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Saerent by the Minister of Hnenoce and the Minister of Reverue

Last year the Government asked a Review Committee chaired by the Rt. Hon. Sir Ivor
Richardson to carry out a fundamental, strategic review of the Inland Revenue
Department and its activities.

The Review Committee was to 'investigate and recommend the optimal organisation
arrangements for the tax assessment and collection system, and other activities that are
currently part of the tax system, the provision of taxation policy advice, legislative
management and Ministerial servicing'. That review has now been completed.

The Inland Revenue Department is an important agency of the State. It collects more
than 80% of total Government revenue as well as administering social policy
programmes as diverse as the Student Loans and Child Support schemes. Every
citizen has a vital interest in New Zealand having an effective and efficient Inland
Revenue Department which administers the law properly and at least cost to taxpayers
who are required to comply with that law.

The review has concluded that although the Inland Revenue Department has made
significant improvements to tax administration in recent years some important issues
need attention. Detailed recommendations for change are set out in Part 1 of the
Report.

One of those recommendations, aimed at improving the process by which taxation
policy is developed, has already been implemented by the Government in the form of
a new Generic Tax Policy Process which provides a clear strategic focus for tax policy
and a more structured way of consultation with taxpayers affected by proposed
changes.

The other recommendations require detailed planning and design before they can be
introduced. They must be introduced smoothly and with minimum disruption to the
services provided to the public by Inland Revenue. The Government has authorised
the Inland Revenue Department to proceed with that detailed planning with the aim of
having all the changes in place by October 1995. Legislation will be introduced as
necessary to support those changes.

The Government welcomes the Review Committee's Report. Not only does it provide
a blueprint for taking Inland Revenue confidently into the next century but it will
ensure that New Zealand maintains its position as a world leader in public
administration.

R. Hon. Bill Birch Hon Wyett Geath
Minister of Finance Minister of RevenLe



Rt Hon WF Birch Hon Wyatt Creech MP

Minister of Finance Minister of Revenue
Parliament Buildings Parliament Buildings
Wellington Wellington

Repot on the Qganisatiod Raview of the Inand Revae

Dear Ministers

We have pleasure in submitting our Report on the organisation of IRD. The Report
deals with the terms of reference that you requested us to examine, and presents
recommendations on the issues we identified during the Review.

We have consulted extensively with many people from government departments and
the private sector in New Zealand, and several overseas tax administrations. \We are
grateful for all the valuable information we have received, in particular for the help
received from the Advisory Committee, from many people in the Inland Revenue
Department, and from Treasury and the State Services Commission who seconded
staff to our Project Team. We are particularly indebted to Liz Sinclair and the other
members of the Project Team.

We have tested the recommendations in the Report with IRD, with other departments
that would be most affected by our recommendations and, to a limited extent, with the
private sector through the Advisory Committee.

The Report is strategic in nature and the first of three phases of the full Organisational
Review. We have developed our recommendations only to a level of detail that
demonstrates the recommendations are practical and represent the best solution, and
would enable the next two phases, detailed planning and implementation, to reflect
our intentions.

The Report concludes that IRD has made significant improvements to tax
administration in recent years. But some important issues need attention.

We have proposed a clarification of the roles of the Commissioner and the Chief
Executive of IRD and some structural changes that build on IRD's current approaches.



We believe that New Zealand's tax administration in the 1990s should be based on
three strategic directions that underpin our recommendations;

* 'customer' services that focus on voluntary compliance in order to maximise
revenue;

» technical and communication skills that provide the best advice on all tax matters;
and

» efficient automated processes that handle the bulk of returns and information.

With the adoption of these recommendations the New Zealand tax administration can
move confidently into the future.

Yours sincerely

Sr ivor Rderdsm,

Mr David Edwards,
M
Mr David Henry,

Ty
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Dr Murra
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1 Suinmmay

11 Introduction

Following the recommendations of the Valabh Working Party (July 1993), the
Minister of Revenue appointed a Review Committee to

investigate and recomend the optimal arganisation arrangenents for the tax assessvent and callection
system ad ather activities thet are currently part of the tax system the provision of taxation policy
advice, legislative manegement and Ministerial senvidng.
This Organisational Review is the first of three phases: strategic, detailed planning
and implementation. The Minister of Revenue also appointed an Advisory Committee
to assist the Review Committee, and to be responsible for the second and third phases.
The Review Committee wishes to record its thanks for the assistance received from
numerous people in government departments and from the private sector in New
Zealand, and from several overseas tax administrations.

12 Baddgroundtotax admnistration in 194

Since land tax was introduced in New Zealand in 1878, the number and complexity of
taxes have grown at an accelerating pace. The nature of tax administration has
changed over recent years: in particular, the expansion of the narrow tax base to a
broader base, the mechanisation of tax assessments that used to be done manually by

IRD staff and the introduction of self-assessment. But the guiding principles of the tax
Acts date back to the 1916 legislation and have never been recast to meet current

condiitions.

IRD now administers nine Acts. The Department carries out several social policy
functions in addition to administering tax, operates one of the most advanced
computer tax information systems in the world, and employs some 5200 permanent
staff in 35 offices. IRD collects some $21 billion net revenue each year, and has an
annual budget of $379 million.

13 Awusionfor tax admnistration
The Review Committee developed a vision for tax administration in New Zealand.

The main elements of this vision, which is similar to the statement in IRD's 1993-
1994 Corporate Plan, "'The IRD in 1997, are:

* IRD is collecting the highest net revenue over time that is practicable within the
law;

* voluntary compliance is regarded as the norm, and non-compliance is regarded as
socially unacceptable;

* taxpayers respect the tax administration, and believe it is fair, helpful and efficient;

* taxpayers believe that if they disagree with any decision, the dispute will be
handled fairly and quickly;
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* the costs of compliance with the law are reduced to the lowest level consistent with
IRD's overall objective and the mix of taxes and other revenues chosen by the
Government; and

* tax administration is based on legislation that is well understood by taxpayers, and
is presented in the simplest manner passible.

