legislative process; 2) prescribed by subordinate legislation such as by
regulation; 3) may be prescribed by the tax administration with appropriate notice being published. This latter
system of administratively determining the content of forms makes it easier to amend forms when necessary.
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as possible is the preferred approach. A tax code, being the ideal situation, removes the potential for
conflicts and confusion that can develop when provisions are scattered across more than one law.

The requirement to file the tax return generally specifies that all persons who are taxpayers are required
to file a return and remit the tax imposed by that law to the government. The law broadly defines who
is a taxpayer and requires that they file a return, including, for example, anyone who exceeds a certain
threshold or is engaged in a certain type of activity, regardless of whether they had come forward and

110

registered or not.” This construction eliminates the need for additional provisions that describe the

need for filing returns and paying tax by taxpayers, who have failed to register.

In addition to the requirement to file a return, there should not be confusion about the requirement to
sign a return. In the absence of an e-file provision in the tax law or an all-encompassing e-commerce
law, tax administrations require original signatures signed in ink. In most tax jurisdictions, the general
assumption is that the signature on the return is presumed to be valid unless the person claims the
signature was not theirs and proves it. In many jurisdictions, the law or regulations provide for tax
preparers to sign original returns in a special block on the return that indicates it was prepared by a
person who was paid to prepare the return. Of particular importance are the provisions relating to
corporations. The legal norm is that returns are signed by an officer of the company, which would
normally include the president, vice president, treasurer, chief accountant, or any other person, who is
authorized to sign. Similar to other returns, a paid preparer, such as an accounting firm, can sign the
returns for a corporation. It is important to note that, although the preparer may have been engaged by
the corporation to file the return, unless there is a valid designation authorizing the tax administration
to communicate with the preparer, such communication would be prohibited under the secrecy

provisions of most tax laws.™™

Notable and typical shortcomings to providing a sound legal basis to file tax returns and remit the
required amount of tax in some countries include:

e The law requires a return to be filed, but fails to specify the form. Countries should require that
forms be published in one of the following ways: (a) as part of the substantive law, which
requires approval by the legislature; (b) as part of a regulation, which, within the regulatory
process, may or may not require approval by the legislature depending on the legal system; or
(c) as part of an administrative action, which only requires approval by the head of the tax
administration and some form of public notification. Failing to specify the form can have the
unintended result that a letter or anything submitted has to be considered a return. Such
submissions are difficult to computerize. In some jurisdictions, the failure to specify the return
form renders the requirement to submit a return void until such time a form is specified;

"% 11 the case of VAT, it is common for the law to state that all registered persons and those required to be
registered are required file a return and remit the tax.

"""There are other instances where returns are submitted on behalf of a taxpayer. These include the final income tax
return filed by the trustee on behalf of a deceased person and, in the case of financial insolvency, a return filed by a
receiver or trustee in bankruptcy. In these situations, the returns would be accepted when accompanied by proof that
the signatory has the legal capacity to file the return.
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e Requiring a return to be filed, but failing to specify where the return is filed such that returns

submitted to any tax office, including the most remote one, are acceptable;

e Returns are considered filed if postmarked on the due date, even though an inefficient postal
system can take several days or even weeks to get the return to the addressee; or

e Provisions for electronic filing of returns are either non-existent or are outdated due to
technological advances.

The following few subsections describe specific areas of the legal framework that are of paramount
importance to filing and payment and deserve additional attention: tax policy simplification, form
design, withholding taxes, and sanctions.

7.1.3. Tax Policy Simplification

Tax administrations exist for the purpose of ensuring taxpayers' compliance with the tax laws and the
exercise of good tax policy choices by the political leadership directly impacts tax administration and
compliance. This said, "tax administration is tax policy" — a statement often attributed to Milka
Casanegra de Jantscher, head of the IMF Fiscal Policy Division in the 1980s. She had concluded that,
however finely tuned the design of the tax policy might be, it is the manner of interpretation and
implementation of the law by the tax administration that counts. The tax laws can contain a large
amount of complexity and, if combined with the tax administration not having appropriate staff to
interpret and implement the law, cause the actual burden of the tax to be very different from the
original objective. Complexity in the law also leaves latitude for "interpretation," and, hence, rent-
seeking can easily take hold to supplement what are perceived to be low salaries in many tax
administrations.

It is not a surprise that increases in the complexity of a tax causes more persons to use the services of
tax practitioners, but, interestingly, the average level of non-compliance is higher for tax returns
prepared by persons who were paid for this assistance.'*

7.1.4. Form Design - An Important Consideration

The tax system starts with the tax return. This is often an overlooked, yet critical element in the process
of encouraging tax compliance. There are some basic guidelines that contribute to overall compliance:
(a) the return should be kept as simple and self-explanatory as possible; (b) it should present a series of
logical steps to calculate the amount of tax owed for the tax period; (c) it must provide sufficient
information in a logical format for the tax administration to be able to verify the proper calculation of
the taxpayer’s tax liability and be able to run various background validation tests; (d) where necessary, a
guide to properly completing the return should also be produced in an effort to reduce taxpayer

"2 Alm (1999), p. 21.
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errors,™™ which will reduce processing costs and time and assist with efforts to rapidly identify non-

compliance; and (e) the professional appearance is as important as the design.

Designing forms is a specialized field that is beyond the scope of this document. There are, however, a
few basic guidelines:

e All forms should have a consistent look as part of a corporate identity, and certain information
blocks should be standardized;

o Information requested should be consistent across the whole series of tax returns and other
documents. For example, the taxpayer name, address, and taxpayer identification number (TIN)
should be consistent across all forms in the same position, typeface, spacing, etc. This presents
a professional appearance;

e All forms should have a form number and a revision date;

e Form making software is available and should be used to prepare all forms in order to provide a
professional appearance.’™ A quick internet search will result in a multitude of software that
can build professional looking forms;

e |f forms are completed by hand, the response areas should provide sufficient space to
accommodate a large script;

e Lines and cells in forms should be numbered. This makes references in instructions easy to
follow and navigation in the form simpler. In addition, when cells in paper forms are numbered,
data entry becomes simpler, as the data entry operator can simply type the cell number and the
value submitted by the taxpayer for that particular cell;

e |n forms that will be processed manually, the tax administration should consider including a
check digit™®
number of the cell, the value submitted by the taxpayer, and the check digit. This process

in the line number as in the example below. The operator will have to enter the

minimizes a frequent error, where operators capture cell number and values of a line above or
below the actual line that is being processed;

e Questions and response areas should follow in a logical progression;

e Statutory references should be totally absent, or should be included as footnotes to any
explanatory notes or instructions;

o All forms should be on a standardized paper size, i.e., Ad or Letter;

e All forms that are available to the public should be available online through the tax
administration website, either for download or to be filled online and submitted;

e C(Clearinstructions with examples should be provided;

"3 For example, the tax administration of India began publishing, in all indigenous languages, a pamphlet entitled
How to Compute Your Taxable Income. Two years after the first publication, computational mistakes had dropped
from about 22 percent to 3.5 percent. This reduction in computational errors produced savings in administrative
costs.

' One of the industry standards is Adobe, due to its ability to build forms that can be completed online and
complemented by the other services that Adobe can offer.

"% This digit is computed from the remaining digits entered. If the system computation results in a check digit that
is different than the one included in the line, then there is an error in the entry.
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In cases where minimal information is captured and a large amount of forms need to be
processed, the tax administration should consider the use of forms that can be processed using
optical character recognition (OCR) technology. OCR technology has evolved to become a
reliable data capture technology. OCR technology should be limited to forms that contain
mostly numeric information. It can be considered an expensive solution since special
equipment is required to capture process and review forms;

Some tax administrations have implemented pre-printed forms, where some information,
mainly identification information, is printed on forms that are sent to taxpayers. This process
relies on a well-established mailing infrastructure; and

With the increase in the amount of electronic data being collected for audit and other purposes,
tax administrations have the ability to pre-populate tax forms for taxpayers in some cases. For
example, in the case of income tax withholding for employees, the tax administration requires
companies to report the withheld amount for each employee. This information can be used at
the end of the year to prepare a "suggested" or pre-populated individual income tax return that
the taxpayer can access on the internet and modify or simply submit with his/her
concurrence.™® Similarly, the use of electronic invoices and information from Customs
facilitates the preparation of a pre-populated form for the monthly VAT filing.

Figure 7.1. Sample section of a VAT form'"’

O o0 3 O

Capital Gains (attach schedule) + 100 9
Rental Income (attach schedule) + 105 4
Interest Income + 110 8
Other Revenues (attach schedule) + 115 3

7.1.5. Withholding Tax

An appropriate legal framework should ensure that the number of taxpayers is reasonable when

considering the tax administration’s budget, staffing levels, and infrastructure. This means that, for

example, when designing a VAT, the threshold requiring registration should keep the number of

estimated taxpayers within the bounds of the tax administration’s capability. It can also mean that the

number of persons required to file a personal income tax return should be kept small by setting a

minimum taxable income, below which persons are exempted from filing a return. In addition, where a

person’s sole source of income is subject to PAYE (pay-as-you-earn) and tax is withheld by the employer,

this can be treated as a final tax whereby the employee is not required to file a return. This rationale for

withholding goes to economies of scale, where the tax administration has to deal with a considerably

' According to CIAT, Argentina, Chile, the Dominican Republic, Mexico, and Peru already have pre-printed or
pre-populated returns. The study notes that the number of tax administrations that implement these will grow as the
service becomes better known and improves in quality, which requires working continuously to improve the
updating and accuracy of the tax information (Inter-American Center of Tax Administrations (CIAT) et al. (2012),

p. 53.).

""" Note that each data cell is numbered and a check digit for data entry purposes has been added at the right hand
side of the cell.
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smaller number of larger remitters of PAYE — employers — who have the sophisticated record-keeping

and accounting systems to simplify the process of tax remittance and information reporting. Source
withholding increases tax compliance as long as the tax administration closely monitors the withholding
agent for compliance. This is easier with a single employer than with many employees. Withholding
taxes also act as a safeguard, ensuring that some tax is remitted even when the statutory bearer (e.g.,
the employee) of the tax fails to file a return or otherwise disregards their tax obligations. A properly
functioning withholding system reduces the cost of administration: there are less files / returns to deal
with, requiring less staff, less physical space and other infrastructure, and less personal interaction with
small taxpayers.

In the OECD countries,™™® income-related taxes, for example, account for approximately 62 percent of
total tax revenue.

e 28 of 30 OECD countries apply withholding taxes on employment income; and
e 23 of 30 OECD countries routinely apply withholding to payments of dividend and interest
income.

Given the large contribution of these taxes to a government’s revenue, it is worthwhile to design
administrative mechanisms such as withholding tax at source to ensure compliance.

When designing a withholding regime, electronic reporting should be a requirement for larger
businesses and government, while web-based reporting solutions should be developed for smaller
taxpayers. This may involve upgrading the tax administration’s information technology (IT) systems and
working with taxpayers to develop an appropriate interface between taxpayer systems and the
reporting requirements. Moreover, Scandinavian countries are piloting the use of information reports
submitted for withholding to pre-fill the tax returns for some individuals. The concept is that these pre-
filled tax returns will eliminate most of the effort required by taxpayers to complete their annual tax
returns. By doing this, the compliance rate should increase.

The below table is illustrative of some of the withholding and reporting systems in use in selected OECD
countries.

Figure 7.2. Withholding and information reporting regimes of selected OECD countries'"”’

Nature of regime Industries targeted Year begun

Canada Contract Payments Reporting only Construction & all goods & 1999
Reporting System services provided on a
(CPRS) contractual basis to Federal
Government Bodies
Ireland Relevant Contracts Reporting Construction, meat 1970
Tax (RCT) (withholding processing & forestry
sanction)
Professional Services | Withholding & Professional services (as 1987

"8 OECD (August 2009), p. 6.
"9 1bid., p. 14.
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Nature of regime Industries targeted ‘ Year begun
Withholding Tax reporting defined)
(PSWT)
Third Party Returns Reporting only Very broad coverage 1992
(TPR) prescribed in law
Japan Statutory With- Withholding & Specific categories of 1899
holding and reporting remuneration & fees
Reporting (SWR) prescribed in laws (not
captured by 'employment’
income)
New Zealand Schedular Payments | Withholding & Very broad coverage 1979
(SCH) reporting prescribed in law
Norway Withholding tax- Withholding & Fishing 1956
fishermen (WTF) reporting
United Construction Withholding & Construction 1972
Kingdom Industry Scheme reporting
(CIS)
United States Information Returns | Reporting & Very broad coverage 1954, 1984,
Program (IRP) and withholding prescribed in law 2011
backup withholding

Although withholding reduces the costs to the administration, it imposes additional costs on businesses

that should be considered when deciding on a withholding regime. These costs include:

Training costs for the human resources (HR) and payroll department, as well as the costs of
making those who will have PAYE deducted informed about how the system works;

The cost of obtaining information required from payees;

The costs of adjusting the payroll/accounting system and maintaining records for possible future
audit verification;

Accounting for any taxes that must be withheld from payments made;

Preparing information returns for the tax administration;

The costs of preparing PAYE information slips on amounts withheld;

The costs associated with inquiries/ audits by the tax administration; and

Personnel costs.

Finally, there are new costs that the tax administration should bear, including:

Preparation of guides and other explanatory materials;

Enhancements to the IT system;

Processing costs related to the additional workload for returns and payments;

Additional staff for dealing with information requests; and

Enforcement costs to deal with the additional workload for non-filers, stop-filers and failure to
pay cases for PAYE.
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7.1.6. Sanctions

Effective penal provisions in the legal framework are necessary to encourage taxpayers to comply, and
there is a considerable body of research into penalties for non-compliance. It should be noted, first,
that not all taxpayers deliberately set out to be non-compliant. There are unintended errors and honest
mistakes, and sometimes taxpayers simply do not understand how the law applies. As a result, non-
compliance can be divided into two categories. The first category comprises taxpayers who are non-
compliant, but would probably comply voluntarily if conditions were different. For example:

e They lack sufficient information on how to comply;

e The effort to be compliant is too expensive. That is, they cannot spare the time or afford an
accountant; or

e |tis too difficult to comply. Many hours are spent in a queue waiting for a tax official to accept
the return.

The second category consists of the taxpayers that willfully decide not to comply. These taxpayers may:

e Make an economic decision to evade paying tax, where the costs and risk of detection are less
than the perceived benefit of non-compliance;
e Fundamentally disagree with paying tax. They may disagree with the government's policies; or

e Avoid paying tax through overly aggressive tax planning.*

The below diagram illustrates the results of research into tax compliance by the Australian Tax Office.
Similar to all countries there are a very small number of taxpayers who for a variety of reasons make a
conscious decision to be non-compliant. This small group requires the tax administration to expend
considerable resources and apply the law to its fullest extent in order to obtain compliance. This is
contrasted by the large majority of taxpayers who are generally compliant where it may only be
necessary for the tax administration to send the taxpayer a low-cost reminder notice to assist them in
complying.

120 Aggressive tax planning consists in taking advantage of the technicalities of a tax system or of mismatches
between two or more tax systems for the purpose of reducing tax liability.
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Figure 7.3. Australian compliance model'*’

Attitude to compliance Compliance strategy
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Have decided Use full force
not to comply of the law
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The taxpayer’s perception of the risk of being detected, combined with the taxpayer’s perception
whether the sanction will actually be imposed, is important. For example, the government willingness

to impose sanctions and pursue cases in the courts, where necessary, is a factor in attaining
compliance.’” Thus, when taxpayers know or perceive that their likelihood of being prosecuted in court
is negligible, these sanctions become ineffective. The situation can worsen if taxpayers believe that non-

compliance is relatively common and goes unpunished. An attitude of "everyone does it, so | will too"

may develop, or what is sometimes referred to as "the crowd mentality" may emerge, resulting in the

quasi- legitimization of non-compliance. This type of non-compliance is difficult to turn around.

When designing a sanction scheme, there are other factors to consider.

Although the rationale for sanctions may seem obvious, governments should not lose sight of
the fact that their purpose is to correct or deter non-compliance. Financial penalties should not
be viewed as an important source of revenue. It is inadvisable, for example, to split a portion of
the penalties with the revenue administration, as this will become an incentive to apply
penalties as frequently as possible. Dependence on penalty revenue can also be a source of
discontent and resentment by taxpayers, and the sanctions can lose their deterrent effect.

Including imprisonment in the sanctions as an alternative to a monetary penalty can have fiscal
implications for governments, and there may also be legal limitations on its use. Prison terms
cost the government for facilities, incremental costs for each prisoner, trial costs, etc., and may
result in increased expenditures that affect the budget. In addition, the ability to use

121

htt

Australian Taxation Office, Compliance Program 2011-12,
://www.ato.gov.au/corporate/content.aspx?menuid=0&doc=/content/00284023.htm&page=5&HS5.

122 Examples are discussed in Chapter 9.
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imprisonment as a sanction is often reserved for the most severe economic crime of criminal

fraud. Including imprisonment for failing to simply file a tax return and pay taxes does not fit
the scheme of the sanction being proportionate with the offense.

e Financial penalties may be inconsequential to some taxpayers, such as those with a high overall
net worth or, conversely, those that lack the resources to pay the penalty. In other situations,
where there is inflation, the effect of the sanction could be nullified if payment can legally be
delayed long enough. Even well-crafted financial penalties, such as those that are proportionate
to the amount due or that increase for subsequent offenses, may still be ineffective. In this
circumstance, possibly imprisonment as an alternative penalty would be more effective or even
the temporary closure of the business could be considered but their use would be under
exceptional circumstances.'*

e The effect of sanctions being compounded is an important consideration. Sanctions that
continue to compound into an exorbitant amount that cannot be paid could be viewed as unjust
and confiscatory. Some countries have been accused of using the tax system and these severe
sanctions to silence their opposition, or to sell the assets of a successful business at "fire sale"
prices to their friends. If sanctions are enforced largely against the less powerful, and the
wealthy or currently connected persons are seen to be above the reach of the law, then it is
reasonable that the public’s perception of justice is weakened. This also has the potential to
lessen tax compliance. Thus compounding sanctions should be capped at a reasonable amount
that can be paid.

While they may be well-intentioned when initially drafted, severe sanctions provide the possibility for
abuse. This is also particularly important where there is corruption in the tax administration. Situations
can quickly develop where administrative powers are selectively applied by corrupt tax officials to
extract additional personal income. The general guidance when considering a sanctions scheme, and its
accompanying administrative guidelines, would be to deal with non-compliance by imposing moderate
sanctions more frequently than by creating an elaborate scheme of sanctions containing some
provisions that are so severe that they are intended to be rarely applied.

Even well-intentioned administrative action to reserve the sanction for punishing presumably rare and
severe cases of non-compliance can also be perceived as arbitrary. Thus, when designing sanctions as a
deterrent, it is better to ensure that they are relatively light and have programs to detect non-
compliance rapidly, as opposed to having severe sanctions that are applied infrequently. If severe
sanctions must be included (often as a result of religion and history), they should be subject to oversight
and an independent appeal process.