14 Keyisaes
As aresult of its consultation, with the Government, the public and private sectors and

with the wider taxpaying community, the Review Committee has noted several key
Issues which are now summarised:

* IRD's objective needs to be stated in more specific terms and more strategic
performance measures are required to enable the Government and IRD to assess
IRD's strategic level achieverments;

* the costs of compliance, whilst comparing favourably with overseas jurisdictions,
have an adverse effect on the fundamental strategy of voluntary compliance;

» amore structured approach to tax policy formation is needed,
* the drafting of tax legislation requires fundamental change;

* an updating and clarifying of the roles of the Commissioner and Chief Executive of
IRD and of the relationship with Ministers is required;

* the resolution of tax disputes needs to be quicker and less cumbersome;

* IRD's role in the delivery of social policy functions needs to be carefully specified,
given the impacts on the core business of collecting tax;

» although IRD has made major changes in its operations over the last five years,
there is scope for further improvement, such as increasing some ‘technical’ skills,
more consistent interpretation of tax legislation, and more focus on specific groups

of taxpayers.

15 Anawdyedivefor tax admnistration

Tax administration should have an objective that specifies what Government wishes
to achieve, and enables Government and the tax administration to assess how well the
objective has been achieved. In particular, the objective should make allowance for
tax administration having to operate within a complex tax system that aims for the
optimum balance of several partly conflicting factors such as tax efficiency,
compliance and administration costs.

In meeting accountabilities to the Minister, the primary objective for IRD should
be:

Tre Inand RaveLe Departrent will odllect over tine the highest net reenLe thet
is practicable within the law heving regerd to tre resaurces avallabe 1o IRD, the
impartance of prooting comdiance, espedally valuntary: conliance, by all
taqoayers with Inand Revene Ads ad the coniance oosis incurred by
taqayers,



1 SUMMARY

Additional objectives are proposed for the tax administration's policy development,
social policy and information supply functions.

A tax administration ‘health' report should be prepared to assist Government and
IRD management assess how well the objective is being achieved. IRD should
develop and maintain a set of macro indicators for the purpose of assisting
Government and IRD in making strategic decisions for tax matters.

16 Therdes of Commissoner ad Chief Exeautive of IRD

The legislative framework for tax administration today is still based on the thinking
and methods used in the 1920s. But major changes in the last 70 years, such as the
shift to self-assessment and the increasing use of technology, are not reflected in the
current legislation. The roles of the Commissioner and the Chief Executive of IRD
now operate within the framework of the State Sector, Public Finance and Inland
Revenue Acts. Tax collecting has particular features with implications for the two
roles:

 the Minister of Revenue is ultimately responsible to Parliament for the tax
administration;

» the tax administrator has a statutory duty to quantify tax liability;
* but the resources available to the tax administrator are limited;
» the principle of voluntary compliance is central to tax collecting in New Zealand;

* modem technology enables the bulk of assessments to be processed using
computers;

* tax enforcement ains to ensure compliance, exercising independent judgement in
the quantification of taxpayers' obligations; and

e the tax administrator has responsibilities to Parliament, to Government/the
Minister of Revenue, and to taxpayers.

These features have implications for this Review, in particular the relationships
between the tax administrator, the Minister and taxpayers, and the significance of the
adjudication responsibility.

A major judgmental element is involved in assessing the final quantification of
taxpayers' liability, and this element has a crucial relationship to perceptions of the
integrity of the tax system. Where judgement or adjudication relates to a proposed
adjustment to the self-assessed liahility, or where a specific or general binding ruling
Is required, the functions should be carried out by a separate unit within the tax
administration. The Review Committee recommends that adjudication be given
appropriate legislative recognition.

The three Acts that provide the legal framework for the tax administrator, also
present some potential conflicts regarding the privacy of taxpayer information,
management within limited resources, and the scope for Ministerial direction to the
tax administrator.

The constitutional basis on which taxes are collected and the fundamental strategy
of voluntary compliance require that the integrity of the tax system be protected. That
means that the treatment of individual taxpayers is free from political influence,

3



1 SUMMARY

information regarding their affairs is kept confidential, and taxpayers are treated
impartially. To protect the integrity of the tax system, the Minister, the Commissioner
and taxpayers should all be assured that there is a 'no go' area where the
Commissioner exercises a wholly independent judgement. The Review Committee
recommends specific criteria for defining the 'no go' area and machinery for resolving
any disagreement between the Minister and Commissioner regarding their application.

Section 4 of the Inland Revenue Department Act 1974 should be amended to
recognise the practicalities of operating within limited resources. A periodic audit
should be carried out to check that management of limited resources is best directed to
the achievement of the overall objective for the tax administration.

17 Taxdgoues resdution

Most taxpayers' queries to IRD are resolved quickly. But taxpayers and IRD may not
agree on the facts or interpretation of the law. Current procedures and practices for
resolving disputes are not satisfactory, particularly for taxpayers. Yet it is vital that
taxpayers believe any dispute will be handled fairly and quickly. Otherwise they may
not be willing compliers in the future. Recommendations to improve disputes
resolution are:

e a revised tax disputes resolution process should be introduced. At the
pre-assessment phase a revised approach is designed to ensure that, so far as
possible, assessments will be correct. This will be supported by the availability of
information, evidence exclusion provisions and early application of appropriate
expertise. Post-assessment, the recommended approach provides for more effective
ta>(<jpayer initiated litigation, subject to standard judicial procedures and timetabling;
an

e a simple, ‘fast track’, non-precedential procedure for dealing with small claims
should be introduced as part of the jurisdiction of the Taxation Review Authority.

A comprehensive review of the present arrangements for resolving tax disputes
through the High Court and the Taxation Review Authority would require
considerable time. Although there is evidence of problems that contribute to overall
delays at this stage of the process, the proposed new process should address most of
the current concerns. A period of time should be allowed to assess the impact of these
changes. Accordingly, it is recommended that a review of the operation of the new
procedures for disputes resolution should be carried out two years after all elements of
the new procedures are in place.

18 Qssof conpiance

Compliance costs include direct, opportunity and ‘psychic’ or anxiety costs, and fall
mainly on businesses. They can have serious effects on the economy, including
discouraging the start-up and expansion of business. If compliance costs are too high
or uneven, they lead to resentment and endanger voluntary compliance. Yet voluntary
compliance systems tend to increase compliance costs. Owerall, New Zealand's
compliance costs are similar to the costs of other countries. The key is to achieve a
balance that best meets the overall objective of the tax administration.
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The proposed objective for IRD includes taking account of compliance costs. The
Generic Tax Policy Process (GTPP) described below requires consideration of
compliance costs at each stage of the process of developing and implementing tax
legislation. That should go a long way to providing a proper focus on those costs and
impacts.

The Review Committee notes that these compliance cost questions arise in other
governmental areas.

19 Taxpdicy acMoe

The Review Committee was asked to report on tax policy advice at an early stage of
the Review. This was done, and the principles and process described in this Report
have been approved by Cabinet. The GTPP is currently being implemented.

The previous tax policy development process had several problems. The subject
matter is complex, and tax legislation is very complex and difficult to understand. The
tax policy process was not clear, neither were the accountabilities for each stage of the
process. There was insufficient external consultation during the process.

With appropriate implementation, the GTPP should resolve or very substantially
reduce the policy development problems. The process has five phases: strategic,
tactical, operational, legislative, and implementation and review. The process features
external consultation and feedback, appropriate cost-benefit analyses. It requires a
specific focus in the tax administration's organisation structure. The process should be
reviewed before the end of 1994 to determine if further improvements are needed.

The requirements of the GTPP should be reflected in the organisation structure of
tax administration. Several options were considered, including a separate ministry of
tax policy. However, it wes concluded that tax policy advice would benefit most by
utilising the comparative advantage that IRD has regarding the practical operation of
tax collecting. This would require a close relationship with the tax administration. The
Review Committee therefore recommends an IRD Tax Policy Development Unit
reporting directly to the Chief Executive. This unit should have resources that enable
It to at least match the best tax policy advice available from other areas such as the
private sector and Treasury. It will also be responsible for Ministerial servicing
activities, such as drafting correspondence.

110 Legdative drafting

The IRD Tax Policy Unit should also have a Legislative Drafting Section. This section
should have overall responsibility for all tax legislation drafting, including the rewrite
of the Inland Revenue Acts. The section should develop a new drafting style that
provides for clear statements of the intent of the legislation, uses clear and simple
language, and does not attempt to cover every eventuality. Parliamentary Counsel
Office should provide final quality assurance of draft legislation.

111 Soad pdlicy fundions
IRD currently carries out several social policy functions: collection of National

Superannuitant Surcharge, ACC levies, Family Support for non-beneficiaries,
assessment and debt collection for Student Loans and administration of the Child
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Support scheme. IRD is responsible for some aspects of policy as well as delivery, and
it also supplies income data to the Department of Social Welfare and the Accident
Compensation Corporation to help combat abuse.

The Review has considered whether these functions are appropriate for a tax
administration, and whether there are better ways to carry out parts of the functions.
Two principles are recommended:

» |RD's core business is the assessment and collection of tax revenue; and

* any non-core functions that IRD is required to administer through its collection
system and income related data base should be undertaken through a contract with

the responsible agency.

Carrying out some social policy functions can be detrimental to core tax functions: for
instance, by reducing focus on core tax activities. But it is difficult to determine
whether some social policy functions are or are not core tax activities, or how well
they fit with core tax.

The Review Committee has concluded that the current administrative arrangements
for National Superannuitant Surcharge, Family Support and ACC levies need not
change, and that IRD's current structural arrangements that treat Child Support as a
separate customer segment should continue in the interim. But the longer term
arrangements for Child Support should be considered in the context of the current
Trapski Review of the scherme.

If IRD is to continue to undertake assessment and debt collection under the Student
Loans scheme, then an explicit funding and service agreement should be agreed
between the Ministry of Education and IRD.

1.12 Designariteria to underpin the tax administration's
orgailmgimstmctue

The structure of the tax administration should be based on clear criteria that will
ensure it is capable of meeting its objective, and of carrying out its functions in the
most efficient and effective manner. Analysis of current issues, and the future needs of
tax administration, indicate eight criteria are critical. The tax administration should:

* concentrate on the core business of assessing and collecting tax revenue;

 take advantage of the level of automation already achieved and the common
information data base;

* improve customer focus, particularly through vertical integration of design and
delivery;,

* impartially apply the law and protect the integrity of the tax system by separating
the adjudicative function within the structure;

* improve consistency and quality of technical activities by ensuring a sharper focus
on this aspect;

« structurally differentiate between the three strategic functions performed by IRD,
namely policy, adjudication and operations;
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* determine the optimal delivery mechanisms by an assessment of where the work
needs to be done; and

* ensure the recruitment, development and retention of quality people.

113 Qputions for the arganisationd structure

The principles and directions, together with other recommendations above, determine
several key aspects of the tax administration's organisational structure. Some
additional aspects require further assessment.

Consideration was given to having one or more of the three strategic functions
operate as Crown Entities. This could encourage a more ‘arms length' relationship,
both between the functions, and with the Government. The Review Committee
concluded however that the need for Government to have, and to be seen to hawve,
direct control of tax collection dictated against the Crown Entity form. In addition,
there needs to be close relationships between the three strategic functions. The Review
Committee concluded that the tax administration should be a single organisation,
constituted in the form of a government department.

The strategic focus of taxpayer operations could be based on revenue type,
operational function or customer group. The current structure is based primarily on
functions. A revenue basis was assessed, but found wanting because it would require
multiple contacts for many business taxpayers and involve duplication of activities. It
wes concluded that a structure based primarily on customer focus would not incur
additional costs but, critically, would enable the best practicable services to be
provided to meet identified needs of each customer segment.

114 The organisationdal structure reconrended for tax
admnistration

The recommended structure is summarised in the following diagrams. The key

features of the components reporting to the Chief Executive (CE) are:

» the three strategic business units: Policy, Adjudication and Operations;

* the CE has a minimum number of managers reporting directly, so concentration
can be focused on new and changed activities, and critical strategic issues; and

* the strategic support functional areas will report to a strategic support manager.
Given the nature of these functions, they are likely to have considerable direct
involvement with the CE. The strategic functions will be: Information Technology
(Strategic Planning), Human Resources, Finance, Communications, Corporate
Planning, and Legal Services. The Contracts Management Advice and Internal
Audit functions will report directly to the CE

The functions of the Policy Unit and the Adjudication Unit were outlined previously
(ref. paras. 19and 1.6 respectively)
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Three Strategic Business Units of IRD

Chief Executive / Commissioner

Internal Audit Strategic Support

Adjudication Policy Operations

The Operations business unit will carry out all design and delivery activities.
Customer service delivery will be separated initially into three distinct groups: Child
Support (CS), Corporates, and Individual and Business. Child Support functions will
be similar to present, but will report directly to a CS business manager. Corporates
will also report to a separate Corporates manager. Each customer segment will carry
out its own service design functions.