The above considerations are important when designing sanctions for non-compliance with the law. In
particular, in cases of delayed payment, charging interest on penalties for non-compliance serves to

'3 Financial penalties should be "appropriate,” which cannot easily be described in legislation and the purpose of the
paragraph above is to note some of the potential pitfalls. In addition, imprisonment should likely remain reserved
for offences such as fraud, as discussed in Chapter 9.
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protect the real value of the government’s revenue, and the penalty itself is meant to discourage non-

compliance.

Interest

Late payments should automatically be assessed interest since interest reflects the time value of money.
The application of interest should never be waived. The common practice is for interest to accrue at a
market rate rather than some arbitrary rate that is either too low to fairly reflect the actual cost of the
use of unpaid taxes by the taxpayer, or so much higher than market rates that it becomes a penalty. The
rate of interest is typically set by regulation or some other mechanism where it can be periodically
adjusted without requiring legislative approval for each change. The most common method of
determining the rate is by reference to the Central Bank rate plus a certain percentage to approximate
the rate of interest a business would be charged if it borrowed money from a commercial lender. In
determining the surcharge on the Central Bank rate, it is presumed that a defaulting taxpayer would be
charged a higher rate by a commercial lender than it would charge to one of its best customers. This
higher rate further discourages defaulting taxpayers from cheaply "borrowing" from the government.

Bank rates can change frequently, so to avoid administrative costs that would result if the rate were to
change every few days, it is more convenient to establish specific dates on which the rate is set. Some
countries may specify in the tax law that the Central Bank rate on the first day of each calendar quarter
will serve as the base rate (plus pre-determined surcharge) to be charged on late tax payments for that
calendar quarter. Other countries adjust their rate less frequently, but at a minimum the rate should be
adjusted annually to account for changing global economic conditions.

Penalty

The purpose of imposing a penalty for the failure to file a return or make a payment is to deter non-
compliance. Usually, there are separate penalties for failure to file a tax return and failure to pay tax on
time, as each of these acts is a separate form of non-compliance. There are some fundamental issues to
consider when determining the size of a penalty. First, the amount of the penalty should be fair. For
example, the tax administration must consider whether the penalty for the failure to file an information
return should be equal to the penalty for failing to file an annual income tax return or a monthly VAT
return.

The penalty should have a reasonable chance of being paid. For example, if a taxpayer is struggling to
pay the tax, it may not be reasonable that a penalty for failure to pay should continue to compound to
become ten times the original amount owing. If an imposing a large penalty due to compounding has no
reasonable chance of being collected, it should not be imposed. Large penalties can distort the
government’s potential revenue and have an impact on government budgets. Large penalties are likely
to become uncollectible and, thus, will need to be written-off at a later date.

As previously mentioned, penalties are often structured to take into account varying degrees of
culpability. For example, tax laws generally contain considerably more severe sanctions for cases of
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fraud, such as financial penalties that are twice as large as normal. Where the payment is late, the usual
approach is to calculate the penalty as a percentage of the amount of tax that is due. In this manner, the
penalty is proportionate to the amount of tax that is not paid. Penalties of this type can, however,
become excessive, and ultimately uncollectible, if the taxpayer does not pay quickly and the penalty
amount continues to grow over time. As a result, the common practice is to limit the penalty to a
maximum, thus retaining a reasonable chance the penalty imposed can be collected.

A sample penalty regime could be: a penalty for the first month of 5 percent of the unpaid amount,
which would decrease to 2 percent for each subsequent month up to a maximum penalty of 25 percent
or 50 percent for deliberate underpayment. The penalty is further increased by an additional 10 percent
(of the amount due) in the case of negligence (which is defined as any underpayment greater than 30
percent of the amount owed). In cases where the taxpayer is found guilty of fraud by the court, the civil
penalty is double the amount that would have been applied if the taxpayer had been negligent, but a
criminal sanction may also be applied such as an additional financial penalty or even imprisonment. It is
also worth noting that in cases were the late payment is a trivial amount, some countries do not apply a
penalty, recognizing that small amounts cost more to collect than the amount owed. In Canada,
penalties on amounts of less than one dollar are not applied.

Failure to file a tax return is generally subject to a fixed penalty, rather than a proportion of the amount
due. A proportional penalty for late filing leads to difficulties in situations where only a small amount of
tax is due, as the small resultant penalty does not have a deterrent effect. Another difficulty with the
proportional approach is that there would be no penalty in cases of "nil" returns and information
returns. Furthermore, filing a tax return is a key document that is relied upon by tax administrations for
determining other actions, such as risk analysis, audit selection, and statistical analysis of the tax base.
For these reasons, a specified minimum sanction that applies in all cases regardless of the amount of tax
that may be declared is preferable.

As a final note concerning the size of the penalty, some countries that are experiencing relatively high
inflation have found it useful to index the penalty amounts for inflation. Penalties could be expressed in
terms of generic penalty units in the legislation, with the value of the penalty unit determined by a
regulation at specified intervals.

Special Circumstances - Personal Liability for Penalty

Another issue that arises is with respect to legal persons. An example would be a company that is
required to file and remit VAT but has insufficient funds to meet all the company obligations. The Chief
Financial Officer (CFO) directs that salaries and trade accounts are paid instead of remitting the VAT. In
this situation, the company, as the taxpayer, would incur both interest and the penalty for failure to pay,
but the physical person (CFO) who is responsible for the company’s tax position is not subjected to any
sanction. Not remitting VAT is particularly important, since in most countries the VAT is collected by the
taxpayer on behalf of the government and this money is legally regarded as "trust funds." In this
example, the person who suffers the penalty is the owner of the company and not the physical person
who was responsible. Some countries have tried to address this situation by including a penalty for the
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"responsible physical person." Such a penalty provision is usually restricted to specified circumstances,
such as in the United States where the penalty applies only in the case of failure to withhold the
appropriate amount of taxes on payments to third parties and on failure to remit employee withholding
(PAYE). In this situation, the legal person and the "responsible physical person" are considered to be
jointly and severally liable for a penalty that is equal to the amount of tax withheld but not remitted or
the amount of tax that is underpaid to a third party.

Rapid Detection of Stop-Filers

The more rapidly non-compliance can be detected the more effective the sanction will be as a deterrent.
It is human nature for people to discuss, at least in broad terms, how the tax system has treated them or
to sometimes boast about how they got away with something. Thus, if non-compliance is detected
quickly and sanctions are applied, others in the community will become aware of the efficiency in
detecting non-compliance through word of mouth. Identifying non-compliance quickly also affects the
taxpayer’s subsequent behavior. For example, if a taxpayer fails to file a monthly VAT return and they
are notified shortly after the due date that it was not received and an automatic penalty has been
applied, this has a higher probability of correcting their behavior for the next monthly VAT return.
Secondly, if the failure to file the return was not an honest error and it was not dealt with quickly, there
is a greater likelihood that the taxpayer’s non-compliant behavior could be repeated, testing other taxes
the next time, in addition to repeating the original VAT non-compliance.

Similarly, it is also human nature to dislike paying a penalty, no matter how small. People may accept a
penalty more easily if the rules are clear and known, but they will still take action to avoid being
penalized. For example, when a parked vehicle on a public street remains past the allotted metered
time, people are accepting of the parking ticket as they know the consequence. There are usually many
stories circulating about the efficiency of the police in ticketing vehicles, so they have the perception of
a high probability of receiving a parking ticket. As a result, people will hurry back to their vehicle to
avoid receiving a ticket. The same generality applies to taxes.

The most important administrative action that can be taken is to design processes and procedures that
will assist in the rapid detection of non-compliance when it occurs, the application of automatic
sanctions, and swift notification of the taxpayer. The simplest method of applying a sanction, in the case
of failure to remit tax when due, is to automatically apply a percentage calculation to the amount of tax
due but unpaid. To introduce an element of fairness into the application of automatically applied
sanctions, in situations where the taxpayer can prove that they could not comply due to circumstances
that were beyond their control or some other defined reason, the tax administration would, following
defined and published guidelines, have the ability to remit the amount of penalty that had been
automatically applied. This is a proven, effective method of deterring subsequent non-compliance.

As a component of clear and understandable tax laws, sanctions should be uniformly the same across
the various laws, if they are not contained in a single statute. In this manner, taxpayers can understand
sanctions more easily. Furthermore, beyond simplifying the law, uniformity also makes it easier for the
tax administration to apply sanctions. Finally, taxpayers should not be faced with the imposition of
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multiple penalties for the same offense, nor should there be non-compliant behavior for which there are

no penalties.

Frequent Problems with Sanctions
Some of the more common problems with sanctions can be:

e Penalties that are specific amounts in the substantive law. Over time, with inflation, the
deterrent effect of the penalty is lessened to the point where it becomes a meaningless amount.
Legislators are sometimes hesitant to revise these amounts, as revisions to a tax law must
usually follow the legislative process which can be time consuming. As part of this legislative
process, there is the risk that penalties would be subject to possible debate where proposed
changes could be altered or even rejected. Some countries have created the application of
penalty units, with the amount of a unit being determined by a regulation, Ministerial decree, or
some other mechanism that does not require returning to the legislature. The rationale being
that a regulation is easier and quicker to change.

e Laws that impose penalties regardless of the amount can unintentionally create small residual
amounts on a taxpayer account that must be collected. These small amounts can become an
administrative headache to collect, aggravating the taxpayer, and often costing more to notify
the taxpayer and collect that the original amount. For this reason, tax laws often have a de
minimis amount, below which interest and penalty is not applied.

e Overly complex sanctions that try to define various circumstances with a variation of the
sanction to each circumstance. While the original intent is to provide a graduated system of
sanctions depending on severity, these complexities can lead to a lack of clarity, issues of
interpretation, and, ultimately, disputes.

e Compounding can initially be a compelling reason to settle tax arrears, but, in the absence of an
upper limitation, it becomes an amount that cannot be reasonably repaid.

e Sanctions that are overly severe as to result in the business ultimately being closed and its
assets sold under the arrears collections provisions of the law. Severe sanctions can be abused
as a negotiation point to extort bribes or as a means to silence political adversaries.

Partial Payments

Taxpayers often misunderstand how their payments will be applied to any amounts that they may owe,
including if the amount paid is insufficient to cover current arrears. In most countries, partial payments
are applied first to penalties and interest in the order in which the penalties and interest became
payable, and second, to taxes, fees, and charges in the order in which they became payable. The law
should be clear on how payments will be applied to a taxpayer’s account.
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7.1.7. Organization and Procedures

As with most aspects of tax administration, there is no single perfect way of conducting business. There
are, however, some general guidelines that will assist in designing an organization that is efficient,
effective, and less costly than other alternatives.

Large Taxpayers

Some administrations have placed responsibility for large taxpayers solely within the Large Taxpayer
Office (LTO)™. Although the definition of who qualifies as large taxpayer varies between countries,
there are general characteristics they have in common, including:

e Multiple operating entities;

e High volume of transactions in day-to-day business activities;

e lLarge number of employees;

e International business dealings;

e Unique industry characteristics (such as banking or oil and gas);

e Complicated issues (involving complex tax law and accounting principles);
e Complex financing and business structures; and

e Their own tax department to manage the tax affairs of the company.

Large taxpayers generally have a tax compliance function within their organization and designated
person(s) responsible for the various tax returns, but large taxpayers sometimes fail to file returns or
remit taxes.

Box 7.1. Compliance of large taxpayers in Bangladesh

In Bangladesh, a study of large corporate taxpayers125 found that 84.4 percent of them file returns on time,
but when reporting income their compliance drops to 53.9 percent. In paying taxes on reported income, their
compliance was 75.3 percent. Interestingly, the study found that only about one-third (37 percent) of the
large corporate taxpayers were simultaneously compliant with filing, reporting, and payment obligations.
Conversely, 63 percent of large taxpayers were non-compliant at any given time in meeting their filing, income
reporting, and/or payment obligations.

Large taxpayers as a small, select group are responsible for a high portion of tax revenue. Large
taxpayers are critically important to a country’s revenue, as this group usually comprises less than 5
percent of the total number of taxpayers but can account for 75 percent to 85 percent of the revenue.
One late return or late payment can have a material impact on a government’s revenue. This said, an
LTO is responsible for a relatively small number of taxpayers, and these taxpayers are generally
compliant for the purposes of timely filing and payment. Thus, the staff in the LTO that is responsible
for tax arrears are also assigned the task of obtaining compliance for outstanding returns and current
tax. Clearly, with the majority of the revenue for a country concentrated in relatively few taxpayers, the

1241 TOs are discussed in Chapter 4.
123 Akhand (n.d.), p. 11.
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default by only a few on meeting their filing and payment obligations requires swift action. Strategies to

do so are examined later in this chapter. From the tax administration’s operational level, the most
important element is being able to rapidly detect when a return is overdue or a payment is missing or
short. Modern tax administrations rely heavily on computerization and the underlying procedures for
this task.

What should be the appropriate target for large taxpayer compliance in timely filing and payment? Both
the ideal situation and the reality should be a target of 100 percent compliance. The accounting systems
for large taxpayers are almost always fully computerized and can produce the information required to
complete a tax return very shortly after the close of the tax period. Thus, large taxpayers should be
required to e-file their returns. Similarly, large taxpayers, in most cases, already have systems to pay
their employees and suppliers directly into their bank accounts. This should also be the case for paying
taxes. In this manner, a non-compliance report can be produced the day after the close of any tax
period. Such a report will accurately reflect the compliance of this group of taxpayers and appropriate
action can be taken immediately.

Small and Medium Taxpayers

Small and medium taxpayers are different from large taxpayers. First, they are numerous, but make up
a small percentage of the government revenues. Their business organization may be both poor and
inefficient and, unlike large taxpayers, they may not have highly qualified accountants on staff.

Small and medium-sized enterprises (SMEs) are perceived by most tax administrations as part of a hard
to control segment of the tax base. This has resulted in special legislation applicable to only select
subsets of these taxpayers. In some countries, there is a presumptive tax'*® for select groups of
taxpayers. Various countries, for example, have "simplified" methods of calculating the VAT liability of
different categories of small VAT payers. The purpose of these simplified methods is to include a large
number of taxpayers, who are usually self-employed or have a minimal number of employees, whose
tax compliance has traditionally been hard to control, and who have low income levels and little impact
in terms of revenue collection in the VAT base. These approaches have been adopted to facilitate small
and medium taxpayer compliance by reducing their compliance costs. This is accomplished by
simplifying formalities for record keeping, tax reporting, and tax payment. This is also logical, as the
administration’s resources are limited and higher skilled employees are allocated to control large
taxpayers.

Administrative tasks toward the smallest taxpayers normally include verifying that they are correctly
classified in the proper tax bracket (by revenue) or segment (i.e., market stall, taxi, barber, etc.) and
ensuring that a periodic return and payment is made. In many countries the requirement for a return
has either been removed or simplified to only a couple of information items. Periodic payment, of
course, is required.

126 In a presumptive tax regime, tax liability is computed using means other than the usual taxpayer accounting rules.
This is usually done to simplify tax computations for small taxpayers or taxpayers in specific sectors. For example,
a presumptive income tax could be computed as a fixed percent of estimated gross receipts or net worth.
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Almost all tax administrations in the world operate their small taxpayer programs on a voluntary basis.

Taxpayers will register after self-classifying or self-categorizing their activity. A minimal amount of
documentation is submitted and the tax administration usually does not verify the information. As
previously mentioned, the only variable to classify the taxpayer is gross income, which is a parameter
that is difficult for the tax administration to verify. Taxpayers will tend to register in the lowest tax
brackets or categories. Thus, while they appear to be observing their tax obligations, they are benefiting
from tax savings without running any risk, since no controls are exercised after registration. If controls
are attempted, they are inefficient.

Presumptive and simplified regimes should not be skewed to collecting minimal information for the sake
of expediency, if this will result in lack of compliance. As described below, presumptive and simplified
regimes have flaws.

e One of the basic flaws is that these regimes initially prioritize attracting as many taxpayers as
possible and the corresponding public campaign focuses on "selling" the benefits of joining the
formal sector. Thus, many of the normal checks and verification are eliminated or
administratively ignored. Crucial information about many taxpayers is questionable at best,
with incomplete and invalid basic contact information, such as an address or telephone number.
After a period of time, these errors become a problem and countries attempted to take
corrective measures, but, by this time, the number of registrations is overwhelming and, often,
tax staff assigned to the problem is poorly trained, with a lack of supervision and inefficient
verification procedures.

e A problem with attempting to cleanse the information is that most tax administrations use
business turnover for classification, which is very difficult to control, especially since the cleanup
of the data is usually done from the confines of a tax office (i.e., without seeing the taxpayer’s
premises to try to verify, even visually, their statement of turnover).

e Another problem with cleanup of the tax filing and payment system, as it applies to presumptive
taxpayers, is dealing with those who joined the system but understated their income so as to
receive more preferential tax treatment. As previously noted, the determination of these
taxpayers’ actual income is very difficult and no prior action has been taken to verify whether
they were properly classified. Even if this group was correctly classified, their revenue impact
would be minimal, at best, and the tax administration would be left to deal with numerous
complaints, bad relations, negative press, and possible political intervention since small
taxpayers represent a large voting bloc.

These factors result in attempts to control the situation and encourage compliance by enacting a
penalty regime that is ineffective given the minimal resources that the tax administration has available
and the possible political problems with penalizing the smallest taxpayers. One option is for tax
administrations to use matching computer databases to attempt to identify non-compliant taxpayers.
Proxies of income, such as electricity consumption, water bills, cell phones, and third party sales, among
others, are possible areas to examine. Undoubtedly, this exercise will identify non-compliance, but the
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tax administration must ensure that adequately trained and qualified persons are utilized. Otherwise,
the same problems that developed with the initial registration will recur.

In summary, these special tax regimes that were designed to help small and medium-sized taxpayers to
cope with transitioning from the underground economy to the formal sector were intended for a very
large number of small taxpayers conducting low-income generating and hard-to-control business
activities. Given their low incomes, they would have a negligible impact on total tax revenue. Rather
than the regimes described above, simplicity of the tax system should prevail over revenue
considerations. Thus, any formal obligations that this category of taxpayers must meet have to be
considerably simplified. As a result, various tax obligations are usually replaced by a single, regular
payment which discharges all tax obligations.

Addressing Small and Medium Taxpayer Compliance

The problems created by a weak registration program should be addressed through a more robust
screening of the initial registration information to verify to the extent possible.

e Addresses (where there is a formalized address system) are verified against the property tax
database;

e Cell phone numbers are verified (although people often change numbers, and on prepaid
phones this validation is generally non-productive);

e National Identity numbers (if in use in the country) are checked against the database;

e Passport number (although most small taxpayers do not have a passport); and

e Bank account information is required, which can be a problem with the smallest taxpayers, as
banks may not allow them to open accounts.

Tax payment must be convenient, simple, and quick, including, for example:

e Payment accepted at any bank, without charge to the taxpayer; and

e A short payment form completed by the taxpayer which shows the TIN and current contact
information (i.e., telephone(s), address). This basic information could be entered online by the
bank and serve to update the contact information on file at the tax administration.

Mobile phones have also become an important additional electronic service delivery channel for this
purpose that has grown rapidly over the past 5-10 years. The OECD previously reported that just over
half of surveyed revenue bodies revealed the use of taxpayers’ mobile phones for taxpayer service-
related purposes. For the most part, the services offered were fairly limited and the volumes quite

|OW 127

Invoices issued by small taxpayers operating under the presumptive tax regime cannot be used by VAT
registered persons to obtain a credit for tax paid. This is designed to encourage small taxpayers to
progress to the next level in the tax system and leave the special tax regime. This measure also reduces

27 OECD (March 2010), p. 56.
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the problem of invoices being used to conduct VAT fraud. All persons importing goods through Customs
128

must have a valid tax clearance certificate™™. As discussed in Chapter 10, this action must be thoroughly

planned and coordinated with Customs.
Finally, all persons supplying the government with goods or services must:

e Be registered as a taxpayer; and
e Submit a current tax clearance certificate.

7.1.8. Getting the Tax Return from the Taxpayer to the Tax Administration

The first step in the filing process is getting the tax return from the taxpayer to the tax administration.
Various methods are in use, ranging from using the traditional method of completing a hard copy and
using either mail or hand delivery, to online completion with digital signatures and instant transmission,
to tax software that interactively guides the taxpayer through the process and, where internet is
available, transmits the completed return to the administration.

There are costs and problems associated with manual returns and archaic payment systems. Tax
administrations spend large amounts of time and financial resources to print blank return forms and fold
and stuff these forms in envelopes (in many instances, temporary staff are recruited). The process is
delayed as the mail system in many countries can be slow. Paper returns must be entered manually.
This is a slow process that can contain data entry errors and introduce inaccuracies into the taxpayer
account. Data entry for individual tax returns can take several months and, in some cases, considerably
longer, as the administration re-enters and reviews all the returns to try and resolve both taxpayer and
data entry errors. Irrespective of the reviews, unspotted data entry errors can remain, which can be
irritants to taxpayers. At the end of the process the paper returns must be physically filed, requiring
staff and space. Manual filing systems are also prone to errors with returns being misfiled. Another
weakness with hardcopy files is they can sometimes be made to "disappear" when crucially required as
evidence in legal proceedings. Often countries require the tax files to be retained for anywhere from 6
to 10 years which requires secure space.

128 Tax clearance certificates are discussed in Chapter 10.
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Figure 7.4. Canada Revenue Agency error rate on personal income tax returns'”
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7.1.9. Data Entry

It is important to note that the process of getting information from the return into the IT system should
take advantage of as much automation as feasible (prefilling forms, barcodes, online fillable forms, etc.),
and internal processes should be simplified and standardized across all taxes to the extent possible to
decrease administrative costs, as well as to detect non-compliance as early as possible. This said, in
cases where paper returns still exist, these returns have to be entered into the system manually.

Tax administrations may have a central data processing unit or may operate in a decentralized manner,
with district offices responsible for the input of their taxpayers, and the LTO responsible for its own
taxpayers. On receipt of the tax return, there are basically two divergent philosophies to posting a
return to a taxpayer’s account. Simply stated, the return is either:

e Subjected to a review process, where it will not be accepted as a completed tax return, unless it
is correct; or

e Posted to the taxpayer account "as-is" and the computer identifies errors for subsequent
correction.

There are variations of either approach. For example, the taxpayer is provided with a receipt
acknowledging a return has been filed, but the details of the return are held in suspense when an error
is detected during data entry into the computer system and remain in suspense until the error is
corrected. In this scenario, the system might be able to indicate there is a return filed, but the details
may not be available. There are advantages and disadvantages to any system, but posting returns "as-

1% Canada Revenue Agency (2007), p. 23.
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is" becomes preferable when following the initial premise that non-compliance should be rapidly
detected and addressed.

Returns should be captured electronically as soon as possible. Experience has shown that problems
occur if data from returns are set aside for error correction rather than being captured immediately.
The most common difficulty is the return is misplaced and cannot be located. This may necessitate
contacting the taxpayer and, although there may be a record of it being filed, there is embarrassment
that it has been lost. The second frequently occurring problem is the return is set aside for error
correction, but other priorities and workload cause significant processing delays which then lead to the
inevitable question about the efficiency of the administration. If a significant number of returns are held
in suspense, efforts to conduct tax analysis and risk assessment could be adversely affected.

Tax returns containing errors must be corrected. Tax administrations have approached this in a variety
of ways within their organizations. Approaches range from:

e Data entry operators setting aside the return when the computer system detects an error to
attempt to resolve the error by contacting the taxpayer by telephone. Unresolved returns that
cannot be resolved by the data entry section are forwarded, depending on the organization, to
other functional areas, such as a dedicated return resolution unit, taxpayer services, collections,
or audit;

e Returns rejected during data entry are automatically referred to an error resolution unit. This
unit may be variously organized as part of taxpayer services, collections, audit, or revenue
accounting. Depending on how the unit is organized, it may contain either clerical level staff, or
it may require some higher level employees if its mandate is to resolve all issues, with the
exception of the most complex situations; and

e Serious problems that cannot be resolved on the telephone, depending on the organization, are
referred to audit, collections, or taxpayer services. The predominant preference of most tax
administrations is to refer the return to the audit function.

Organizations have found that having data entry operators stop production to phone taxpayers is the
least desirable process. Production suffers and, often, data entry personnel cannot answer any
guestions that may arise during the telephone contact.

Ergonomics of Data Entry

Countries are moving toward e-filing as a means of reducing their costs and increasing the accuracy of
the information as it eliminates data entry errors by the tax administration but for the foreseeable
future there will remain the need for some data entry. As a result, modernization of the data entry work
environment is an area that is also often overlooked, but significant gains in both output and quality can
be obtained with minimal cost. The more efficient data entry processes have staff dedicated solely to
this function, and the workplace is conducive to data entry as a production line process with
ergonomically correct desks and chairs. The data entry work environment must be properly designed
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and adjusted to optimize the comfort, safety, and health of operators to ensure quality and productive

output. For example:

e Computer entry tasks are best performed without arm rests. Arm rests can cause restricted
forearm movement, pressure points, and stressful shoulder postures;

e QOperators should be seated so that they can maintain a straight wrist—good neutral wrist
posture—to avoid soreness often caused by working long periods with hands bent upward or
downward and that can contribute to operators developing carpal tunnel;

e Proper positioning of the computer monitor and angling of the screen helps avoid screen glare
and maintain relaxed neck and back postures. The monitor position should not require
operators to tilt their head forward to view the text;

e Proper lighting is important. Windows, overhead lighting, and reflections from shiny surfaces
can create glare and reflections causing eye strain. For example, a bright wall behind a dark
computer screen can cause eye strain, because an operator’s eyes must repeatedly adjust from
the bright surroundings to the dark near-field of view of the computer screen;

e A document holder or copy stand that is properly positioned can make data entry less stressful,
increase efficiency, improve posture, and allow operators to work more comfortably. A
document holder that is placed close to the monitor reduces the head twisting to create less
stressful eye movements;

e Data entry requires operators to constantly enter data into the computer using their keyboard
and source document. For this arrangement, the keyboard and source document should be
placed directly in front of the operator with the display off to the side. Documents should be the
same height as the display;

e Excessive noise, uncomfortable temperatures, glare, and poor lighting affect operator comfort
and productivity, as well as cause distractions. Too high or low light levels, or flickering
overhead lights, cause fatigue; and

o Traffic in the work area, or operations near the data entry workstations, can sometimes cause
distractions. The movement can distract the eye, decrease visual attention or concentration,
and create fatigue.

7.1.10. E-Filing

Electronic filing (e-filing) is the transmission of tax return information directly from the taxpayer to the
tax administration using the Internet.”*® E-filing options include completing returns online as either a
self-prepared return, using a personal computer or tax preparation software.

As the IT systems operated by tax administrations are modernized, provisions are being made for e-
filing. In addition, some administrations have introduced more sophisticated online tax filing systems
that are interactive. These systems have mathematical checks and other prompts that replace the
former manual checks that the tax administration performed during the vetting process. This

% Dowe (2008), p. 6.
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modernization reduces the number of staff required for error correction and makes the system more

efficient as the number of taxpayers to utilized electronic filing increases.

Box 7.2. E-filing in the United States

The processing of individual income tax returns by the Internal Revenue Service (IRS) of the United States
during the 2009 filing season saw e-filing increase by 6.1 percent compared to the same period in 2008. The
largest part of this increase was taxpayers e-filing from their home computers, which increased by 19.9
percentm. For the 2010 filing season, the IRS received nearly 61.3 million tax returns. Of those, 51.6 million
were e-filed, and nearly 9.7 million were filed on paper (a decrease of almost 20 percent from the previous
year). The IRS received nearly 60.5 million personal tax returns for the 2011 tax filing season — 53.9 million (89
percent) were e-filed and nearly 6.7 million (11 percent) were filed on paper.132 The IRS received more than
63 million tax returns in the 2012 filing season: 57 million (90 percent) were e-filed and nearly 6.3 million (10
percent) were filed on paper.133

E-filing and e-payment (which is discussed below) have many benefits, including:

e Convenience — returns can accommodate the taxpayer’s schedule and be filed at any time — day
or night;

e Saves time, as returns do not require taxpayers making a trip to get a physical return from an
office or waiting for the return to arrive by mail;

e Increased taxpayer/client satisfaction;

e Certainty of delivery and quick confirmation of receipt, as tax administrations can provide an
email confirmation that returns have been received;

e Fast refunds — allows taxpayers receiving refunds to get them sooner;

e Assures taxpayer privacy and security;

e Online help facilities and user guides;

e Use of online commercial tax preparation software;

e Eliminates data entry errors and improves data quality; and

e Reduces tax administration operational costs by eliminating the cost of handling paper returns,
and staff requirements for data entry and file maintenance can be reduced.

E-services require the underpinnings of enabling policy and legislation, and technical infrastructure. The
electronic representation of a document should be recognized as equivalent to paper in court
proceedings, and the authentication of both parties and non-repudiation of electronic transactions, as
well as message integrity and confidentiality, should be legally recognized.

7.1.11. Assessment of Returns

Once a taxpayer has registered, filed a return that is entered in the computer system, and paid tax, most
tax administrations pursue the accurate and efficient assessing of returns. The assessment process,

13! Treasury Inspector General for Tax Administration (2009), p. 2.

12 Treasury Inspector General for Tax Administration (2011), n.a.
13 Treasury Inspector General for Tax Administration (2012), n.a.
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more typical of the income tax due to its inherent complexity, checks returns for errors and produces

notices of assessments (acceptance of the return as filed or with changes in tax due) to let the taxpayer
know whether they have properly filed their return and how much tax they may owe, along with
conducting a limited verification of items on the return. With the increasing number of taxpayers, this is
usually done with the help of computer systems. At the same, time the cash area will ensure that the
taxpayer’s payment is recorded in the right account and for the right year and that a receipt is issued.
Having an efficient system in this area is critical.

7.1.12. Payments

Many tax administrations have yet to accommodate electronic payments, and, therefore, taxpayers
make payments at the tax office, government treasuries, and sometimes at the banks. The payments in
tax offices and treasuries often result in long queues near payment due dates and the need for larger
public service areas and additional cashiers to receive and process payments. When checks are returned
by the banks, staff must be assigned to resolve returned checks with taxpayers.

With these challenges, many countries have adopted a system for taxpayers to make their payments at
a bank. The payment is subsequently transferred to the government accounts in the Central Bank. One
of the primary reasons for this change is to remove the tax administration from handling tax payments
and reduce the opportunity for irregularities. Another major reason is the flow of tax revenues to the
government is more reliable using the banking system, as most banks can electronically transfer or wire
transfer the funds immediately after collection (such as on a daily basis) to the government tax revenue
accounts. This system also makes the accounting for tax revenues more accurate and timely.

Benefits of the Bank Payment System
The following are the benefits to the taxpayer of making payment at a bank:

e Convenient — the taxpayer can make payment at bank anytime during banking hours;

e Easy—the taxpayer can go to a nearby bank;

o Efficient — there is no waiting in lines at a tax office to file the return and make payments to a
cashier, which is often a two-step process, where both steps require waiting in queues;

o Safe — the taxpayer can arrange with the bank for a transfer of funds from the taxpayer's bank
account to make the tax deposit, reducing the need to travel with cash; and

e Accurate — the taxpayer has a bank receipt showing the amount and date of payment.

The following are the benefits to banks:

e More deposits and use of funds due to "float" time when funds are in the bank prior to payment
and transfer to the tax administration;

e Taxpayers may deposit funds in their bank accounts prior to direct payment being made to tax
administration;
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e New customer potential, as taxpayers use banks more frequently for direct deposit of tax

payments; and
e Potential for additional loans, credit lines, or similar transactions with customers making tax
payments directly through the bank.

There are also numerous benefits to the tax administration:

e Better compliance with tax payment requirements;

e Generates more timely payment to the government;

e Accelerates the flow of tax funds into interest-paying accounts of the government;

e Better taxpayer relations, as payment of tax obligations is more convenient through banks;

e Better workload management, as number of "clerical" type transactions with taxpayers are
reduced and more time is available for substantive tax compliance issues;

e Greater efficiency, effectiveness, and accuracy of tax payments, contributing to improved tax
accounting;

e Automated (computerized) system for transfer of tax payments from taxpayers to the
government treasury reduces errors in transposition of figures and other data entry problems;

e Provides the foundation for centralized filing in regional computerized service centers;

e Computerized systems are able to generate more accurate and more timely management
information reports regarding tax revenue collection and payment;

e Reduces the need for maintaining a cashier function, or reduces the staffing level for handling
cash and check transactions;

e Increases the ability of the tax administration to concentrate more on the accuracy and
timeliness of return filing, thereby generating improvements in the self-assessment system; and

e More stable tax revenue as taxpayers increasingly file more accurate returns and amending
returns and subsequent tax adjustments are reduced.

Bank Payment System Risks

Four of the basic categories of risks in the payments process are liquidity risk, operational risks, security
risks, and legal risk.

e Liquidity risk arises from the possibility that the sending party (the taxpayer or the taxpayer’s
financial institution) may fail to meet its payment obligation on the due date because of an
unforeseen shortfall in available funds. Liquidity risk involves a loss to the receiving party
(government), which must now implement the arrears collection process against the taxpayer.
Of course, this could be a problem even when taxpayers make payments directly to the tax
administration's cash office. However, since a single bank handles multiple taxpayers, the
problem is more serious if the financial institution fails to meet the payment obligation.
However, assuming the Central Bank (or another entity in charge of bank supervision) is
conducting appropriate and effective monitoring of the financial system, it should be aware of
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the insolvency of a financial institution long before the problem and be able take appropriate

action;

e Operational risks arise with the possibility of human error, equipment malfunctions, natural
disasters, or system design flaws that can result in payment errors or incompletion of the
transaction;

e Security risks, such as the risk of fraud, can leave a party subject to financial loss. Security risks
include the risk to privacy if the system is hacked and the perpetrator gains access to
confidential payment information that can be used to exploit the financial information; and

e Finally, there is also a legal risk. Given that there is a third party involved (the banks), it may not
always be clear who the liable party is when something goes wrong.

To mitigate some of the tax administration’s risk, various safeguards should be implemented, such as:

e Strong internal and data processing controls on all programs;

e Written agreements establishing procedures and risks; and

o Implementation and periodic review of internal controls that address access control,
confidentiality of data, integrity of data, and other information security issues, as appropriate.

As an example, many of Canada’s municipal governments have introduced a Tax Installment Pre-
Payment Plan (TIPP). This is a monthly tax installment payment plan that allows property and business
owners to make consecutive monthly payments for taxes, rather than an annual payment or semi-
annual payment. TIPP is an automated program that taxpayers establish with their local government,
and it automatically withdraws payments from their designated bank account. The system is set for
payments to be made on a specified day each month by automatic withdrawal from the designated
bank account, with the number of installment periods chosen by either the municipality or the taxpayer.
Installment plans can be flexible with, for example, property tax installment periods between 7 and 12
months, and business tax periods between 6 and 10 months. The monthly payment is calculated by
dividing the previous year’s tax levy by the number of installments chosen for the calendar year, plus
any applicable charges that the municipality may add. Frequently, the municipality does not add any
charges to encourage taxpayers to use this system, as there is a net benefit to the municipality when
taxes are automatically deposited. At the time of the annual tax billing, taxpayers will be notified of the
total amount of installments paid to date and the calculation of the new installment amounts for the
remaining payments in that year.

Bank Compensation

Prior to implementing a bank payment system, the tax administration should first consider the costs
associated with implementing online procedures and services. Many of these costs will be associated
with the financial institutions and the online services that they can provide. The financial institution will
require financial compensation. A tax administration should determine if the change is financially
feasible and whether the taxpayers will accept the new system.

Banks are normally compensated in one of three ways:
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o Negotiation of a certain number of days that the bank is allowed to retain the tax payments

(float), with no fees payable;

o A flat rate per tax payment, which is deducted daily, and the net amount is deposited to the
government accounts no later than the close of each business day; or

e A percentage of the tax payment is negotiated, which is deducted by the bank from the total
amount deposited to the government accounts, no later than the close of each business day.

The compensation from country to country varies widely. It depends on the anticipated volume of
transactions, with a small country paying what can be a high fee relative to a country with a large
number of transactions. For example, the negotiated fee charged by banks typically ranges from 0.75
percent to 2.5 percent of the amount of the tax payment. "Float" time alone (i.e., that banks can use
the money before transmitting payments to the government) is often sufficient and acceptable
compensation to banks.

7.1.13. E-Payments

An e-payment is the transfer of money from a taxpayer’s bank account to the tax administration’s bank
account using the Internet. E-payments can be made online, at any time (during and after banking
hours), and from any location. In comparison to a bank payment system, e-payments offer the following
additional benefits:

e Convenience — e-payments can be made at any time and can also be scheduled for a later date;

e Reduced payment cost to taxpayers — replaces the use of checks, and many banks provide free
online payment services;

e Increased taxpayer/client satisfaction;

e Speedy revenue collections;

e Reduced check handling costs for tax administrations — not having to deal with checks backed by
non-sufficient funds; and

e Timely information on payments to aid in reconciliation and revenue reporting.

7.1.14. Implementing E-Services

Successful implementation of e-filing and e-payment systems requires: (1) reliable and accessible
internet service; (2) cooperative financial institutions that have the IT infrastructure to support e-
payment; (3) IT literate taxpayers; and (4) adequate financing to set up the appropriate infrastructure in
the tax administration. An e-filing and e-payment system should form part of a larger comprehensive IT
strategy. This topic is discussed in Chapter 12.

Issues for E-Services

One of the biggest issues for most tax administrations is the difficulty they have in retaining sufficient IT
expertise. Other concerns include:
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e E-commerce — in particular, the use of digital signatures and data encryption may require
134

legislative amendments to support e-filing;

e Information security issues surrounding the transfer of information, integrity, and
confidentiality;

e Possible fraud risks through false taxpayer identification, refunds, etc.;

e The ability to address taxpayers’ concerns (given that interactions between the taxpayer and the
tax administration are limited); and

e Staff concerns about job security (given that e-services may replace traditional positions).