The Review Committee would have liked to see one or more additional business
units, possibly small and medium sized businesses. But there wes insufficient
information to be certain that the most appropriate groups/segments had been selected.
The Review Committee reluctantly decided that further division of the large customer
group of Individual and Business should await collection and analysis of additional
information. The Review Committee expects that by the beginning of 1996, following
research, the Individual and Business segment will have been broken down into
smaller, more specific segments such as Small Business.

Field delivery will be carried out in a new arrangement of local offices. A small
number of Field Centres will undertake all direct delivery functions, including
specialist functions. About seven Field Centres are envisaged, but the details and
exact numbers will be developed in phase 2 of the Review. Each Field Centre will
have smaller Satellite Offices that focus on local service needs, in particular, functions
that require face-to-face contact with taxpayers. Some Field Centres in metropolitan
areas will also have small Customer Service Centres located for customer
convenience to provide counter Services.

Additional features of the Operations structure include:

* Information Management which will develop and manage information technology
systems, and manage the Output Centre which undertakes mass individual
mailings. The section will have a close relationship with the strategic IT support
function;

* Litigation Management will manage all litigation, mostly that arising as a result of
taxpayer disputes. Internal and external legal specialists will handle individual
Cases,

* aTax Operations Research Unit will carry out research to determine the needs and
behaviour of taxpayer groups, and contribute to the 'health’ report;

* Processing Centres will be in the Individual and Business group to facilitate
co-ordination of all processing activities. Regular reviews should check Processing
Centres maintain the most appropriate technology and methods, and are located to

best advantage;
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* two temporary units will be part of the Individual and Business design function: a
Compliance Costs Unit that will expedite the compliance costs strategy, and a
Technical Development Unit that will expedite the improvement of technical skills
in all delivery functions; and

 a g pogame is recomedad to aes ad ted addtiod
sub-ocontrading of sare ddlivery fudians.
Overall Tax Operations
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115 Sub-contradingfor delivery

No organisation in the public or private sector is self-sufficient. They decide what they
can best do themselves, and what goods and services they will obtain from others.
About 14 percent, or $55 million of the $395 million output cost of IRD in 1992-
1993, wes paid to third-party suppliers of goods and services. There are widely
recognised good practices in sub-contracting, but the special nature of tax collection
dictates some additional principles to ensure appropriate accountability to Parliament.

Functions such as general management, strategy development, management of
policy development and high level adjudication should not be sub-contracted. There is
scope for further sub-contracting of other functions, and a seven-step programme is
recommended to analyse the practical issues, test additional sub-contracting, and
review the results at regular intervals. A contracting specialist will advise managers
and the CE on each step of the programime.
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116 Baiits, acgts and transitional arangaments for the
reconmrenced structure

The results of implementing the Review Committee's recommendations are expected
to significantly enhance IRD's efficiency and effectiveness over time. In particular:

» the Government should, as a result of the GTPP and the associated structural
changes, receive better tax policy advice;

* legislative drafting proposals should produce substantial savings in administration
and compliance costs and enhance the voluntary compliance strategy;

* taxpayer compliance costs should be reduced without compromising revenue
flows,

* proposed structural changes and enhancements to the tax system should promote
voluntary compliance, and thus support the objective of obtaining the highest net
revenue over tine;

» through more effective use of IRD's limited resources;
* by abetter focus on IRD's core business and strategic direction;

* over time, the Review Committee's structural recommendations will improve IRD's
efficiency and reduce the cost of Vote: Inland Revenue; and

* the Review Committee's recommendations should have positive economic impacts.

Improvements in IRD's effectiveness can be expected to make significant
contributions to tax revenue flows. It is not possible to quantify any revenue gains
because too many variables are involved, many outside the control of IRD. However,
even a very small enhancement in the level of revenue collected will have a significant
fiscal impact. To give an indication of the orders of magnitude involved, if the New
Zealand tax revenue gap is the same magnitude as that estimated for the US, a
decrease in the tax revenue gap of 1 percent would yield about $35 million of income
tax revenue per annum.

With respect to the direct efficiency gains arising from the Review Committee's
recommendations, conservative estimates of the savings and costs of implementing
the recommended structure are: $7 million savings to Vote: Inland Revenue each year
after the transition, and $28 million for the cash transitional costs. Phase 2 of the
Review should develop detailed plans that will enable these costs and savings to Vote:
Inland Revenue to be specified more accurately. The Review Committee believes that
IRD management should be able to implement the new structure below the cash
transitional cost figure outlined above.

The implementation process is anticipated to take some 18 months, concluding by
1 October 1995. The Report emphasises that the way the structure is developed and
implemented will determine to a significant extent whether all the expected benefits
are realised. Transitional recommendations are meade.
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Cyedtive of tax administration

1. In meeting accountabilities to the Minister, the primary objective for IRD should
be -

The Inland Revenue Department will collect over time the highest net revenue that is

practicable within the law having regard to:

* the resources available to the Inland Revenue Department;

« the importance of promoting compliance, especially voluntary compliance, by all
taxpayers with Inland Revenue Acts; and

» the compliance costs incurred by taxpayers.