Many countries have gradually introduced e-filing and e-payment, first making it voluntary for a select
few taxpayers, such as those in the LTO, to allow for live testing of systems and procedures. After
testing is complete, e-filing becomes mandatory for certain taxpayers, and voluntary e-filing and e-
payment is extended to the general taxpayer base.

Many countries continue to limit e-filing to only certain taxes or where returns are below thresholds.
The tax administration always has the legal right to question any tax return, request supporting
documents, or audit any tax period (within statutory time limits). Where there are strong e-commerce
laws and e-file provisions are supported by the law, although there may be some administrative reason
for retaining an insistence for paper returns, there is presumably no legal barrier. Other administrations
have taken a relaxed position, with certain caveats. For example, professional accountants and tax
agents, who have been certified by the tax administration, may file almost all returns online with few
exceptions. One of those exceptions is the final income tax return for a deceased person, where many
jurisdictions require court documents attesting to the legal capacity of the executor of the estate.

During the implementation of e-filing, some of the commonly encountered taxpayer questions the tax
administration must anticipate in advance are:

e How do e-filing and e-payment work?

e What are the benefits of e-filing and e-payment?

e Am leligible to e-file?

e How can | e-file and e-pay?

e Isit safe and secure to e-file and e-pay?

e (Can athird party e-file for me?

e What if | owe money when | e-file - how do | pay?

e (Can | set-up a special account to e-pay?

e Isthere a fee to e-file or e-pay?

e How do | know if my e-filed return has been received?

1% In the United States, the Internal Revenue Service (IRS) uses a "self-select personal identification number (PIN)"

as one method of signing income tax returns electronically by taxpayers. The self-select PIN method requires
taxpayers to provide their prior year income amount or prior year PIN for use by the IRS to authenticate the
taxpayers. Taxpayers may also authorize their professional tax practitioner to enter PINs on their behalf, in which
case the taxpayers must review and sign a completed signature authorization form after reviewing the return.
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Do | need to submit any paperwork or supporting documentation if | e-file?
How do | sign my electronic return?
How do | amend my e-filed return?

In addition, banks may not be equipped to offer these services; the service fees proposed by financial

institutions may be too high; there may be no inter-bank clearing service in the country; and the public

key infrastructure that would provide optimal facilities may not have been developed.

Lessons Learned Implementing E-Service

Important lessons learned from implementing e-services include:

A good public awareness program is absolutely necessary to achieve high e-filing take-up rates.
This awareness program should be well researched, as much depends on what is workable in
the each individual country. For example, direct telephone calls to taxpayers and practitioners
worked very well for the authorities in Denmark. Some countries realized increased
participation in the program as a result of explanatory information provided to taxpayers, tax
forums, and education seminars;

Based on the type of questions received during the initial pilot stage, countries found that it was
important to address the needs of taxpayers in a well-developed plan before the general
implementation phase and once into the implementation phase it was important to provide
adequate and timely information to stimulate take up by taxpayers; and

Relationship building with other interest groups during the implementation process is critical.
The development of an e-payment system must be done in conjunction with local financial
institutions. Countries that have partnered with financial institutions, tax practitioners, and
other organizations have seen greater acceptance and use of the system and higher satisfaction
levels. An especially important aspect is the face-to-face interviews with tax practitioners in the
early stages of the development of the system. It was these tax practitioners that, once
convinced of the benefits, assisted the tax administrations to promote e-filing and e-payment.

7.1.15. Refunds

Refunds arise naturally in many tax systems. In both income tax and PAYE, there will be taxpayers that

have overpaid their tax and be eligible for refunds. In some countries, the PAYE tables that employers

use to calculate the amount to be withheld from an employee may deliberately cause slightly more tax

being withheld than is required, with the result that an employee must file an income tax refund return

to recover this overpayment. In other countries, the design of the system may have advance payments

of income tax applied to various types of transactions, such as on imports of goods through Customs,

which requires reconciliation on the annual income tax return and can result in a refund. The level of

VAT refunds depends on the value added of exported goods, the extent of the zero-rating provisions,

and the use of multiple rates.
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A frequently asked question is whether the level of refunds being paid as a percentage of gross revenue
for any particular country is "normal." The results of an OECD survey of tax administrations are shown
below. Refunds vary widely, due primarily to the tax system design features of each country.

Figure 7.5. Percent of gross tax collections refunded to taxpayers in 2007'%

Country Personal income Corporate income / Value added tax All taxes
tax profits tax
Australia 14.5 10.8 46.1 20.1
Canada 13.2 20.4 n/a 21.6
Hungary 6.4 13.5 42.8 17.4
Ireland 19.1 12.8 24.6 13.9
Japan 4.3 1.6 6.5 12.6
N. Zealand 4.3 3.0 46.1 16.7
Korea 3.6 10.3 41.6 18.9
Slovenia 11.0 9.1 38.1 -
Spain (2006) 14.7 11.2 31.0 18.0
Sweden (2006) 5.0 - 41.0 -
UK - - 40.8 13.3
USA 18.2 6.8 n/a 11.0
Paying Refunds

Many countries are concerned with paying refunds promptly, since payment of a refund within a certain
period can be a legislative requirement. Additionally, if a refund is not paid within the allotted time, the
tax administration must pay interest to the taxpayer. It is important that refunds are paid promptly
since this money is legally due to the taxpayer. When governments fail to honor a taxpayer’s
entitlement to a refund it can adversely affect tax compliance as taxpayers will find other means to
recover their entitlement such as netting refunds against liability and reporting only the net amount, or
less.

Refund Fraud

A primary reason for many administrations' delays in paying refunds is the potential of fraud, especially
as related to VAT. Frauds exploiting the VAT system are large. In Europe, a 2007 study by the European
Commission estimated that VAT fraud costs the member states an estimated Euro 60 billion annually™*®
in just one type of fraud scheme.

The focus of tax administrations on the processing of all claims with speed and the time constraints
placed on them generally leaves little time for any substantive investigation and no time or available
resources to conduct an audit at the taxpayer’s premises. Processing refunds becomes a desk-based
review that is largely a mechanical operation ensuring all documentation is present. These operational
"gaps" that leave the refund system susceptible to refund fraud are, as many countries are finding, often
exploited, with sometimes huge amounts being paid to the perpetrators of these frauds. Worse,

3 OECD (January 2009), p. 100.
1% Financial Action Task Force (2007), p. 3.
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because of weaknesses in the registration system, the perpetrators of the fraud sometimes cannot be
subsequently located.

Tax refund fraud is on the rise in many countries, as it is relatively easy to commit due to the lack of
adequate detection tools used by most countries and, in many cases, the inability of tax authorities to
cooperate with police because of the secrecy provisions in the tax laws that prevent disclosure to other
agencies. As shown in the table below, the number of refund frauds that were identified in the United
States increased in 3 years from about 457 thousand to over 2 million.

Figure 7.6. Fraudulent returns and refunds in the United States in 2009-2011"’

Number of Number of Amount of Amount of

Processing Year

Fraudulent Refund

Fraudulent Refund

Fraudulent Refund
Returns Identified

Fraudulent Refund

Returns Identified

Returns Stopped

Returns Stopped

2009 457,369 369,257 $2,988,945,590 $2,517,094,116
2010 971,511 881,303 $7,300,996,194 $6,931,931,314
2011 2,176,657 1,756,242 $16,186,395,218 $14,353,795,007

European tax administrations not only have a problem with income tax fraud, but also a considerably
larger problem with VAT "carousel fraud." In this type of fraud, goods are imported VAT-free from
another country in the EU, but are not sold for consumption in the home market. The goods are sold
through a series of companies, each liable to VAT, before being exported, possibly even back to the
original seller. In carousel fraud, the first link in the chain of businesses goes missing without accounting
for the VAT. The final link in the chain reclaims the VAT it has paid from the government before
disappearing. This type of fraud generates high returns over a short period of time; it is difficult to
detect, and it is difficult to prove. VAT refund fraud is addressed in further detail in Appendix 7.A.

Risk-Based Refund Management

Tax administrations are attempting to tighten up the refund system, but also trying to maintain an
acceptable turnaround time in processing refunds. Part of the solution is implementing risk
management. This entails categorizing refund applications by risk indicators and quickly processing
those that are low risk. By processing the low risk refunds with minimal scrutiny, the tax administration
can devote extra resources and time to those that are high risk.

In the absence of a formalized program to determine risk indicators, and as an interim step until a risk
management program is instituted, a rudimentary three-level risk categorization could be used. For
example, in the case of VAT refunds, including those tax returns where there is an abnormally large
credit that is to be absorbed by future returns, the following risk categories can be used:

e (Category "A" claimants could be those where there is minimal risk. Claimants in this category
could be those who are traded on a stock exchange, have audited financial statements by a
major firm, are compliant with all taxes, and have had a tax audit within the last 2 years. These

7 Electronic Tax Administration Advisory Committee (2012), p. 24.
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claimants/taxpayers should be treated as valued "customers," should not be subjected to

frustrating delays, and should be issued prompt refunds.

e (Category "B" claimants could be those with a medium risk. These claimants would have audited
financial statements, but not necessarily by a major firm. They have been registered for more
than 2 years, have a history of reasonable compliance (although some returns may be late),
have had a tax audit where the auditor visited the claimant's premises, and the suppliers to the
claimant on which the refund is based are known and are also reasonably compliant. These
claimants/taxpayers are also valued "customers," should not be subjected to frustrating delays,
and should be issued prompt refunds. Of course, post-refund audits can be conducted, if
subsequent information should trigger such action.

e (Category "C" claimants are high risk. These claimants would not necessarily have audited
financial statements, would have a history of non-compliance or "nil" returns, and may have
recently registered. They have not had a tax audit, or there may have been an audit, but the
auditor did not actually visit the premises (desk audit). In addition, the suppliers to the claimant
may either be non-compliant or the tax claimed based on the documentation is in excess of the
tax returns that have been filed by these suppliers. Claims of these taxpayers should be subject
to pre-refund audit.

VAT offers distinctive opportunities for evasion and fraud, especially through abuse of the credit and
refund mechanism. In many tax systems, refunds are processed through desk audits where copies of
supporting documents may be examined. These supporting documents can be easily "created" using a
computer to generate false invoices or even by simply altering a photocopy. It is important that the tax
administration take a more holistic approach to refunds, by examining the credibility of the supplier, as
well as the refund claimant.

It is especially important where registered persons have not been previously audited that the tax auditor
be aware of potential signs of fraud.”*®* Where a visit to the claimant’s premises is warranted, an
attempt should be made to assess the likely future trading pattern of the business. This information
would be noted in the audit case record as an aid to the verification of future refunds.

There may be cases where it is difficult to contact the VAT refund claimant. This may be an indication
that the business is not genuine, particularly if the business has not been previously visited. Where
contact with the claimant cannot be easily made, it is important to check the existence of a genuine
business at the address provided.

7.1.16. Stop-Filer Detection

The early detection of stop-filers and corresponding action are essential. Stop-filers are defined as
taxpayers who have registered with the tax administration and been issued a TIN at some time in the
past, but have stopped filing tax returns.

"% The audit process and techniques are discussed in Chapter 8.
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How does a taxpayer become a "stop-filer"?

e If a registered taxpayer does not submit a monthly VAT or PAYE return (or any other return by
the due date), then the taxpayer will become a stop-filer for that tax period. Each registered
taxpayer must file a VAT or PAYE tax return for each tax period (in most countries VAT and PAYE
are filed monthly, with possibly exceptions for small businesses and seasonality)

o If aregistered taxpayer decides to submit a "consolidated return" (a return that would combine
one or more tax periods), then the taxpayer will become a stop-filer for those periods (e.g., a
taxpayer does not submit a return for June, July, and August, but in September files a
consolidated return for the three months — in this case, the taxpayer would be a stop-filer for
June, July, and August). Taxpayers need to be informed that consolidated returns will not be
accepted — a separate return is required for each month.

o If a registered taxpayer does not file a monthly return because there are no taxable
transactions, the taxpayer will become a stop-filer. Taxpayers must be informed that they must
submit a monthly return even if there are no taxable transactions.

e If a registered taxpayer fails to notify the tax administration that the business is no longer in
operation, then the taxpayer becomes a stop-filer.

The following are reasons to promptly deal with stop-filers:

e |f a taxpayer does not file, the taxpayer is not remitting tax, which has an impact on revenue
collections.

e VAT/PAYE stop-filers should receive priority attention, because the taxpayer has collected the
tax from customers. In the case of PAYE, this is tax that has been deducted from employees.
The taxpayer has no legal right to retain the amount collected — these are payments in trust.

e A level playing field should be created for all taxpayers, as every taxpayer should be subject to
the same rules -- if taxpayers believe others are not filing, they themselves may stop complying.

e Prompt collection of arrears is considered essential, as the chance of success is higher if the
arrears are collected before the amount reaches an uncollectible amount. It is essential that the
amount of these arrears is known as quickly as possible by ensuring that taxpayers submit their
tax returns.

The quick processing of returns, preferably in an automated system, is essential for the quick detection
of stop-filers. As an example, e-filed returns should be posted to taxpayer accounts within 2 working
days of receipt,™
working days'* from the filing due date. At this point the computer system should be able to indicate

and the bulk of the data from all paper-filed returns should be entered within 5 - 10

139 This assumes there is an online system with interactive prompts to detect basic math errors and prompt the
taxpayer to correct the issue.

149 A lot depends on the data entry system employed and the volume of tax returns. In smaller countries with
centralized processing, the time frame is realistic. In some situations, the LTO is responsible for their own data
entry and are dealing with very small numbers of taxpayers where, for instance, all VAT returns can be posted
within only a couple of days. LTO operations should have a goal of all tax returns being e-filed with returns posted
the following day.
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that a return has been received, and, conversely, should be able to produce an accurate report of
taxpayers that filed in previous years, but not in this year — stop-filers.

The stop-filer report should also rank the taxpayers based on the estimated revenue at risk using
historical data and any other risk factors that may be applied by the computer system, to allow the tax
administration to address stop-filers with highest risk to revenue first. The supervisor responsible for
stop-filers would then assign the non-compliant taxpayers to the tax officers responsible for obtaining
the delinquent returns. The tax officers would use the risk ranking to determine their priority in
contacting the taxpayer. In a fully automated system, the stop-filers would be assigned to individual tax
officers by the supervisor on the system (or automatically by the system). An administration that does
not have such capability should provide tax officers with a manually prepared assignment list.

In the United States, the IRS uses three phases for collecting unpaid tax liabilities in an "assembly line"
approach for collection cases. The cases flow through each of the below phases until they are
determined to be uncollectible, collected, or otherwise resolved:

e Notice stream: The IRS sends a series of balance due notices to the taxpayer to prompt a reply
or payment by the taxpayer. Statutory requirements provide that the IRS send one notice of
deficiency for each assessment to the taxpayer. Accordingly, the notice stream begins with the
issuance of the statutory notice, which is generated by the Master File, followed by reminder
notices, which are generated by the Integrated Data Retrieval System.

e Telephone contact: IRS employees attempt telephone contact with the taxpayer to prompt a
payment or take enforcement action that may include levying financial assets or filing a lien
against property.

e In-person contact: Revenue officers contact the taxpayer to prompt a payment or take
enforcement action, including levies, liens, and seizures of property.

Tax administrations have been trialing alternatives to making the first contact with stop-filers by
telephone. Many tax administrations have stopped routine mass mailings'** using the post office due to
the high cost and, in some countries, the inefficiencies of the mail system. Stop-filers would be
contacted by telephone; however, this is labor-intensive, and call-backs are often necessary in order to
speak directly with the non-compliant taxpayer. Due to confidentiality issues, messages cannot be left
with other persons. In the context of an LTO, telephone calls are the preferred method since taxpayers
assigned to the LTO should be close to 100 percent compliant, and the number of calls to be placed is
very small.

In a study by the U.S. Treasury Inspector General for Tax Administration'*, it was discovered that the
first notice that was sent to the taxpayer resulted in 2.79 times more closures than all other notices

'*I'In the United States for example, approximately 20 percent of all taxpayers change addresses during the year thus

mailing notices has a high rate of non-delivery.
' Treasury Inspector General for Tax Administration (2011), p. 2.
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combined. This first notice also collected 1.84 times more dollars than all other notices combined and

generated 2.02 times more taxpayer responses than all other notices combined.

Project Approach to Stop-Filers

A stop-filer project is a separate component within a tax administration designed to increase the
compliance of large taxpayers. By focusing on only large taxpayers, it will prevent the staff assigned
from being overwhelmed by unmanageably high numbers of low tax liability taxpayers. This project is
concerned only with obtaining the tax returns of stop-filers.

The project is initially focused on taxes which are trust funds (VAT and PAYE) and are collected on behalf
of the government by large taxpayers. After addressing these taxes and being satisfied that systems and
procedures are sound, the scope of the special project should be enlarged to include the other taxes.

Implementing the stop-filer project is a major undertaking. It will be one of the most visible
components of the tax administration, but, unlike other functions in a tax administration, such as
enforced collection or audit, it should not be socially and politically sensitive, since it is only concerned
with obtaining a tax return and associated payment.

Stop-Filer Process - An Overview

This is a general outline of the steps taken when a taxpayer fails to file their return. The description of
how the team would work on stop-filer cases is only indicative and would vary significantly depending
on the capability of the computerized tax system, the front-end data processing timeframes, country
infrastructure (such as telecommunications), and the organizational structure of the tax administration.

The flow of work is illustrated on the below flow chart.**?

43 Source: Previous work of author.
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Figure 7.7. Stop filer process flow
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The procedures described below are guidelines and are not intended to be a list of the sequential steps

that an officer must follow. The team supervisor will need to determine when it is effective and
appropriate to use the different steps and actions. The following is a summary of the possible
procedures and steps:

Step 1. Generate list of Stop-Filers

The team supervisor should use the computer system to print a list of stop-filers. In some systems, this
is already a pre-defined report that can be run at any time. In other countries, the computer system
may have limitations and it may be necessary to work with the IT section to run a custom report. The
stop-filer list should be produced approximately 7 to 10 days after the VAT / PAYE return due date.

At the outset of this project, the number of stop-filers can be large. Using the previously cited case of
large taxpayers in Bangladesh, less than 40 percent were completely compliant. The list should be
ranked or prioritized. The longer the time period that has elapsed since a tax return was required to be
filed, the lower the likelihood that stop-filers case actions will be quickly resolved. For example, a large
taxpayer who ceased to file all VAT and PAYE returns for the previous six months may be in financial
difficulty and could already even be in bankruptcy. Alternatively, the staff member responsible for the
returns may have left the business, and the new replacement may not be keeping the required records
or even be aware of the requirement to file returns.

Step 2. Team supervisor considers sending an automatic "Stop-Filer Reminder Letter"

The supervisor may elect that a reminder letter be sent to each taxpayer who has failed to file a return.
The taxpayer may have simply forgotten to file the return, and, therefore, the letter may serve as a
timely reminder to file.

Step 3. Supervisor creates and assigns stop-filer cases to team members

The supervisor will open a case and assign it to a tax officer. In some computerized systems, cases can
be assigned on the computer system to employees and also tracked on the system by the supervisor.
The system may also have a "case log" (diary) where the actions taken are recorded by the tax officer in
chronological order. The case log where the actions of the tax administration are recorded and the
taxpayer responses are also entered can be an important document should the case should go to court.
Other countries may not have as sophisticated a computer system. In this situation, it becomes
necessary to use the manual procedures that were in use before computerization. Handwritten case
logs that document the action taken on a taxpayer file must be kept. Similarly, manual control must be
maintained by the supervisor.

Step 4. Complete the taxpayer profile

In manual systems, taxpayer files are often unreliable, out-of-date, and incomplete. For this reason, a
standardized taxpayer profile form should be created. It should be completed and, when the taxpayer is
first contacted, the information should be reviewed with the taxpayer to ensure it is accurate. This is an
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opportune time to capture detailed contact information such as FAX numbers, e-mail addresses, and cell
phone numbers, as these can all be used if it is difficult to reach the taxpayer by telephone, or should
the administration begin a project to routinely contact non-compliant taxpayers in this manner.

The review of information is also important in the event of legal proceedings or fraud cases. Where the
taxpayer is a partnership, the members of the partnership should be reviewed with the taxpayer to
ensure there have been no changes. If the taxpayer is incorporated, a copy of the corporation’s
registration should be available in the file. If it cannot be located, a copy should be requested from the
taxpayer.

Step 5. Examine previous history of non-filing

The team member should check to see if the taxpayer has any previous history of non-filing. At this
point, there are two possible outcomes:

e It is determined that the taxpayer’s tax return filings are up-to-date. The team member will
make the corresponding entries in the case log and return it to the supervisor; or

e It is determined that there is a problem with the taxpayer’s information on file, or there is a
problem with the tax returns.

o Where returns are in the computer system or the appropriate ledger, but a hard copy is
not on the tax file, the taxpayer should be asked to provide a copy of the return;

o Where a return is on the file but not on the computer system or the appropriate ledger,
this will be referred to the supervisor to request the correction of the situation through
the data entry section; and

o Where there is no record of a return, the taxpayer will be requested to file it (with
payment).

Step 6. Contact the taxpayer by telephone
The taxpayer is contacted by telephone to find out why the return(s) has not been filed.

e If the taxpayer indicates the return has been filed, then ask the taxpayer to submit proof that
the return has been filed;

e If the return has not been filed, the taxpayer should be informed of the penalties and interest
that will accrue until the return is received;

e [f the taxpayer indicates there are no taxable transactions in the case of VAT, or no employees
to withhold tax from, then explain that the taxpayer must submit a "nil" return immediately;

o If the taxpayer needs assistance, then an appointment should be made for the taxpayer to visit
the taxpayer services section. In some countries, this may be the responsibility of another
section, such as either the collections or audit function to explain the proper filing of returns and
assist the taxpayer.
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This first call is very important, as it provides the opportunity to review and update, if necessary, contact
information and to provide taxpayers with a positive impression of the tax administration. Every effort
should be made during this telephone call to secure agreement from the taxpayer that the missing
return(s) are submitted to the tax administration within one week.

When the call to the taxpayer is completed:

e The details of the call are to be entered by the team member in the taxpayer case log, and, if
contact details have changed, this should also be changed on the computer system.

e The team member will enter the taxpayer return submission date in the "bring-forward"*** diary
in the computer system to check to determine if the taxpayer has submitted the return. If the
computer system does not have a "bring-forward" feature, then a manual diary system will be
necessary.

e Where the taxpayer has indicated they require a tax return form and it is not available for
download from the tax website, a form should be either e-mailed or faxed to the taxpayer. This
action would also be recorded in the case log.'*

Step 7. Reminder to the taxpayer

Although not always a step in the stop-filer process, the taxpayer is contacted on the "bring-forward"
date as a "gentle" reminder that a return submission date was agreed to. This would be done where the
tax officer assigned to the case performs a quick search of the computer system and it does not show
any change to the taxpayer account (a return or payment). This action may be by e-mail, telephone, or
text message. This action is also recorded in the taxpayer log.

Step 8. Visit the taxpayer to secure the return

Within a few days following the agreed return submission date, the team member will check records to
ensure the return(s) have been submitted. When this is done depends on the tax administration’s
systems and procedures. Where the procedure is to acknowledge on the system that a return has been
received on the day it is submitted, or if returns can be accepted electronically and posted to the
taxpayer account as they are received, then the team member should check the system the day after
the taxpayer committed to filing the return. In technologically advanced systems, this check is
automated and the "bring-forward" will either be cancelled or it will be noted that the return has been
received, and a notation in the case log will be automatically entered.

If the initial telephone contact has not worked, the officer may consider two alternatives:

14 A diary or calendar where an action by the tax officer is to be taken at a future (forward) date is entered. In most

situations, this is an electronic diary that will remind the tax officer at the beginning of the work day of actions that
had previously been entered that are now due when organizing the daily workload.

'3 An example collection case log is provided in Chapter 10. Stop-filer case logs will largely mirror the collection
case log section dedicated to recording actions taken to contact the taxpayer.
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e A repeat telephone call, but with a "stronger tone" requesting compliance. Where a telephone

call is made, it will be confirmed with the taxpayer by email. The email will be printed and
retained in the taxpayer file, and an electronic copy will also be retained. In this situation, the
reasons for non-compliance with the agreed submission date will be noted in the contact log. A
new submission date will be agreed with the taxpayer, and, where possible, this new agreement
should not extend beyond 2 weeks. An earlier date is preferable, if the taxpayer will agree.

e Visiting the taxpayer or making an appointment for the taxpayer to attend a meeting at the tax
office with the objective of helping the taxpayer prepare the return. The following are some
guidelines and tips:

o There may not be enough resources to visit each taxpayer; therefore, with assistance
from the supervisor, it will be necessary to prioritize the taxpayers that should be visited

o The largest taxpayers that have not filed should be visited, as this could have an
important revenue implication. It is important if a visit is to be conducted that there is
coordination with other areas in the tax administration to determine if, for example,
there is an audit visit scheduled, so that the taxpayer does not receive multiple visits.

7.1.17. Public Perceptions and Compliance

The public’s perception of the tax system depends on a number of factors, including the extent to which
the public views the government as legitimate and whether the public perceives that funds are being
misappropriated through corruption, wasted, or misdirected to projects that do not address public
priorities or needs. If people generally support the government and have a positive view of the
government’s spending of "their" tax contribution, then it stands to reason that they are more likely to
comply with the tax laws. The more the public perceives that funds are being misappropriated through
corruption, the higher the rate of non-compliance.’® It is critical, as part of the equation on gaining tax
compliance, that a government is seen to be wisely spending. Even where funds are being spent wisely,
the government needs to communicate that people are receiving the benefits of paying tax. The
government should use opportunities, such as the opening of a new school or medical clinic, or the
completion of roadwork, to demonstrate to the public that tax revenue is supporting critical
investments and public services.

Public perceptions will change, if the public has a better understanding of why taxes are imposed. This
understanding will also improve the concept of the legitimacy of the tax regime. Possibly tax
administrations and government should consider taking a long-term view on achieving change by, for
example, taking part in financial literacy courses taught in schools, colleges, and universities. The more
the public understands that non-compliance with the tax system has a cost and that the general public

146 See: Odd-HelgeFjeldstad (2004), Trust in Public Finance: Citizen’s Views on Taxation by Local Authorities in
Tanzania, Project Brief LRG 12. The study supported the hypothesis that the rate of contribution to services is
affected by factors such as citizens’ trust in others and the trustworthiness of the government. Respondents agreed
(51 percent) that people should refuse to pay taxes until the services delivered by government improved. A paper by
Cummings, Ronald G. Jorge Martinez-Vazquez, Michael McKee, and Benno Torgler (2005), "Effects of Tax
Morale on Tax Compliance: Experimental and Survey Evidence" found support for the hypothesis that tax
compliance increases with individual perceptions that the tax system is fair and that the government is providing
valued goods and services with the revenue.
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must bear this cost, the more likely the tax administration will succeed in raising compliance levels.

Over the long term, financial literacy can change attitudes and potentially contribute to a new tax
culture that makes it socially unacceptable to evade taxes.

. . oo 147
Box 7.3. Lessons from CRA research involving younger citizens

The Canada Revenue Agency (CRA) was interested in better understanding youth's levels of awareness about
and attitudes towards taxation, and to identify any knowledge gaps relative to the subject. In addition, the
CRA wanted to gain insight into potentially key messages that resonate with this segment of the population
and the best vehicles for conveying taxation information to it. This study was conducted with youth aged 16 to
22 years old. To meet the research objectives, a total of twelve focus groups were conducted.

Findings suggested that youth have minimal awareness and understanding of income tax-related terminology.
Youth also expressed limited knowledge of the requirements and processes involved in filing an income tax
return. The findings highlighted the importance of informing and reassuring youth. Most importantly, youth
need to be aware that they can potentially get overpaid tax refunded if they file a return, as this was deemed
to be the greatest motivator. Parents, the Internet, and the telephone were considered the most useful means
of accessing governmental information, while in-school presentations and print advertisement were deemed
the most effective means of communicating simple tax information to youth.

7.2. Common Trends

Tax administrations are increasingly devoting resources to behavioral research, re-examining proven
approaches to gaining compliance through the use of compliance certificates, and applying technology
such as data mining that is being used to combat fraud in other areas of government and successfully
adapting it to detect tax refund fraud.

7.2.1. Setting the Level of Sanctions

There is a considerable body of research into penalties for non-compliance. Theories concerning
compliance can be categorized into three broad groups: 1) those that are based on economic theories
which emphasize incentives; 2) those that are based on psychology theories; and 3) those that have a
basis in sociology. Broadly, and rather simplistically, economic theory into tax non-compliance holds
that, where a rational person sets out to be non-compliant, he/she will calculate the benefit to be
derived against the marginal cost, plus the likelihood (risk) of being detected. Thus, the economic
response, also simplistically summarized, is that the goal of imposing a sanction is that the threat,
whether financial or otherwise, deters non-compliant behavior. Unfortunately, people are not always
rational (in the context of economics), and the other theories place a more emphasis on psychological
and sociological factors. These theories include the role of ethical, personal, moral, and social norms, as
well as justice or fairness considerations, as strong determinants of taxpayer behavior.

This research into taxpayer behavior is a relatively new field. There is only a body of research®®® that
spans about the past three decades. As such, tax administrations are still at the early stages of learning

7 OECD (2010), p. 34.
'8 Australian Tax Office (n.d.), "Literature review: measuring compliance effectiveness 2007",
http://www.ato.gov.au/corporate/content.aspx?menuid=39508&doc=/content/00105122 .htm&page=1&H]1 .
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and applying new approaches, and there is the tendency to use the more traditional and direct

approach of sanctions when seeking increased compliance. So far with this body of research, there is
not a conclusive approach to designing measures that will ensure that taxpayers will comply. Most
studies and papers conclude that people are complex, and what may work for one set of persons in one
circumstance does not work for others. Thus, a mix of approaches is necessary.

Where a tax reform is contemplated, compliance issues are usually cited as one of the reasons for the
reform. In some situations, there is considerable pressure for the reform program to show results. New
sanctions are rushed into law as a political response to poor compliance or to a specific situation that
the electorate finds unacceptable. For example, the electorate may be incensed about a couple of large
corruption cases, leading to a rushed amendment to confiscate all properties acquired with money
through corrupt practices. The problem is, in the haste to draft the provision, assets that were
purchased with money that was co-mingled with legitimate funds was not contemplated. Legitimate
investors who had the misfortune of receiving some money from another investor who was found guilty
of tax fraud had their investments seized. In this case, the sanction was overturned by the courts. In
other situations, the sanctions could follow the traditional norms of a conservative group which may not
be in step with modern practices. For example, look at the demographics of the country where a large
percentage of the population is under the age of 25, while those preparing the law and sanctions are
considerably older and may hold different values. One of the acceptable approaches when proposing
new sanctions is to review the provisions of other laws in the country and also nearby countries to
ensure that the proposed sanctions regime is synchronized, to a large degree, with the norms of these
other laws. [f it is radically different, then it may not be socially or politically acceptable, and it may not
pass judicial review.

7.2.2. Tax Compliance Certificates

Other civil sanctions that are used in some countries are the temporary suspension of business licenses
to operate or the suspension of an accountant or other professional to represent clients in tax matters.
This prohibition could be extended to doing business with the government or the ability to import goods
through Customs. This latter sanction is generally used in conjunction with a tax compliance certificate
scheme where importers must have a certificate from the tax administration to clear goods. The
certificate generally must be renewed quarterly or at least semi-annually. A certificate would not be
issued if there was an outstanding tax return or tax arrears.

There are disadvantages to suspending a license to operate or import. It is analogous to the former
British system of debtors’ prison, where people that could not pay were imprisoned until they could pay,
but being imprisoned prevented them from earning the money to pay their debts. While the suspension
is intended to be a deterrent, it may have the unintended effect of causing unemployment, damaging
the economy, and further reducing the ability to the taxpayer to pay the original tax debt, while interest
and penalty accumulates.
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7.2.3. Refund Management Initiatives

Tax administrations have traditionally used computerization to identify non-compliance after a
transaction has been completed. In many countries that have less sophisticated revenue systems, they
rely on examining historical refund data to identify fraud cases for investigation after the refunds have
been paid. In this scenario, tax administrations are using their scarce resources to chase frauds after
they have been paid. These are cases that should never have been paid in the first place. Tax
administrations should use the same databases to build models that are predictive and work in real
time, to detect non-compliance before the refund is approved and payment is made.

Fraud, of course, is not unique to taxes. Other areas of government have recognized that fraud is
becoming more sophisticated and that sophisticated tools to discover fraud are needed.

"As fraud schemes become more sophisticated and migratory, access to real time
data and the use of advanced data analysis to monitor claims and provider
characteristics are critically important.”

Daniel R. Levinson, Inspector General, Office of the Inspector General, U.S.
Department of Health and Human Services'*

Advancements in data mining techniques present possibilities for quickly detecting unusual refunds that
should be candidates for further investigation. Data mining to detect anomalies is different than
modeling methods. Modeling is rule-based, where known frauds are examined to determine a set of
rules which are stored, and the patterns of various refunds are compared to these rules to detect any
similarities. Anomaly detection models store information on what normal behavior looks like, which
makes it possible to identify deviations, even if they do not conform to any known pattern under the
modeling method.

Another example of using data in real time is the use of sophisticated algorithms to predict an outcome,
which is used very successfully by stock market investors in high frequency trading. A similar concept
can be applied to identifying refunds that are suspect.

7.2.4. Automating Taxpayer Contact

Technology provides low cost options to fully automate the taxpayer contact process by, for example,
sending text messages and e-mails directly to non-compliant taxpayers. The initial contact by text
message and/or e-mail is brief and polite, but also gives a deadline for when the return is expected to be
filed. This deadline would normally be about 5 working days. Taxpayers who are not covered by the
LTO, but who have high risk or high revenue returns, are contacted after a suitable waiting time to allow
for returns to be posted in the computer system (about 2 weeks). If the delinquent return has not
materialized, then the case is escalated to the assigned tax officer to initiate telephone contact with the
taxpayer. In the automated system, a log (diary) detailing dates and actions taken is maintained on the

1 hitp://www.hhs.gov/asl/testify/2009/06/t20090625a.html.
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computer system. When the tax officer contacts the taxpayer by telephone, the date, time, the name of
whom was spoken to, what was requested of the taxpayer, and the taxpayer response is recorded in this
|0g.150

Tax administrations with the technological capability are also experimenting with web-based self-service
solutions. In addition to being able to file a return online and make payments on their tax accounts,
taxpayers can also view their tax account transactions and balance and view prior tax returns, and their
registration information.

7.3. Tax Administration Maturity

Filing and Payment: Maturity Level 1
Key word: "Unfocused"

e Return forms use templates that vary by type of tax and contain insufficient information to
determine liability. Returns are manually posted to ledgers and archived, but not otherwise
analyzed (except when needed for other functions, such as audit). Only paper returns are used.
Payments are accepted only at tax offices. Refunds are delayed and require budgetary
appropriations.

e Complete tax return information is not captured electronically and cannot be used for analysis.

e There is no return verification (other than during audit).

e Filing, payment, and refund arrangements are separate for each type of tax and there is no
standard.

e There are separate taxpayer accounts for each type of tax.

e There may be separate TINs issued by tax type.

e Electronic data if it does exist is unreliable. There are no guarantees of paper archive security as
tax employees have unrestricted access to files.

e There is no stop-filer program.

e What few penalty provisions exist in the separate laws are vague or incomplete (e.g., penalties,
but no interest).

Filing and Payment: Maturity Level 2

Key word: "Burdened by processing"

e Returns contain sufficient information to determine liability, but continue to use templates that
vary by type of tax. Returns are subject to an extensive annual review before it can be accepted
as files and then sent for data capture and archived. Only paper returns are used. Payments
through banks are allowed. Refunds are delayed and require budgetary appropriations.

%" When implementing an automated system similar to a log maintained on the computer system it is important that
legal issues concerning the admissibility of the log in court are addressed in the event the taxpayer is prosecuted.
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e Limited information is captured electronically (not enough to determine liability). Information is
not captured as soon as practical (i.e., before computational verifications, audits, etc.) and there

are inadequate system checks to ensure data integrity.

e Filing, payment, and refund arrangements are separate for each type of tax, and there is no
standard.

e Although combined into a single revenue accounting system, taxpayer accounts continue to be
separate for each type of tax with no coordination.

e There are some measures of security for paper archives, but measures for electronic data
protection and disaster recovery are deficient.

e There is still no stop-filer program.

o There is a set of financial penalty provisions for various delinquencies, but they are insufficient
and differ across taxes.

Filing and Payment: Maturity Level 3
Key word: "Process-driven"

e Returns contain sufficient information to determine liability and use a standard template.
Returns are verified, captured electronically, and archived. E-filing is allowed. Payments
through banks are allowed. Refunds do not require budgetary appropriations, but are still
delayed.

e Information sufficient to determine liability is captured electronically as soon as practical (i.e.,
before computational verifications, audits, etc.).

e Although standardized, filing, payment, and refund arrangements continue to be separate for
each type of tax.

e Although combined into a single taxpayer accounting system, taxpayer accounts continue to be
separate for each type of tax.

e Security of taxpayer data (both electronic and paper) is ensured.

e Stop-filers are identified and pursued, but in an ad hoc fashion as other priorities permit.

o There is a set of consistent financial penalty provisions, set at appropriate levels and covering all
delinquencies.