This primary objective should be incorporated into a revised section 4 of the Inland
Revenue Department Act.
(ref. para. 8.2)

2. In addition the following objectives should be adopted for the policy function -

In accordance with the strategic and detailed policy as determined by Ministers, the
Inland Revenue Department will:

* identify, develop and recommend specific tax policies that will raise tax revenue in
the most economically efficient and equitable manner; and

 provide tax policy advice that meets the performance measures specified by
Government.
(ref. para. 8.1)

3. The folloming objectives should be adopted for the social assistance and
information supply functions -

The Inland Revenue Department will:

 administer social assistance regimes within the law, to agreed performance
standards, at least cost; and

* supply within the law required information to other government agencies, to agreed

performance standards, at least cost.
(ref. para. 8.3)

4. The Chief Executive of IRD should, as part of the Department's on-going strategic
planning cycle, prepare a ‘health report’ for the Minister of Revenue. This will:

* provide Government with a clear picture of the full set of major issues confronting
the tax administration in the achievement of its objective, including any ‘pressure
points', so that the Government has all of the information necessary in order to

n
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make purchase and ownership decisions that are in the best long-run interests of the
tax administration;

integrate new and existing strategies;

contain a description of the requirements to operationalise policy initiatives, so that
the Government can make purchase decisions consistent with its wider strategies
and the overall objective for the tax administration; and

state how IRD is dealing with any problems developing in the operation of tax
legislation reported through the generic tax policy process.
(ref. para. 8.4)

IRD should develop and maintain a set of macro information, or indicators, for the
purpose of assisting Government and IRD management in making strategic
decisions for tax matters and, in particular, as input for the ‘health report. The
information may also be useful for high level performance measurement, but such
use should be secondary.

(ref. para. 8.5)

Rdes of the Gonmmissoner and Chief Executive of the InNland
Ravee Department

6.

Separate structural focus should be given to the area of the tax administration
where there is both a high concentration of the adjudicative component and a close
proximity to the final quantification of an individual taxpayer's liability.

(ref. para. 9.2.1)

The recommended structural focus should be achieved by the appointment of a
second-tier manager within IRD in charge of the review of proposed adjustments
and final quantification of liability, primarily in contentious cases where taxpayers
have been audited, and of the provision of specific and general binding rulings.

(ref. para. 9.2.1)

In phase 2, IRD should undertake such detailed analysis and testing as required for
the legislative specification of a separate adjudicative function.

(ref. para. 9.2.2)

Amendment is required to section 4 of the current Inland Revenue Department Act
1974 to incorporate the following features:

explicit recognition of the Commissioner's requirement to operate within limited
resources in the care and management of all of the functions committed to the
charge of the Commissioner;

protection of the integrity of the tax system, including a clear definition of what is
to be protected; and

provision for Ministerial directions and their publication.
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A drdit of the areded sedion4 of the Inand Reverue Departrent Act fallons:

S (1) Bvery Minister and Officer of any Department having responsibillities under this Act or any ather
Act in relation to the cdllection of taxes and ather functions under the Inland Reverue Acts will
at all times use their best endeavours to pratect the integyrity of the tax system

(2) Without limiting the meaning of ‘integrity of the tax syster it reflects:

(i) taxpayer perceptions of thet integrity;

(i) therights of taxpayers to have their liability deterrmined fairly, impartially and according to
law;

(iii) therights of taxpayers to have their individual affairs kept confidential and treeted with no
greeter or lesser favour then the tax affairs of ather taxpayers;

(iv) the responsibilities of taxpayers to conply with the law;

(v) the responsibilities of those administering the law to maintain the confidentiality of the
affairs of taxpeyers, and

(Vi) the responsibilities of those administering the law to do so fairly, impartially and according
tothelaw.

(3) The Chief Executive of the Department gppainted under the Sate Sector Act 1988 is designated
the Commissioner of Inland RevenLe.

(4) The Commissioner is charged with the care and menegenent of the taxes covered by Inland
Ravenue Acts and with such ather functions as may e conferred on the Commissioner.

(5) In cdllecting the taxes committed to the Conmrissioner’s drarge and notwithstanding anything in
the Inland Revenue Acts the Commrissioner will collect over time the highest net revenue thet is
practicable within the law having regard ta:

(i) theresources availadle to the Conissioner;

(i) the importance of promoting conpliance, espedally voluntary conrpliance, by all taxpayers
with the Inland Reverue Acts; ad

(iii) - the compliance aosts incurred by taxpayers.

(6) The Governor-Generd may by Order in Goundil and with due regard to the provisions of this
sedtion ad of the State Sector Act 1988 and the Public Finance Act 1989 issue directions to the
Commissioner in relation to the administration of the Inland Reverue Adts.

(7) BEvery Order in Coundll mede under subsection (6) will as soon as practicable after it is mede:

(i) bepublished in the New Zedland Gazdte, ad

(i) be laid before the House of Representatives together with any acconanying statement of
reesars for the Order in Coundil and with the advice of the Commmissioner in relation to the
ntter.

(8) An Order in Coundll mede under subsedtion (6) will beconre binding on the Commissioner 7
days dfter it is mece.

13
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(9 For the purposes of this section ‘taX indudes any revenue or entitlerrents covered by the Inland
Revenue Acts and 'taxpayers and ‘taxes will be construed accordingly.

(ref. para. 9.4.1)

10. To provide assurance to taxpayers, Ministers and Parliament as to the integrity of
the tax system in an environment where care and management in the
administration of the Inland Revenue Acts have been explicitly recognised, there
should be an independent and periodic audit of the tax administration conducted
by the Controller and Auditor General, to ensure that there are adequate internal
guidelines for the exercise of care and management and that these guidelines are
being followed.

(ref. para9.5.1)

11. The current IRD customer charter should be amended to include more explicit
recognition of:

* taxpayers' rights to expect that the quantification of their liability will be impartial
and in accordance with tax law;

* taxpayers' rights to expect that their individual affairs will be treated with no
greater or lesser favour than the tax affairs of other individuals; and

* taxpayers' obligations under the law, in order to achieve more of a balance in the
charter between the rights and obligations of taxpayers.
(ref. para. 9.4.3)

12. The Minister should not receive information on the tax affairs of individuals, or
information that allows the identification of individuals. Exceptional
circumstances where the provision of information may be in the public interest
are;

* where the Commissioner is satisfied that information on individuals is required to
develop and frame legislation; and/or

* in a situation where the individual has already approached the Minister and can
objectively be seen to have waived the right to confidentiality in some particular
aspect of the individual's affairs and the Commissioner is satisfied that the Minister
needs that information; and/or

 any other situation where the Commissioner concludes that he/she must give
information to the Minister (for example, as ‘early warning' concerning issues for
which the Minister may be expected to account for the actions of the Department).

(Note: this recommendation is concerned with the Commissioner providing the
Minister with relevant information. It does not allow the release by the Minister of
that information.)