Filing and Payment: Maturity Level 4
Key word: "Program-driven"

e Returns and payments are standardized, expedited, and, where possible, e-filing and e-payment
exist and are mandatory for large taxpayers. Returns are captured electronically, verified, and
archived. Refunds are expedited through the use of a risk assessment process.

e Information sufficient to determine liability and support tax analysis is captured electronically as
soon as practical.

e Taxpayers are offered a consolidated view of their tax account, combining all payments and
returns into a single balance with the ability to offset refunds against other tax liabilities.
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e Security of taxpayer data (both electronic and paper) is ensured.

e Stop-filers are systematically identified and pursued according to a well-defined stop-filer
program.

e There is a set of consistent penalty provisions for all types of delinquencies (non-filing, non-
registration, late filing, non-payment, late payment, etc.). These are set at sufficient levels to
promote compliant behavior by taxpayers.

7.4. Latin America and the Caribbean

There has been substantial progress made in recent decades with regards to filing and payment systems
in Latin America and the Caribbean (LAC). Standardized forms have been complemented with electronic
filing and payment and information provided to the taxpayer to determine liability and assist in
completing the forms. On average, tax returns filed through the Internet have grown rapidly and, in
some specific cases, the Internet is the most reliable and accessible way to obtain forms and file returns.
In countries such as Argentina, Brazil, Chile, Colombia®', Dominican Republic, Ecuador, Mexico, and
Peru, electronic filing is virtually the only form of filing.

Box 7.4. Over 97 percent e-filing in Chile'>

The rapid growth of technology and internet services worldwide in the past decade has had a huge impact in
terms of tax administrations providing e-filing services to taxpayers, but countries seeking to achieve 100
percent e-filing rates face several obstacles along the way.

Within LAC, the two leading countries in e-filing rates are Brazil and Chile. In the late 1990’s, spurred by the
technology boom and the Internet, Chile launched an effort to boost e-filing rates through large-scale
investments in user-friendly systems, simplification of forms, and innovative initiatives to overcome
connectivity issues. By 2007, the new public-private network established to combat sparse connectivity and
costs accounted for nearly half of new e-filings. Aggressive marketing and awareness campaigns, combined
with incentives to file online, significantly increased the e-filing rate in the country. E-filing was also made
easier by improving access through agreements with internet cafes to allow taxpayers to file online at no cost,
mobile units with computers, tax agents, and training operators.

Trends in e-filing rates in Chile, 1999-2007 (Percent)
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131 Colombia established mandatory electronic filing and payment for major taxes, including corporate income tax
and value added tax (International Finance Corporation (n.d.), p. 6).
"2 Dohrmann et al., p. 14.
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Progress has also been achieved in detecting and addressing delinquencies. In the area of stop-filing,

computerization has allowed tax administrations in most LAC countries to improve control of stop-

filers."® In some countries, tax administrations are working with police to combat refund fraud.'**

Many LAC countries should be placed in the third or fourth level of the maturity model above.
Nonetheless, many countries in LAC continue to struggle with cumbersome legislative frameworks,
resulting in difficult compliance requirements.™> Several countries have taken steps to overcome this
challenge. In Brazil, a tax simplification scheme for microenterprises consolidated several taxes,
reducing taxpayer costs and resulting in an increase in registrations with the tax authority.”® According
to the World Bank's 2012 Doing Business report, Mexico continued to reduce the administrative burden
on businesses by eliminating some filing requirements for firms, including the obligation to file yearly
value added tax returns, and Colombia allows the consolidated filing and payment of taxes levied on

salaries.”’
7.5. Key Benchmarks and Guidelines

Throughout the discussion of filing and payments presented in this chapter, several important topics
and benchmarks have surfaced that should serve as key takeaways. The below list, while not
exhaustive, attempts to summarize five major benchmarks and guidelines for filing and payments in the
realm of tax administration.

e Ensuring that the tax law, subordinate legislation, and penalty structure are sound public
policy instruments. This can be roughly gauged by the frequency of amendments to the returns
and payments provisions of the law. Frequent amendments can be indicative of compliance
issues that may be legal and/or administrative in nature (e.g., organization, process, procedural).
Monthly statistics should be examined, as legislative problems will often be identified by tax
officials during this general discussion. Both sanctions and interest should be automatic, with
no discretion on whether they are applied, except in cases of hardship, where administrative
discretion may be used on applications to reduce or waive sanctions.

o Self-assessment is critical and can only function effectively if the taxpayer has sufficient
information to accurately determine their correct tax liability. A quick guide is to determine
when the last amendment was made to a provision that affects either filing a return or paying
tax and to locate the publication(s) that deal with these changes. The publication(s) should have

'3 Tanzi (2000), p. 35.

'3 Brazil has taken significant steps to dismantle and publicize fraud. In March 2013, a nine-year-long investigation
resulted in 31 incarcerations and the freezing of the assets of 195 companies and 62 individuals (Latin American
Herald Tribune (2013), para. 13)). In February 2013, the Brazilian Federal Police in the state of Piaui issued five
warrants to dismantle a criminal organization specializing in fraudulent individual income tax statements for
obtaining refunds abuse. (Comunicacdo Social da PF no Piaui (2013), para. 1).

'35 1n October 2012, the Latin Business Chronicle, after producing a Latin Tax Index based on World Bank, KPMG,
and Heritage Foundation data, called a number of countries "small nightmares" and placed Brazil last (Latin
Business Chronicle (2012)).

1% Fajnzybler et al. (2011), p. 76.

"7 International Finance Corporation (n.d.), p. 5-7.
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been modified to reflect the change in legislation shortly after the legal amendment. The tax

administration should have a website with all current forms and publications available.

e Filing and payment of returns should require minimal or preferably no contact with a tax
official. Ideally, payments should be made through the financial system and returns filed
electronically.

o There should be a unit dedicated to identifying and contacting stop-filers. This may be further
delineated by taxpayer size, with a special group dedicated to large taxpayers, although large
taxpayers should ideally be 100 percent compliant when returns and payments are due.

e There should be monthly statistics on returns and payments. At a minimum, all large taxpayer
stop-filers should be contacted within 14 days of the return becoming overdue. An aged report
of receivables should be system generated each month, with the highest risk-to-revenue cases
being allocated for action. A monthly management report should be produced by tax type that
differentiates between large taxpayers and others and outlines the opening balance, intake of
cases, resolved cases, and the ending balance for the period. The report should also have a
brief, non-statistical analysis of events affecting compliance.
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Chapter 8. Audit
Colin Lethbridge

The purpose of this chapter is to define "audit" and to discuss the important role that audit plays in tax
administration. Audit is a core function of the tax administration and is essential to help the tax
administration carry out the task of monitoring tax compliance and thus collect the total tax liabilities
due to the government.

Audits examine the declarations of taxpayers to not only test the accuracy of the declaration and the
accounting systems that produce the declared liability, but also evaluate the credibility of the declared
or assessed tax liability. The taxpayer’s anticipation of such actions has preventive and deterrent
effects. The deterrent effect is the extent to which audit actions discover and stop taxpayers from
continuing to under-declare or manipulate their liability. The preventive effect is the extent to which
enterprises decide not to evade tax, because they are aware of audit activity and fear detection.

An effective audit program generally results in the discovery of under-declared liabilities either by
omission, error, or deliberate deception. The amount of additional revenue raised obviously depends
not only on the level of compliance within the taxpayer community, but also on the effectiveness of the
Inspectors and the audit program planning and implementation. An efficient and effective audit division
will assist the government in its pursuit of increasing taxpayer voluntary compliance and facilitate the
tax administration’s aim of getting "the right tax at the right time."

It is important to remember that the role and responsibility of the audit function is to control registered
taxpayers. It must not be expected to also take on non-filers or the gray economy, which is usually the
responsibilities of other divisions in the tax administration, such as registration and fraud investigations.

8.1. Leading Practice

The following are known leading practices on how the audit function actually works in terms of
its legal framework, organization, management, staffing, process flow, and monitoring and
reporting, etc.

8.1.1. Legal Framework

The legal framework that covers the tasks of the tax administration is discussed in Chapter 3. For the
purposes of audit, it is important to note that a rigid legal framework has the tendency to make the
audit task more difficult, as it makes it easier for taxpayers to appeal assessment and other powers
claiming technical misuse of the law, which may result in long delays in the judicial appeal processes.
Primary legislation regarding the carrying out of audits should be set in general terms of powers of
access to all books and records of the taxpayer and powers to inspect the operating activities of the
taxpayer. Detailed procedures of audit should be set out in the regulations of the tax administration to
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enable the administration to make changes to procedures without amendments to the law as trends in
business activity or accounting practices may change.

In addition, the roles and responsibilities of the Ministry of Finance (MOF) and the tax administration
should be clearly defined and separate. The MOF should restrict its role to one of setting tax policy and
allow the tax administration to administer and implement that policy. Otherwise, the task of auditing
can be impeded by decisions taken by the MOF that fail to recognize the effect on the audit process.
The MOF will, of course, have powers to review the administration of the laws to ensure these policies
are being implemented correctly.

8.1.2. Structure and Management

Modern tax administrations divide responsibilities for the audit function between headquarters and
district/field offices. The main responsibilities of headquarters relate to policy and management, while
district/field offices are responsible for ensuring that policy decisions are implemented in a consistent
way and that any problems encountered during implementation are referred to headquarters for central
consideration and resolution. This division of responsibilities is also an accountability measure, since
policy and operational tasks are not carried out by the same personnel. Another benefit of separating
the two functions is that it helps to fight conflicts of interest and any perceptions of corruption by
auditors, as it prevents the "strategic" targeting of taxpayers (i.e., based on their potential for making
side payments or as a means to protect corrupt taxpayers from audits). Independent case selection will
also help the tax administration respond to any allegations of political bias in audit selection, as the
independence of case selection will be demonstrable. Both factors will contribute to taxpayers'
perceptions about the fairness of the audit program.

The Role of Headquarters

In the tax administration, as described in Chapter 4, the functional divisions of headquarters, including
the audit division, set and review policy, make forecasts, develop processes and procedures for
management of the functions at district/field offices, monitor performance, and consider new concepts.
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Figure 8.1. Organizational structure of the audit function at headquarters15
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In the audit function, headquarters monitors the law to ensure that the authority and powers of the
auditors are transparent, fair, and equitable. It must make sure the laws do not inhibit the conduct of
an audit, but must also be sure that audit powers do not exceed the rights of the taxpayer.
Headquarters makes policy decisions on how the audit task will be implemented, including but not
limited to the number and type of audits to be done, the resource allocations to be made, audit
techniques, risk criteria to be used, staff training needed, etc. They develop processes and procedures
to be used by the district/field offices to carry out the various tasks associated with audits.
Headquarters also monitors performance and carries out management checks to ensure correct
implementation of the law(s) and instructions. Specifically, headquarters:

e Develops and continually updates all programs, policies, guidelines, procedures, and manuals for
the district/field audit functions;

e Designs and implements risk analysis scoring systems (preferably computerized), categories, and
standards for risk-based selection of cases for examination;

e Develops consolidated strategic and annual audit work plans and for all district/field offices;

e C(lassifies, selects, and assigns cases for examination based on annual work plans;

e Allocates audit resources to district/field offices;

e Evaluates the district/field office audit programs through reviews of periodic reports and on-site
field visitations, including on-site reviews of the quality of work district/field offices;

1% The organizational structure of headquarters mirrors the organizational structure of district / field offices. The
specific responsibilities of each section are described below. Of course, the role of the sections at headquarters is to
plan, monitor, and evaluate, whereas the role of the district / field office sections is to implement.
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e Designs controls and programs to accurately account for all assigned and closed cases;
e Determines the training needs of audit staff in all district/field offices; and
e Develops employee evaluation standards for the performance of audit staff.

The Role of the District/Field Offices

The district/field office is the primary point of contact between the tax administration and the taxpayer
community. The audit manager in the district/field office undertakes the responsibilities delegated from
the headquarters audit division, ensuring all planned audits are carried out in the manner laid down by
procedures developed by headquarters and that the auditors have enough training to carry out their
work. Of course, the audit manager and auditors have support from the administrative staff of the
district/field office for clerical, information technology (IT), and other duties. The audit manager
oversees the performance of audits, including the allocation of cases to auditors, the quality of work,
and the achievement of the targets set by headquarters.

Figure 8.2. Organizational structure of the audit function at the district / field offices

Work plan coordinator
and Audit Services
Staff

Office / Desk Audit
Section

Field Audit Section Quality Review Section

The principal role of the Chief, Audit Division and his staff of district/field offices is to execute the annual
audit work plans developed by the audit division at headquarters.

The Work Plan Coordinator and Audit Services Staff are the centralized control point of all work that
flows in and out of the audit division. They assist the Chief of the Audit Division to coordinate with
headquarters to ensure that only the cases most in the need of office/desk and field audit are selected,
that the scope of the work plan is implemented throughout the district/field office to give full
geographic coverage to compliance-enforcement efforts, and that consideration is given to audits of all
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types of taxes. They also make case assignments throughout the year promptly, upon request by the
audit sub-units.

The Office / Desk Audit Section has staff assigned to groups of 10-12, each with a supervisor, that
handles less technically difficult or lower revenue risk in-office audit cases. They contact taxpayers by
correspondence or telephone and schedule in-office desk audits of issues pre-identified as questionable
and advise the taxpayer to bring to the audit conference the documentation required to substantiate
income, deductions, credit, or other issues in question. In conducting the audits, the office/desk auditor
follows the processes described below.

The auditors of the Field Audit Section are assigned to groups, usually of 10-12, each with a supervisor.
Experienced field auditors conduct in-depth examinations of books and records and should be given
broad legal and administrative authority to take any and all actions permitted by the tax code/tax laws
to conduct the full scope of the audit until conclusion of the case without seeking supervisory approval.
In conducting audits, the field auditor follows the processes described below.

The Quality Review Section is comprised of experienced auditors specifically selected for their technical
expertise. On an ongoing basis, the staff selects samples of completed and ongoing cases to determine
if auditors are conducting their audits in conformance with the tax legislation and the policies and
procedures established by the headquarters staff in manuals or other documents. In addition to
communicating uncovered discrepancies to specific auditors and their respective supervisors, the staff
periodically issues "alerts" to all audit staff about common issues and discrepancies noted during their
reviews and provides guidance for corrective actions.

8.1.3. Audit Function Staffing

The deployment and organization of the audit staff should be decided by the audit division at
headquarters and international experience has found that many different organizational structures
exist, due to the varying maturity of the administration and the culture of the taxpayers they seek to
control. The more mature organizations will have taken into account such elements as the number of
taxes involved, type of taxpayer activity, size of taxpayer, compliance of taxpayer, etc. to decide on how
best to organize the resources available. These range from teams of specialist auditors for large or
complicated taxpayers, e.g., auditors with high level of expertise on transfer pricing of multi-national
corporations™®, to single generalist auditors operating in remote areas and dealing with all aspects of
taxation for small or medium taxpayers.

Staffing of the audit function has always been the subject of debate. The elements for staffing are
always affected by political agreements regarding the budget for the tax administration and the audit
directorate’s share, estimated revenue lost by lack of or underperforming auditors, savings to be made
across the national budget, overall tax administration needs and expenditures, and the audit function’s
desire to do as many audits as possible.

' Transfer pricing issues are discussed in Chapter 3.
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Planning resources in an audit function will be an ongoing task from the day the budget allocations are
made until the next budget exercise. The annual audit plan will take account the number of available
auditors, the average days for performing various types of audit and the corresponding number of
personnel-days of support staff needed, allowances for training, annual holidays, sickness, etc. The plan
will be monitored to ensure targets are being met and adjusted as necessary as events unfold.

8.1.4. Overview of the Audit Process

At a high level, the audit function should have three elements as follows: 1) taxpayers are selected for
audit during audit planning; 2) audits are conducted; and 3) the quality of audits is continually
monitored. These are described in detail in subsequent sections. Frist, however, given that it is
impossible to audit all taxpayers, especially in one and the same way, a critical aspect to consider is that
the first two elements of the audit function use some form of case selection.

During audit planning, risk analysis to test the credibility of the taxpayer has become a highly specialized
undertaking for most tax administrations, and the actions become more and more intense as taxpayer
compliance is tested. Modern risk systems will move from simple completion and correctness checks,
through to checks that apply hundreds of criteria, comparisons, or standards in order to identify
whether cases: (a) require no action and should be accepted as compliant; (b) leave room for some
doubt and may require some review or audit action; or (c) are not credible and require action.
Depending on the complexity and sophistication of the risk analysis program, the three classifications
above will be subdivided many times to identify the cases that are most likely to produce additional
revenue or where revenue is at high risk (e.g., VAT refunds). The tax administration will use this
information or risk score to set categories for the selection of cases. The audit division at headquarters
will set the score categories in order to produce a detailed annual audit plan, indicating the number of
taxpayers to be targeted for each type of audit.

Whether or not only certain returns are selected for audit, it is always preferred that various types of
audit are developed by the audit division. Modern tax administrations have designed procedures for
comprehensive audit vs. single tax audit, desk audit vs. a field audit, monitor audit used to check the

° In any of these cases,

selection process, and other audits to be able to use staff more effectively.®
during the conducting of the audit as described below, the tax administration has the flexibility to
expand or contract the scope of audit as it deems necessary, according to findings and based on

potential of the audit case to produce results.

Audits are a complex undertaking and, during the whole audit process, the audit function must aim to
have a system in place that enables both headquarters and district/field office managers to be able to
control and monitor each of their responsibilities. The head of the audit division needs to be able to see
the status of all the plans and yearly targets on a national and local level to be able to correct, adjust, or
take specific action when the process flow reports indicate either national or local problems. This same

1% Desk and field audits are defined above. A "monitor" audit is an audit that is performed not because the taxpayer
necessarily should be audited, but to check whether the tax administration should, in the future, audit types of
taxpayers for audit other than the ones it has selected. Audit selection is described in detail below.
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system must deliver appropriate reports to each manager down the management chain in order for
them to take action even before headquarters has identified problems.

8.1.5. Types of Audit

The audit division at headquarters must set the policy for classification of audit types and the expected
time to be spent on each case. They will use historical data and the administration’s experience to
separate the relative risks of the various sizes and classifications of entities.

The audit types can vary from simple checks to in-depth inspections at taxpayers’ premises. This
depends on the calculated risk, based on compliance, size of turnover, previous inspections results, time
since the last audit, and credibility of declarations, etc. Many tax administrations take advantage of the
well used 80/20 theory (20 percent of taxpayers pay 80 percent of tax collected) and exclude the top 20
percent of the highest turnover taxpayers from any plan or risk selection program and monitor them
individually. While this policy has many advantages, it should not be carried out at the cost of omitting
high risk, lower turnover taxpayers.

Most tax administrations will have a classification procedure for audit types going from a simple audit of
one item identified as risky by the risk-based selection system to a full, comprehensive field audit for
high risk scoring taxpayers. In between these will be single tax audits, refund audits, special exercise
audits, and system monitoring audits. Each tax administration will need to identify which types of audit
they need and how they will be classified, plus the expected time each type of audit should take. Once
the policy for audit classification is developed, work on the annual audit plan and selection procedures
can progress.

8.1.6. Annual Audit Plan

This annual audit plan sets out the overall number of audit case targets for the year. It takes into
account the total number of registered taxpayers, set against the total available resources, and the
types of audit considered necessary by the audit division at headquarters. As the plan is developed, the
targets will be purely numerical and will be used for case selection after the risk-based selection
program has been run. At this stage of the exercise, headquarters will have decided on average times to

be taken for the various types of audit they have chosen.'®

If headquarters has set up special and
separate measures for high turnover taxpayers, the resources for implementing these measures must be

taken out of the main calculations for the annual audit plan.

The annual audit plan includes input from various sources. Headquarters provides the audit objectives
for the year (e.g., number of audit files, a forecast of assessed revenue, etc.). Other sources may
include:

! For example, while a simple desk review may take up to a couple of days, a comprehensive field audit may span
an average of several months.
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e Previous experience and area specific knowledge from auditors (i.e., knowledge of large

taxpayers or specific industries);

e Audit area indicating a compliance need;

e Recommended overall taxpayer classification (size, industry type, other);

e Type of business (industrial, commercial, professional, construction);

e Reasons for the recommendation (i.e., source of compliance concern, such as prior substantial
audit findings, comments from taxpayers and/or representatives, feedback from speaking
engagements, etc.);

e Application of risk-based selection as described below;

e Anticipated staff levels in the audit function and the net available time for direct audit work;

e QOutcomes from the previous year(s) audit plan; and

e Estimates of potential revenue (per return or per hour).

The audit division at headquarters must have optimum targets for the various audit types and amount
of additional tax discovered when preparing the annual audit plan, but this will be adjusted during
consideration of the resources available and discussions with the district/field office managers.
Matching resources to audit targets is a skilled task and requires cooperation from headquarters and a
bottom-up information flow from the district/field offices regarding their estimates of the year’s
available resources for completion of the various types of audit. When this is done, both headquarters
and the district/field offices will have their targets for the year and be ready to assign audit cases from
the risk selection when it is run.

8.1.7. Risk-Based Audit Selection System

The overall objective of the audit division must be to have in place a system that will identify the most
risky returns/declarations or non-compliant taxpayers for audit and then allocate these, in priority risk
order, to the available resources. Since it is impossible to control and check every single taxpayer, risk
management is an important element of effective and efficient audit programs. Tax administrations,
where laws require universal filing, will likely audit 10 percent or less of the total taxpayer population
each year. Tax administrations, where laws prescribe only ‘business’ filers, may audit up to 30 percent
of the total taxpayer population each year. However, with proper selection, audit will cover up to 90
percent of the revenue and provide for a sufficient number of audits to effectively deter non-
compliance. This said, it is unnecessary to waste scarce enforcement resources on routinely examining
low-risk, compliant taxpayers. The objective of the audit program, including the file selection process, is
to allocate examination resources to areas that have the most potential for generating additional
revenue. Tax administrations use methods that focus on high risk taxpayers to select files for audits.
This targeted approach will result in higher revenue from audit activities than an unstructured approach.

To select taxpayers for audit, tax administrations use criteria — risk criteria — that measure at least those
elements of a taxpayer's compliance that can be measured within tax returns and within the historical
performance of their responsibilities. A number of risk criteria will be used on each taxpayer and
combined into a "risk scoring algorithm" — an algorithm to quantify and compute risk for each
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taxpayer.® Sophisticated risk scoring algorithms may also include criteria to do comparisons with
industry averages and norms, such as margins, mark-ups and profitability ratios, matching of third-party
data, etc. The main goal of the risk scoring algorithm is to identify the taxpayers with the highest risk to
revenues and the highest probable additional liability that will be discovered by audit.

The risk-based audit selection system is not possible without automation, if risk is to be calculated for all
taxpayers. This said, many developing tax administrations do not have the available information — both
electronic information from tax returns and historical information on successful audits — to do more
than a very simple risk analysis. A simple automated risk analysis, however, is still better than an
attempt to audit all returns received or to manually identify the most risky taxpayer. The number of
criteria and the quantifying mechanism used can be augmented and developed over time.

The efficiency of an automated risk-based selection system depends largely on the quality and the
number of the risk criteria used. The more accurate they are, the better the taxpayer’s credibility will be
assessed by each criterion and the more effective the system will function as a whole. Hence, the
selection of the criteria and their continuous adjustment over the years are vitally important. Thus, as
described below, it is also necessary that headquarters has, as a precondition to an automated risk
selection system, audit monitoring and assessment activities. The individual prioritizing and scoring of
criteria can have major effects on the final risk score, and only constant monitoring and testing will
produce lasting good results. Over or underweighting scores on individual risk scoring criteria can result,
in the following effects, among others:

e Compliant taxpayers may appear in the high risk taxpayers’ group if they had mechanical errors
in their tax returns;

e Not all taxpayers who underreport their tax liabilities will immediately appear in the high risk
score bracket; and

o The lack of filed returns could cause non-compliant taxpayers to receive lower scores in the
system.

The selection program should be run (and the audit plan updated) on a regular basis during the tax year,
not just once, as this ensures late filers are included in the overall risk assessment and scored
accordingly. This also gives the district/field offices a current list of high risk taxpayers, ensuring a better
allocation of audits during the year. Many tax administrations in emerging countries run the program
just once a year shortly after the filing due date, but this is not good policy. Not only does it miss the
late filers, but it probably means that the district/field office will carry out a complete distribution to
individual auditors for the whole year. This not only stops the flow as far as management information is
concerned, but is inefficient, encourages ‘cherry picking’ of cases, and distorts the production of
accurate achievement reports against the annual audit plan.

12 An example list of criteria and a simple risk scoring algorithm are provided in Appendix 8.A.
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With the use of a risk-based audit selection system, taxpayers should be satisfied that they are being
audited due to a procedure that was completely automated and governed by a fair and automatic
process that selects cases based on predetermined criteria that are tested against all taxpayers.

Box 8.1. Case Selection Management System in El Salvador

The case selection management system introduced in El Salvador during 2009-2010 by USAID's Tax Policy and
Administration Reform project selects cases for audit automatically based on the quantified risk to revenue of
each taxpayer and distributes audit cases automatically rather than leaving these to the discretion of tax
officials. It also allows for the monitoring of progress along audit cases and effectively standardizes audit
procedures and workflow. The introduction of the system yielded an increase of audit assessments to an
estimated 6 percent of national revenue in 2010 from 1.8 percent in 2009.%

8.1.8. Conducting Audits

The audit is a powerful tool to be used by the tax administration to control the tax register, and it must
be well planned, with well-trained and professional auditors. As stated earlier, the type of audit will be
stipulated by the policy laid down by the audit division at headquarters, and the procedures to be
carried out during the audit should be available for all staff involved in the audit task.

Modern tax administrations have intensive training programs and detailed audit manuals for their
auditors, giving them not only knowledge and skills for effective ‘revenue’ audits, but insight into the
activities of the taxpayer. There may well be special manuals developed for businesses or activities that
have particular difficulties or problems and need specific audit methods outside the general principles

® In all cases, it is understood that the "revenue audit" is not the same as the

described below.!
"financial audit" carried out by the accounting profession, and great care is taken to ensure that the
auditors look behind the accounting books, records, and operating processes to establish the credibility
of returns and declarations. They are looking for under-declarations of tax caused by deliberate

omissions or incorrect application of the law, not simply accounting errors of posting or arithmetic.

In developing tax administrations, this is not always the case. Recruitment of Inspectors is generally
geared to graduates with accounting or economic degrees, and little training is given. More emphasis is
placed on checking arithmetic accuracy or looking for technical bookkeeping errors that produce fines or
penalties. This produces a less than effective deterrent, as the taxpayer views the Inspector as nothing
more than a clerk who understands little of the businesses processes of the activity.

The use of the risk-based selection system must be used by the audit division at headquarters to
introduce a modern case management process that will place responsibility at the correct level and do
away with bureaucratic multilevel approvals prior to audits being commenced and completed. The
system can give managers at each level the taxpayers to be audited and specify which type of audit

' Murdoch et al. (2012), p. 9.

' In much of this section we focus on the audit of "businesses." The steps to be taken in auditing personal income
tax returns are similar. Furthermore, in many countries, a business, such as a sole proprietorship or a partnership is
not taxed on income, but its owners are instead taxed on their income through the personal income tax.
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should be used. In this way, the managers overseeing the audit function can concentrate on
performance against the plan at each stage and the quality of the results. With established reporting
lines and clearly defined management roles and responsibilities, along with managers that accept
accountability, there should be no reason for multilevel approvals of decisions.

The conduct of each type of audit must be carried out using a set of guidelines, usually in the form of a
manual, developed by the audit division at headquarters. The various types of audits considered
necessary by the tax administration will range from the in-depth comprehensive audit and single tax
audit, through to the less detailed desk audit (cameral), specific audit, and system monitor audit, but all
will have specific areas identified to be checked, backed up by the selection system’s previous risk
assessment information.

The methods used during an audit are detailed and must be developed by the audit division at
headquarters. The tax administration should have procedures, manuals, and guidelines in place setting
out the best practices to be followed. These documents can run to hundreds of pages, but for the
purposes of this chapter the main stages required for a comprehensive audit are illustrated below.
These stages represent accepted international leading practice, and all tax administrations should aim to
have all their auditors trained in and using these techniques.

Although the mechanics of audit are set by procedures, manuals, and guidelines, the task of conducting
the audit should not be mechanical or routine. The procedures below provide guidance on how best to
approach the analysis and assessment of the taxpayer under audit. This said, the auditor's judgment is
paramount — not all of the information sources will be reliable or accurate. By its very nature, audit
involves continuous development of the picture as inquiries are pursued and observations made and an
ongoing review of information to focus the auditor on areas of potential problems. Developing an
understanding of the taxpayer and its industry will assist the auditor to identify where tax risk areas are
most likely to exist. The better appreciation the auditor has for the taxpayer and its industry, and for
the external and internal factors that affect the taxpayer, the easier it will be for the auditor to assess
whether there is significant distortion in the taxpayer’s tax reporting.

Stage 1. Pre-visit Planning

Once a case has been allocated, the auditor must collate as much information as is available to have
reliable background about the taxpayer. The details from the risk selection system will have given the
results of the criteria scores and the taxpayer file will give standard profile information. Any third-party
details available within the department should also be obtained. The auditor will analyze these data to
decide which areas will need specific attention, how the audit will be conducted, and how the auditor
will make sure the audit is completed within the time allowed. Unless there are indications that warning
of a visit would prejudice the availability of books and records, the auditor or a support team should
contact the taxpayer, make an appointment for the visit and list the books and records that the
Inspector will need to examine.
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The auditor also uses this stage to develop an audit work plan. It is unlikely that a comprehensive audit
work plan could be developed based only on pre-contact analysis, as there are many things that may not
become clear to an auditor until after he or she has had the opportunity to observe the taxpayer’s
operations directly. The auditor must continually exercise judgment throughout the audit process to
expand or contract the scope as needed with appropriate approval (even changing the type of audit
from office to field). A critical consideration here is that the auditor is not bound by the scope of audit
that is determined at this (or any other) stage of the audit. This said, the principles of risk-based audit
require the auditor to have a clear idea of how the audit should evolve from the pre-contact analysis,
based on potential risks that have been identified. If subsequent inquiries suggest that the initial risk
assessment was incorrect or incomplete, the auditor is expected to review the scope of the audit to take
any relevant new information into consideration.

Stage 2. Interview with Taxpayer or Representative and Inspection of Premises

This initial contact with the taxpayer is very important and it is critical that the auditor uses the
interview to establish how the business is organized and how the books and records are prepared. The
auditor may well feel all the facts are already in the taxpayer file, but it is essential to confirm them
again and get the taxpayer to agree the facts are current. By getting the taxpayer to set out all relevant
processes, the normal procedures will be reviewed to enable the auditor to identify any irregularities.
The pricing policies and profit margins should also be confirmed at this time for use during the
conclusion of the audit. Likewise, an inspection of the premises will enable the auditor to confirm that
the activity revealed by the books and records is consistent with the physical activity observed in the
operational part of the premises. The taxpayer’s compliance and any lapses in meeting deadlines will be
discussed.

Stage 3. Basic Checks of Books and Records

The basic checks will test the system and methodology the taxpayer has described to calculate their
liability. The type of tax will of course have various measures within the accounting procedures to
produce the liabilities, but initially the check should be to examine one return for each tax and trace
some items of the accounting events through to the final declared amount. Once the system has been
proved or otherwise, the Inspector can decide how to proceed. Provided there is an audit trail found
from the primary documents through to the final declaration, the decision as to how many returns and
which element of the process should be examined can be made. Using the information gained from this
stage, plus the risk assessment system and other data from the administration, it will become clearer as
to whether the fundamental accounting procedure is generally sound.

Stage 4. Further Checks

The stage is used to follow up on any details that give concern during the previous stages. If any
inconsistency is revealed by the information held, the basic checks, or large variations in what should be
a regular activity, these will need to be investigated. The subsidiary records must be examined to test
the main accounting records and these can include purchase invoices, sales invoices, production
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records, cutting records, credits received and given, delivery notes and goods received notes. This list is
not all inclusive and the auditor must make decisions depending on the facts and circumstances of the
current audit. The examinations must be sufficient so that there is satisfaction that the routines do
produce consistent accuracy for the overall results to be credible.

It is typically at this stage where it will be decided whether with the steps taken so far, the audit can be
considered to have demonstrated that, on the balance of probabilities, the accounting records of the
taxpayer produce credible liability declarations. This is important, because if the Inspector is satisfied
with the bookkeeping records and the operational records relating to them, the audit can be concluded
and the taxpayer status considered up to date. Only if new information comes to light can the taxpayer
be re-audited. This is a crucial decision as it will not only affect the taxpayer status within the risk
selection system but it will contribute to the cost effectiveness of the audit plan. By not continuing to
the final stage, the allotted time will be shortened and returned to the resource pool.

Stage 5. In-depth and Credibility Checks

When this stage is reached, it is because the Inspector is not satisfied that the accounting system
described by the taxpayer at the interview, and that applied checks indicate that the liability declared is
not correct. This being the case, further actions must be taken to prove all the tax due has been
declared.

At its simplest, in-depth checks can be established by using the basic records that are outside the
recognized accounting system and mentioned earlier, e.g., delivery notes, cutting records, production
records, etc., and checking that the all transactions are captured by the prime records.

In depth checks are not achieved by comparing invoices to 'daybooks' or 'sales books,' as this only tests
the credibility of the clerk transcribing the information. The Inspector must look for other ways of
checking all transactions are accounted for and concentrate on full checking of particular aspects. For
example, if the profit margin appears low or purchase to sales ratio appears low the auditor must
investigate whether all sales are being recorded, whether there are there cash sales or factory door
sales where the details are not recorded. It is also necessary to understand the taxpayer accounts, so
that accountants' adjustments and other accountancy protocols are investigated.

Another method of establishing the accuracy of declarations, when the basic checking has not been
sufficient, is the credibility or indirect method. This is a technique that uses any of the various known
facts or figures discovered during the audit and test or extrapolate the facts against the declared results
producing the tax liability. The types of credibility check will depend on the activity, the accounting
records, and laws in force. The types of credibility checks include gross profit ratio, parts/labor ratio,
food drink/drink ratio, cash reconciliation, invigilation, component check and mark up exercise. Life
style and net worth are exercises that must also be considered.

It is essential that the indirect methods of calculating an assessed tax liability has the force of law and is
clearly written in the statute. When the books and records of the taxpayer do not appear credible or are
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not produced, the auditor must be able to demonstrate that on the balance of probabilities with the
information provided by the Taxpayer the real liability should have been different to that declared.

There is no exhaustive list of in-depth checks and it is up to the skill and expertise of the auditor to
identify the possibilities that could exist for the unsatisfactory prior checks. The type of activity and the
findings at the time of the audit will dictate the in-depth checks to make.

Audit Report

Once the auditor is satisfied with the compliance of the taxpayer or that the errors discovered do reflect
the true liability, the audit must be concluded with the report written up and the assessments issued
where necessary. The auditor compiles the audit report without undue delay and while the auditor is
still familiar with the case.

The audit report is a summary of the audit findings and is an important part of the audit process as it
explains the legal and procedural basis for any conclusions that the auditor may reach on the taxpayer’s
liability. If a taxpayer appeals an assessment, the audit report represents the key evidence on which the
appeal body will base its conclusion. The audit report is also important to help evaluate the
effectiveness of the auditing approach and risk-based selection criteria. The results of audits will be
reviewed as part of a continuous cycle, so that the audit program becomes increasingly more effective
over time. The auditor prepares an audit report on every audit, whether or not measures regarding
taxation are proposed.

In order to create an effective audit report, the auditor employs a process of continuous documentation.
The auditor writes up the procedures and finding as soon as they occur throughout the audit, including
the pre-contact stage and the actual audit. The auditor also prepares any notes or working papers in a
manner such that another auditor with no background to this specific audit can review these notes or
working papers and understand what procedures have been performed and what the data in various
working papers represent.

An audit report contains a written draft of the audit that the auditor carried out, all relevant information
on the basis (legal and procedural) for any conclusions the auditor reaches on the taxpayer's liability,

5

and the proposed measures to be taken because of these conclusions.'® An audit report contains

suitable details on the following:

e Information on the taxpayer company and general information on its business, including the
business sector or industry, and business scope;

e Information on the audit, including the date and time, places of business audited, interviews
with the taxpayer, whether notification was given to the taxpayer, and whether there was
cooperation with other authorities;

e A description of the taxpayer’s accounting and other related systems;

1% An example template for the audit report is shown in Appendix 8.G.
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e A listing of audited accounting records, tax records, and other materials audited, and an

indication of the period of time that the audit is concerned with;

e The assessment measures proposed by the auditor on the basis of the audit and a separate
justification for each measure, including justification for not proposing any measures;

e The contents of the legislation, regulations, instructions, legal cases, and taxation practice
relevant to the audit and the content of any expert conclusion that the audit relied upon when
justifying assessment measures;

e Calculation of the penalty and interest payable, if any;

e Any other facts, evidence, and justifications that were of material importance when determining
the tax liability of the taxpayer;

e Any issues that may be relevant to future audits;

e Names and signatures of the auditors that carried out the audit; and

e Copies of any necessary details that provide clarification on the issues at hand should be
enclosed in the audit report as appendices and numbered so that their connection with the
issues presented in the audit report can be found without difficulty.

The audit report and any assessment calculations must be checked by an auditor or manager with the
appropriate level of authority before issuance and final closure. This should be the only authorization
required, but line management roles and responsibilities around performance and quality monitoring
will serve as further control.

Audit Closing

After checks by an auditor or manager, the auditor enters the results of the proposed assessment (if
any) in the tax administration IT system'®, sends a notice to the taxpayer that there is a proposed
assessment, and returns the file to archives.

The taxpayer or representative is usually given some time (e.g., 30 days) to send a letter that he or she
does not agree with the notice of proposed assessment, stating their reasons in a clear and concise
manner.’® If the taxpayer responds with such a rebuttal, the file is reviewed by a manager and any
collection action that may have been initiated is suspended. The manager prepares and sends a
response (e.g., within 15 days) to the objection. Where the taxpayer does not agree with this response
or where the tax administration did not respond within the period, the taxpayer should be allowed to

file an appeal.