(ref. para. 9.5.2)

14
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Tax dgputes resdution

13 A revised tax disputes resolution process should be introduced, with a revised
approach to the pre-assessment phase.

(ref. para 10.7)
14 Legislative changes should be made to introduce ‘all cards on the table' and
appropriate evidence exclusion provisions, to remove the legal requirement for a

taxpayer to lodge an objection with the Commissioner and to provide for taxpayer-
initiated litigation to be subject to standard judicial timetabling.

(ref. para. 10.7)

15 A review of the operation of the new procedures for disputes resolution should be
carried out two years after all the elements of the proposals are in place.

(ref. para. 10.8)

16 A simple, ‘fast track, non-precedential procedure for dealing with small claims
should be introduced as part of the jurisdiction of the Taxation Review Authority.

(ref. para. 10.7)
Qs of corpiance

17.1RD should continue the current compliance costs reduction strategy which
includes:

* provision of effective information on compliance cost impacts for the tax policy
design process;

» an effective focus at the operational level on researching and identifying
compliance cost issues for specific taxpayer groups; and

 appropriate analyses and use of compliance costs information to identify
opportunities for compliance costs reduction, and assessment of the costs and

benefits associated with these opportunities.
(ref. Section 11)

Tax palicy aoMoe
18 IRD should have a Tax Policy Development Unit:

* to provide the highest quality advice to Government which at least matches that
available elsewhere;

* reporting direct to the Chief Executive;

 understanding the practical operation of business and other income earning
activities;

« with the best mix of skills and experience at both managerial and staffing levels;

» supplemented as necessary by appropriate external specialists to complement
internal skills; and
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* structured to suit the needs of specialists, multiple projects and many internal and

external relationships.
(ref. para. 12.6)

19. IRD should ensure that its management and communication processes are suited to
their role in the GTPP.

(ref. para. 12.6)

20. The Review Committee endorses the recommendation by the Valabh Committee
that high priority be given to the rewrite of tax legislation, and recommends that
the rewrite be incorporated into the planning phases of the GTPP and completed
as soon as possible.

(ref. para. 12.8)
21 The Review Committee recommends:

* the legislative drafting style should be changed to provide for clear statements of
purpose, principles and rules employing a simple plain language approach in much
shorter sentences avoiding undue detail;

* Doth in the rewrite and in other tax legislation the distinctive role and powers of
adjudication should be separately identified; and

« aframework should be developed to ensure that changes to improve simplicity and
clarity are consistent with, and support, the need to protect the integrity of the tax
base.

(ref. para. 12.9)

22 To clarify responsibilities for drafting tax legislation, the Review Committee
recommends:

* in keeping with the GTPP, IRD normally should be responsible for drafting tax
legislation. This will utilise IRD's information and other comparative advantages;

* such drafting, which is to reflect the intent of the policy design, should be done in
consultation with Treasury;

* in exceptional cases where Treasury is responsible for all phases of the GTPP for a
particular policy issue, Treasury should prepare draft legislation and then forward it
to the IRD Legislative Unit for checking overall consistency with tax legislation;

* in all cases the IRD Legislative Unit should be accountable for overall drafting of
tax legislation, including the rewrite of Inland Revenue Acts, and for checking
drafts to ensure overall consistency with tax legislation. (The Legislative Unit will
be a separate part of the Tax Policy Development Unit); and

* Parliamentary Counsel Office should provide final quality assurance of draft
legislation.
(ref. para. 12.10)
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Soad pdlicy
23 The following principles should be adopted in considering the structural fit of the
administration of social policy regimes within IRD:

» |RD's core business is the assessment and collection of tax revenug, rather than all
Government revenue. Any other revenue collection functions that IRD is asked to
undertake will have potentially detrimental impacts on the effectiveness with which
it carries out its core business and is able to meet the needs of Government and its

core customer groups; and

» when IRD is being asked to administer, through its collection system and income
related data base, all or part of a policy scheme for which ownership falls within
another agency of Government, then that agency should be required to contract
with IRD for the delivery of that function.

(ref. para. 132)

24. As hoth the National Superannuitant Surcharge and the Family Support schemes
are tax-like in nature and closely akin to core business, they should continue to be
located within IRD.

(ref. paras. 13.31 and 13.3.3)

25, The current explicit funding and contracting arrangements between Accident
Rehabilitation Compensation Insurance (ARCI) Corporation and IRD should
continue.

(ref. para. 13.32)

2. If IRD is to continue to administer the Student Loans assessment and debt
collection function because of the current design of the scheme, an explicit
funding service agreement should be instituted between the Ministry of Education
and IRD.

(ref. para. 13.34)

2Z7. The possible structural implications of the administration of the Child Support
scheme should be considered by the Trapski Review.

(ref. para. 13.35)

28 The current structural arrangements which treat Child Support as a separate
customer segment within IRD should continue in the interim.

(ref. para. 13.3.5)
Structural gptions and evaluations

2 The tax administration should be structured as a single organisation which
includes policy, operational and adjudicative activities.

30 The tax administration organisation should be constituted in the form of a
government departrment.
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3L The organisational structure of BRD should be primarily based on a customer focus
model, rather than a revenue type or functional basis, in order to best achieve the
tax administration's objective.

3. The delivery of IRD services should be based on an analysis of the most
cost-effective number of sites given where field work is needed, and the
requirements for reasonable access by taxpayers and their agents to a local office.
This includes the replacement of the current regional and district structure with a
structure based on Field Centres, Satellite Offices and Customer Service Centres.

(ref. Section 16)
Recomended strucdture

33 Three separate management strearms, headed by an appropriate second-tier
manager, should be established to reflect the three strategic activities of IRD:

* policy;

* adjudication; and

* Operations.

3. All operational activities, including both design and delivery for all of the

customer segments, should be integrated under the leadership of a Chief Operating
Officer (COO) who will report directly to the CE

3. The Operations area of the organisation initially should be structured into three
customer segments:

 Corporates (corporates and associated businesses with a turnover of more than
$100 million);

* Child Support; and
* Individual and Business.

3. Detailed design and development of further customer segments such as small
business should be substantially completed by the beginning of 199%.