' This should trigger a collection action.

'7 Typically, if the taxpayer is correct, no assessment is ever made and hence the assessment above is only
"proposed." A related leading practice is that the actual assessments are then made by a centralized group of select
auditors in a "central assessment unit" that would also review the audit and ensure that multiple erroneous
assessments are not continually being entered into the system.
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8.1.9. Audit Plan and Case Management

As audits are carried out and completed, cases should be tracked and monitored at the individual level,
but also with attention to how each case contributes to the overall national targets. In this regard, both
headquarters and district/field offices have roles and responsibilities. Headquarters must ensure that
the audit case selection system is producing the best results, and district/field offices must implement
the annual audit plan, with auditors carrying out their work in a timely and effective manner.

It is essential that the audit division has in place a clear set of roles and responsibilities for every aspect
of the workflow process. Together with this, there must be acceptance of managerial and personal
accountability at every level. In international leading practice, all staff involved in administering and
implementing the audit function have a clear understanding of their roles and responsibilities and how
they fit into the operation of the division. Depending on their level, each staff member will know how
they must monitor their own performance, how their performance will be monitored by others, and
their level of responsibility for monitoring other staff members’ performance.

The audit division of headquarters must regularly analyze all factors that contribute to the national audit
function. The section responsible for the annual audit plan must regularly monitor the results of each
target and take action when and where targets are missed. Headquarters will also review the criteria
and scoring that govern the selection of cases for audit to ensure that they are producing the optimal
results. The section responsible for audit processes and procedures must monitor whether those are still
appropriate and being applied correctly. All sections will undergo review and inspection to confirm that
they are performing all of their tasks and responsibilities at a high standard.

Likewise, the district/field offices must conduct regular analysis of their performance with regard to the
audit function, both in terms of individual contributions and from the point of view of overall
performance against set targets. In turn, the chain of authority as described below will analyze and
review the results to gauge performance at the office, team, and individual levels and confirm that
performance at each level conforms to high standards.

8.1.10. Monitoring and Reporting

Ideally, the whole audit process from planning to case closure should be closely monitored with regular
reports produced. Unless each stage of the audit process is managed effectively and the progress and
results reported regularly, the targets and objectives of the audit division cannot be reviewed and
adjusted or updated as necessary.

The tax administration must have a robust management information system in place that will give
regular (weekly, monthly, etc., as necessary) reports that will inform managers of the performance and
progress within their responsibilities. In the audit function the reports must include the number of
audits completed, the amount of additional tax discovered, the time taken, the number of appeals
against assessments, etc., so that both headquarters and district/field office managers can quickly take
action when indications or trends show signs of lack of progress or deviation from the plan.
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To determine whether the basic audit objectives are being met, certain measurement criteria are

applied to the audit results. Those measurement criteria can be categorized as follows:

e Quantity — The quantity of the audits produced is important primarily because a minimum
amount of "audit coverage" is necessary to obtain effective enforcement of the tax laws. Audit
coverage is the percentage of the total taxpayer population subject to audit in a given year. By
tracking the number of audits completed each year, with its available resources, the tax
administration can determine whether it is meeting its audit coverage goals. However, quantity
of audits must never override high-quality audits as the primary objective of the tax
administration.

e Revenue — The amount of revenue assessed is important because it helps to target the
taxpayers who have underpaid or misallocated the largest amount of taxes. Since audit coverage
is limited, it is crucial the taxpayers selected for audit are those responsible for the largest
amounts of underreporting. By measuring the revenue generated by audits over a period of
time, the tax administration can determine whether it is meeting its audit revenue goals.

e Quality — Generally, quality can be determined from the number and type of review comments
generated by supervisors and internal review processes, the number and type of protests
received, and the percentage of collection recovery on audit assessments. By promoting high
quality standards, the tax administration can assure that resources are used productively,
provide taxpayer education, and maintain a high collectability rate.

Such reports highlight the results and will also explain variances to the plan. Audit results are also used
to measure the effectiveness of the current audit file selection process and to inform the future year’s
audit selection process.

One of the key elements of the accomplishment of the annual audit plan is the time spent by auditors in
completing the audits included in the annual audit plan. A time reporting system must provide the
details of all direct audit time spent by auditors, as well as time spent on indirect activities. The
monitoring of such time enables audit management to ensure that resources are used as planned and in
accordance with the overall goals and objectives. The monitoring of time also provides the ability to
recognize and make necessary changes to redirect audit activity to meet plan objectives.

8.1.11. Audit Review and Quality Control

In general, completed audits should go through a two-stage quality review, as follows: (1) all should be
subject to a supervisor review, and (2) a sample should be selected for a strategic review. The purpose
of both reviews is to appraise whether auditors are following all audit manual guidelines, technical and
policy memorandumes, rulings, regulations, statutes, and procedures. However, the strategic review will
also review the audit for viability. This means the review is performed similarly to a taxpayer filing a
protest and will look for lapses in documentation, discrepancies, contradictions, errors, or any other
problems that might jeopardize the tax administration’s position. It will also review whether the result
of the audit justified the time spent by the auditor conducting the audit. Finally, the strategic review is
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also used to determine if the tax administration is being equitable in its administration. Sometimes,
audits identify the need for additional regulations, changes in policy, or additional training.

Supervisor Review

During the course of the audit, supervisors must discuss with the auditor procedures and methods for
conducting and documenting the audit and monitor each auditor's progress. Auditors are required to
keep supervisors informed about their audits, but both auditors and supervisors are responsible for
audits being done correctly and efficiently.

The supervisor reviews and discusses all phases of the audit with the auditor to the extent the
supervisor considers necessary to ensure that the auditor followed all audit manual guidelines, technical
and policy memorandumes, rulings, regulations, statutes, and procedures.

The supervisor should treat all employees equitably in the monitoring process so every auditor is given
the opportunity to learn from feedback. At the same time, supervisors should expect better audits from
auditors who are more experienced or are in a higher classification. Supervisors should determine the
appropriate balance of monitoring based on individual auditor needs. The supervisor should also
recognize the training potential of the review process and discuss with the auditor what could have
been done differently, based on their experience.

Notwithstanding this basic management responsibility of the supervisor, it is not possible, given the
volume of audit throughput, to check and discuss in detail every audit with every auditor. This is where
the strategic review comes in.

Strategic Review

A sample of files (perhaps up to 10 percent) is selected for quality review from the taxpayer files that
have been audited during the previous month or quarter. Although this selection should be as random
as possible, it is preferable that the list includes files from across all segments of taxpayers, including
large, medium, and small, and perhaps from various industries and taxpayer types. The strategic review
is conducted to determine the substantially correct tax at the least cost and in a manner that promotes
public confidence in the tax administration. Through the use of quality standards, such conduct is
identified and defined as an expectation for all tax administration audit staff. The strategic review:

e Reviews each selected file, focusing on the file documents to support the auditor's technical
conclusions;

e Ensures accurate tax and penalty computations;

e Ensures proper completion of all procedural requirements;

e Ensures proper managerial involvement; and

e Ensures that taxpayer rights have been protected.

The recommended process to be followed in the performance of an audit review, including the
standards and attributes of a ‘quality’ review, as well as a reviewer’s checklist and report are in
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Appendix 8.F. The corresponding form is provided in Appendix 8.H. On completion of the review, the
reviewer documents his/her findings in the report which in turn provides feedback to the auditors.

8.2. Common Trends

Throughout this chapter, comparisons between modern and developing tax administrations have been
made during the description of various elements of the audit function, and they have been collated here
together with other areas where there is generally still no commonly accepted approach.

8.2.1. Specialization

Over the last 10-15 years, modern tax administrations have extended the training of their auditors so
that they can use new techniques and software to increase the professionalism and effectiveness of the
audit function. As the task of controlling the tax register has become more complex and difficult, tax
administrations have had to ensure their Inspectors understand international accounting standards, the
work and role of the accounting profession, and the latest trends in tax avoidance and evasion. They
have used both internal and external training opportunities. Internal national training institutions have
been set up with highly qualified tutors engaged, and staff has been sent to universities and other
bodies for specialized training.

There has been no standard approach to the use of specialist auditors mainly because of the expense,
availability of suitable candidates, size of the taxpayer register, and the culture of the tax administration.
Approaches have ranged from recruiting specialist fraud recognition accountants direct from the
profession to comprehensive, in-house training courses being developed.

In between has come a gradual evolution of the pool of expertise within the audit division and individual
Inspectors becoming the recognized ‘expert’ within a particular field. The team concept has also
developed due to the big increase in customized computer accounting systems. Depending on the size
of the taxpayer, the team could consist of activity expert auditors, tax specific auditors, global
accounting experts, and computer program/forensics experts to complete a comprehensive audit. Each
of these specialist Inspectors should be used in the specialist role as much as possible, but they can also
take part in basic audits as well. The computer program expert will be able to check that the accounting
program does, in fact, produce accurate results leading to correct declaration of tax liability and nothing
is diverted to external accounts. He/she will also be able to use auditing software to test and validate
checks requested by the Inspectors. The global accounting expert will be able to assist the Inspectors in
interpreting the accounts and transfer pricing when multinational business is recorded. The computer
expert and the global accounting expert will be used other departmental tasks when not needed on
audits.

The use of the specialist for audits is so diverse that the developing audit division will need to train and
develop specialist auditors as and when the budget allows. The cost of training and purchase of auditing
software is high and each administration must decide on priorities, but, suffice to say, the use of more
and more sophisticated accounting programs puts the computer program auditing task high on the list.
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The use of contract experts is also a controversial topic. Many modern tax administrations use
consultants to assist in improving many aspects of various divisions, but, when it comes to audits,
opinions are divided. Many civil servants argue that using consultants to do revenue audits creates a
conflict of interest for the consultant, who may be required to carry out special audit techniques
designed by the tax administration, giving them information that could be of use to their private clients
when having contracts with them. Others argue that all departmental techniques should be published
and, therefore, no conflict exists.

8.2.2. Publishing Auditing Procedures and Techniques

Both modern and emerging audit divisions argue about revealing the procedures used during an audit.
Whereas some administrations publish their entire auditing policy and methods, others insist on
complete secrecy arguing that this gives far too much information to the taxpayers, enabling them to
avoid some liabilities. Again, the tax culture of the country has to be taken into consideration, but,
today, with generally more openness in government, the trend is to less secrecy. Countries have had to
deal with freedom of information laws and calls for transparency for years, which have led to much of
what used to be internal instructions and procedures being available to the general public via the
government's websites.

8.3. Tax Administration Maturity

Four levels of maturity of the audit program of tax administrations are presented below to help
interested officials make determinations about the level of maturity of the program and as rules of
thumb to make self-assessments about strengths and weaknesses.

Audit: Maturity Level 1
Key word: "Unfocused"

e There is no audit policy regarding where, when, and how audits are conducted, or how to
control the tax register, other than to audit all return/declarations received.

e Direction from tax administration headquarters to district/field offices is confused,
contradictory, and short-term.

e The lack of a management information system minimizes performance monitoring at any level.

e There is no audit strategy or annual audit plan.

e No audit manuals are ever prepared and auditors are always in a state of confusion and subject
to whatever interpretations are made by their local managers.

e lack of standardized processes and procedures and the absence of an audit manual cause poor
quality audits and chaotic case management.

e The audit target is still set at 100 percent of all returns/declarations filed, causing massive
backlogs.
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e No risk analysis selection system is in place. Rather, selections are more influenced by tax

collection performance, set against the budget estimates, usually ignoring actual declared tax
and estimated liabilities.

e Auditors are aggressive and concentrate on identifying misdemeanors for the imposition of fines
and penalties, instead of the credibility of returns and declarations.

o No use is made of indirect methods during audits or to reach assessed liability.

e The inconsistencies in interpreting the law contribute to many appeals or delays in finalizing
cases.

e Auditor recruitment, training, and retention policy ignores real needs and concentrates on
economy and law graduates with little specialized in-house training.

Audit: Maturity Level 2
Key word: "Looking to improve"

o The functional managerial responsibility and accountability start to be considered with a review
of the current status compared to leading international practice.

e There is recognition that the policy of 100 percent audit of returns/declarations must be
changed if self-assessment and voluntary compliance are to be encouraged. Various actions for
different types of audit are being proposed, and even a risk analysis selection program is being
considered.

e An audit strategy and plans are prepared, but without top management ownership, and
commitment to implementation is lacking.

e Managers prepare their own records to try to have some level of control, but little central
information is available.

e A review of written regulations, instructions, processes, and procedures produces
recommendations for all to be updated and improved. In view of the results, an audit manual is
still not considered necessary.

e Auditors are encouraged to be more helpful to taxpayers, but at the same time start checking
the credibility of declared liabilities, looking for under-declared tax rather than just
misdemeanors.

e Depending on the law, the audit function takes steps either to urge clarification of the powers of
indirect methods of assessment, or, if they are clear, then to train and instruct auditors on the
use of these techniques.

Audit: Maturity Level 3
Key word: "Focused"

e With roles and responsibilities understood, a management structure is set up with delegation of
powers and authority levels established to facilitate a more effective and efficient
implementation of the modernization being undertaken.
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A clear audit policy is written that identifies various types of audit and provides guidance on
how to carry out each type. The policy also indicates that audit selection must be targeted to
cases where there is a high potential risk of lost revenue.

Recognition that the methods of communication within the audit function are not sufficient to
meet the needs of the staff leads to a complete review and significant improvements.

Moves are made to create a computerized, risk-based audit selection system based on the new
policies. The system accounts for the types of audit indicated in the policy, as well as the steps
required to undertake different types of audit and the resources available.

An audit strategy is now being written using the new policy, and top management is taking
ownership. Commitment to the strategy is displayed by management monitoring and adjusting
resources and actions when necessary.

An annual audit plan is produced that takes the strategy and audit policy into account and gives
weight and information to a (computerized) selection system.

More management information reports are available, but they tend to be on a ‘one off’ or ‘on
request’ basis, and many managers are unaware of what reports can be generated or are
available. Little consideration is given to a true Management Information System as the IT
department does not understand its purpose is to serve, not dictate operations.

The recommendations made for rewriting regulations, instructions, processes, and procedures
are implemented and the new documents issued. Lack of training for the staff and little
management support makes the impact less than desired.

An audit manual is commissioned and gradually being introduced.

Auditors are producing better quality audits using their new techniques, producing more under-
declared tax, and contributing to the self-assessment and voluntary compliance effort.

Large taxpayers are being identified for special controls, but no national plan is in place.

The improvements and changes noted above have created a substantial increase in staff training
needs. The audit function is ensuring that short-term needs are met, while also reviewing the
long-term needs of a modern department.

The recruitment policy for auditors is reviewed and more appropriate criteria are proposed.

Audit: Maturity Level 4

Key word: "Strategic"

The tax administration’s drive for taxpayer voluntary compliance and self-assessment is at the
center of all the audit function’s plans and actions.

The audit function recognizes its role and responsibilities and accepts accountability for the
implementation of the law, as well as instructions, policies, processes, and procedures set out
by the tax administration, including the audit division at headquarters.

The management structure within the audit function is clear and well defined. Top management
has taken ownership of the delegation and authority levels ensuring checks and balances are in
place at each stage of the process.
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e The roles and responsibilities of the management structure within the function are clearly

defined. All managers understand their delegated powers and level of authority and implement
their tasks correctly.

e The communication and information flows of the audit function give clear and concise directions
and advice to all levels of staff.

e The audit strategy, annual audit plan, and audit policy are all operating well. The targets set are
achievable and relevant to available resources, estimated liability due, complexity and perceived
risk of taxpayers, and a management that is dedicated to encouraging effective processes and
procedures in all tasks. Monitoring, reviews, and development are all part of the ongoing tasks
undertaken by dedicated sections.

e A five-year audit strategy is developed, and senior managers accept ownership, ensuring regular
monitoring, updating, and communication to staff.

e Preparation of the annual audit plan is now a routine process and the division uses expertise
and experience to target the highest risk taxpayers and continually improve the criteria used in
the targeting process. Control of the largest taxpayers has become specialized.

e An audit manual has been developed setting the best practice for each type of audit and
explaining special techniques where the auditor experiences difficulties in verification of
accounts or declarations.

e The well-written regulations, instructions, processes, and procedures of the audit function are
implemented in an effective manner and are constantly monitored and developed by a
dedicated section.

e Audit managers and auditors focus on establishing actual liabilities of taxpayers and getting the
right tax at the right time.

e Audit techniques detailed in the audit manual, including indirect methods, are being used more,
and the quality of audits is becoming much more professional.

o A fully automated, risk-based audit selection system is in place, incorporating a case tracking
procedure that informs the annual audit plan and management information reports.

o The management of large traders is routinely monitored and the appropriate regimes put in
place to ensure best practice control is maintained.

o A full Management Information System is in place, giving regular, routine reports of all areas of
audit function’s activities, from national down to individual performance. Using the reports, a
system of monitoring and inspection is developed to enable managers at each level to ensure
fulfillment of their tasks. The reports are used intelligently to adjust focus or methods to
improve results.

e The managers, auditors, and audit support staff of the audit function are given the necessary
training that enables them to implement the processes and procedures of their tasks and use
audit manual techniques. Further dedicated training is also obtained for specialist areas, such as
computer auditing, international accounting standards, and transfer pricing, etc.

e The recruitment and retention policy incorporates a specification underlining the need for
individuals with good interpersonal skills who are able to deal with confrontational situations,
not just individuals with a degree in law or economics.
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8.4. Latin America and the Caribbean

In 2003, the Inter-American Center of Tax Administrations (CIAT) developed an Examination
Handbook'® to assist in the formulation of audit procedures across Latin American and Caribbean (LAC)
tax administrations. In its foreword, the book states that examination in many countries is poorly
developed in comparison with other functions and its introductory "justification" states that there are
large cultural, organizational, and statutory differences between administrations.'® Other sources cite
audit as weak, outdated, and underfunded.”® In general:

e Audits are few in number, amounting to 0.2 percent of active taxpayers subject to field audits
and 8.5 percent for basic checks;"”*

e A heavy presence of informal activity leaves less room for sophisticated taxes and requires more
reporting by taxpayers and more complex auditing by tax administrators;*’?

e Although manuals are present, they are not updated often; and

e Although the administrations rely on risk scoring, there is a need for better automation to
develop audit plans that focus on different types of audits (e.g., to include quicker and less
intensive audits)’’”®> or on specialization within economic sectors. Auditors have too much

influence on the selection of cases.

These sources also highlight that there is lack of legislation regarding exchange of information between
government departments, which inhibits the data available for risk selection systems, that many tax
administrations fail to automate the basic checks on receipts, and that protective assessments are not
automatically issued for stop-filers, indicating that LAC administrations fail to demonstrate to the
taxpayer that the tax administrations are proactive in seeking to identify errors or liabilities that are not
credible.

On a positive note, most tax administrations have a formal approach to audit planning, subject audit
plans to continual review and update, and have standardized audit procedures. A number of countries
provide auditors with compliance data warehouses and/or software to perform verifications.'’* These
characteristics would place LAC countries in the third level of the maturity model above. It is likely that
with additional focus on specialization and data exchange,