37. Processing Centres should be retained and report to the Individual and Business
operations manager.

3. Field delivery services should be provided through a combination of relatively
large Field Centres with a high concentration of specialist expertise and regional
support services. Smaller Satellite Offices and Customer Service Centres should
be attached to the Field Centres for management purposes.

3. A major task during phase 2 of the Review should be the detailed design of the
number and location of Field Centres, Satellite Offices, Customer Service Centres
and the associated numbers and types of staff required. This work should be
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undertaken within the framework and according to the principles outlined in this
Report, and should consider:

* opportunities for achieving further economies of scale;
» reasons for significant cost variations between offices; and
* (etailed job design.

40. A stand-alone Technical Development Unit should be established to report to the
manager of the design function. The purpose of the unit will be to provide a
specific focus and pool of expertise to raise technical standards.

41. A Tax Operations Research Unit should be established to develop data on further
segmentation required and on the strategic contribution of specific operational
activities to the achievement of IRD's objective.

42 The litigation management function should be established as a separate unit
reporting to the Chief Operating Officer and the unit should be responsible for the
management of all litigation.

43 Information technology functions, including systems development and the Output
Centre but excluding strategic activities, should constitute a separate unit reporting
to the Chief Operating Officer.

4. A strategic support activity should be established consisting of strategic IT, human
resources, communications, finance, quality management, and planning and
development. The strategic support activity should be organised under a
second-tier manager, but individual functional areas should have direct access to

the CE as necessary.
45, Corporate support service activities should be the responsibility of line managers,
operating within corporate policies.

46. The Compliance Costs Reduction Unit should be retained to examine compliance
costs issues across the operations area.

4/. A contract management advisory function to report directly to the CE should be
established, to provide expert advice on the assessment and testing of options for
sub-contracting.

48 Phase 2 of this Review should undertake the detailed design of the optimal size
and functions of Head Office.

(ref. Section 17)

49 A comprehensive customer service strategy should be developed for the
organisation which includes the following elements:

o clear strategic direction;
* management commitment;
* definition of customer groups and identification of needs;
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* incentives at the organisational level;

* re-engineering of business processes;

* surveying customers and monitoring progress; and
* customisation of information systens.

Sub-contracting gpions for delivery

9. The Inland Revenue Department should introduce a seven-step programme:

Sepl

Sep2

Sep3

Sepl

Seps

Sep6

Andlyse all main tax administration functions in order to identify which
functions should Nat be sub-contracted. The guidelines and the results of the
preliminary analysis outlined in Section 18 should be used as a basis for the
analysis.

Carry out a detalled ardlysis of the practical issUes associated with
sub-contracting (including the utilisation of statutory powers), with a view to
moving to a carefully planned phased development including testing,
evaluation and review.

Ass=ss which functions have the greatest patential to ke carmied out at
lower aost by contractors. Estadish apriority list for the next dep

Carry out cost-benefit anatyses for the functions, in the order established in
step 3, in order to determine if sub-contracting should be tested for that
function. The analyses should include the questions posed in paragraph 185,
and preliminary discussions with some interested contractors. If the results of
analysis favour sub-contracting, performance criteria should be determined to
assess the results of tests in step 5. Establish priorities for testing.

Test sub-contracting gptions for the sdedted functions in order to
demonstrate whether in practice the function is carried out by the
contractor(s) to the owverall advantage of IRD. An appropriate part and
quantity of each function selected should be put up for tender. Tender
specifications should be developed, folloned by suitable tendering
procedures and selection. After an appropriate period for each test, the results
should be checked against the original cost-benefit analysis and performance
criteria. A decision should then be made to increase or decrease the amount
of sub-contracting of that function. This exercise should be carried out
without favouring either the sub-contractor or IRD; that is, the same tasks
should be undertaken, and the same operational constraints should apply. In
practice, there are likely to be overlaps between the steps proposed, and some
tests may need to be undertaken for more than a year to make it worthwhile
for the contractor.

Develop internal conpetition for those functions that must be undertaken
in-house.  Additional initiatives should be introduced that lead to an
appropriate degree of internal competition. There are several recognised
approaches to gaining benefits from internal competition that IRD could
develop further. Constructive competition between internal units is a
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powerful incentive when the best performers receive sincere and widely
broadcast praise from executives. Best performance can also be clearly linked
to internal promotion. In general, competition is better between teams or
units than between individuals. Care should be taken to avoid the potential
for destructive competition and the perception of internal competition being a
passing fashion. IRD's current emphasis on Quality Management will help in
that direction.

Sep7. Review conpetition and contestallity regularly. Decisions relating to

sub-contracting should be reviewed at appropriate intervals. In particular, any

function that is sub-contracted should be put out to tender after a period that

is fair to both contractor(s) and IRD - about three years is a common period.
(ref. Section 18)

SLThe current recommendations for sub-contracting some Child Support debt

management and some other debt management activities should be revisited in the
light of the steps recommended above, and IRD should report to Government
accordingly, early in phase 2 of the Review.

(ref. para. 18.6)

Berfits, aodts and transitional arangenents

52 The Review Committee recommends that the Government:

note that the recommended structural changes are expected to significantly improve
the effectiveness of the tax system and IRD, and thus increase tax revenue flows
over time;

note that the recommended structural changes are expected to generate fiscal costs
and benefits for Vote: Inland Revenue as follows:

steadly state fiscal savings, ie following transition - $7 million per annum
indicative cash transition costs - $28 million;

note that, based on the immediate efficiency gains identified by the Review
Committee, the payback period for the recommended structure is four years;

note that the above estimates of annual fiscal savings do not take into account any
additional efficiency gains which may be identified during the detailed design and
cost benefit work to be undertaken in Phase 2;

note that the above estimates do not take into account the tax revenue impact of the
effectiveness improvements to IRD, nor any general contributions the changes may
make to improving New Zealand's economic performance;

agree that the IRD should now proceed to Phase 2 of the Review (detailed planning
and design of the Review Committee's proposals) with the assistance of a Steering
Committee structure chaired by the IRD, with representatives from central agencies
and persons nominated by the New Zealand Law Society and the New Zealand
Society of Accountants;
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agree inprinciple that the target timeframe for implementing the Review
Committee's proposals be 1 October 1995 and that analysis in phase 2 proceed on
this basis; but

agree that the detailed cost-benefit analysis to be done in Phase 2 of the Review
consider the relative costs and benefits of alternative implementation timeframes,
especially with regard to the management of transitional costs;

invite the Chief Executive of the IRD to report to theCabinet Strategy Committee
by 1June 1994 on Phase 2 including the following

(1) terms of reference for the Steering Committee.

(i)  adetailed work programme for Phase 2 together with a critical path for
completion.

(i) consultation and reporting requirements, particularly with respect to the
Review Committee's recommendations that impact on other departments
and agencies.

(iv) aprocess for progressing legislative changes.
(v) resource requirements for Phase 2

(vi) the management of internal and external advertising and filling of key
management positions.

(vii) aprogramme to establish a Tax Operations Research Unit, an immediate
priority of which would be to identify further taxpayer segments.

(viii) the development of strategies that will be employed to manage human
resource/industrial relations issues and fiscal risks.

 agree that Phase 2 of the Review should be undertaken progressively and be
completed no later than six months after the filling of the second tier management
positions;

* invite the Chief Executive of IRD to report to the Ministers of Revenue, Finance

and State Services before that time on any issues requiring more immediate
resolution; and

* agree, subject to the cost benefit analysis, that the Review Committee's proposals
be progressively implemented, concluding by 1 October 1995, and that detailed
planning and implementation proceed on that basis.

(ref. Section 19)
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3 Introduction

31 Badkgroundtothe Report of the Qganisational Raview
Gommittee

The First Report of the Valabh Working Party, July 1993, recommended an

organisational review of IRD that had also been proposed in IRD's Corporate Plan.

The Minister of Revenue concurred. He noted in the preface to the Valabh Report
that, following rapid development of the taxation system over the past 10 years

it is now appropriate to take stodk and to deternmine the best possible arangement of functions and
strudiures for the Departmrent for the next 10years.

Cabinet approved the terms of reference for the Review recommended in the Valabh
Report, as set out in Appendix A The Review is to

investigate and reconmrend the optimel organisation arrangerents for the tax assessment and collection
system and ather activities thet are currently part of the tax system the provision of taxation policy
aoMice, legislative menegement and Ministerial senvidng.

The Review is to consist of three phases: strategic, detailed planning and
implementation. The first phase is the responsibility of the Organisational Review
Committee.
32 The Qganisationd ReviewGommittee
The Minister of Revenue appointed an independent Review Committee comprising
Court of Appeal Judge, Sir Ivor Richardson (chair); IRD Chief Executive, David
Henry, and Deloitte Touche Tohmatsu Australia Managing Partner, Management
Consulting, David Edwards, and also including Secretary for Treasury, Dr Murray
Horn when the Review Committee waes considering the policy advice function. On
policy advice matters, the Review Committee reports to the Ministers of Revenue and
Finance, and the reporting date overall is 31 March 19%4.

An Advisory Committee was established whose brief was to assist the Review

Committee and, after the first phase of the Review, to be responsible for making
detailed recommendations for implementation.

33 The Raviewprooess and Repart structure

The Review Committee wes further assisted by an independent Project Team, whose
members received considerable information from an IRD unit established for this
purpose. The Review Committee worked closely with the Advisory Committee
comprising IRD executives, representatives from the Department of the Prime
Minister and Cabinet, State Services Commission and Treasury, and an experienced
chartered accountant and barrister and solicitor nominated by their respective
organisations. The Review Committee and Project Team interviewed many people to
discuss their views on aspects of tax administration: IRD staff, people from several

233
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government departments, representatives and tax practitioners from a range of
organisations and societies, and staff from several overseas tax administrations. The
interviews were confidential, therefore no names are listed. However, the Review
Committee is very grateful for their invaluable help.

The Report concentrates on presenting the main recommendations, and providing
sufficient additional information to assist with an understanding of the context and
rationale. Additional supporting information, including some details of the
recommendations, is in the appendices. The sections are ordered logically to progress
the reader towards each recommendation; every section starts by explaining its place
in this progression. However, as most aspects of tax administration are somewhat
interdependent, there is a degree of overlap in some sections. Cross references to other
sections are noted. All tables of figures are derived from IRD sources except where
otherwise specified.

24



4  Background and current situation

This section provides:
* ageneral background of tax administration in New Zealand;
* anoverview of how IRD operates; and

 sufficient context to explain the more specific findings, analyses and
recommendations that follow.

Additional details on the operations of IRD are provided in Appendix B.

41 Thebessfor NewZedands tax legdationwas develgoed 10

yeasap

New Zealand became a colony of the United Kingdom in 1840 and for many years
relied primarily on customs duties for its revenue source. Stamp duties were
introduced in 1866. Land tax was first imposed in 1878, and income tax in 1891. But
until the second world war, the yield from income tax wes relatively small. For
instance, income taxes for the year ending 31 March 1914 amounted to 554,000
pounds; by 1939 taxes were 14,800,000 pounds. The substantial development of the
welfare state from 1938 required funding from a mass tax.

The current income tax structure and legislation dates back to 1916. There have
been numerous changes over the years such as some rewriting of the Income Tax Act
in 1923, 1954 and 1976. But the guiding principles of the Income Tax Act have not
been amended to reflect current conditions.

From the mid 1980s, in conjunction with other changes to economic management,
successive Governments have introduced a range of fundamental changes to the tax
system. The cumulative effect of these changes to tax administration has been
massive.

1985 Fringe Benefits Tax (FBT) introduced.
National Superannuitant Surcharge introduced.

1986 GST commenced at 10 percent.
Family Support Tax Credits and Guaranteed Minimum Family Income (GMFI)
introduced.

1983 Current tax rates introduced - 24 percent on income up to $30,875; 33 percent
thereafter.

1990 GST increased to 12.5 percent.

19091 Land Tax repealed.

1992 IRD assumes responsibility for assessment and collection of Child Support
from the Department of Social Welfare.
IRD responsible for collecting information for ACC.
IRD responsible for assessment and collection of Student Loan repayments.
Estate duty repealed.
Major changes to ACC levies such as the Earner Premium introduced for
non-work accidents.
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In addition, over the last 10 years there have been important technical changes to the
tax laws aimed at maintenance of the New Zealand tax base. Examples are the
introduction of an 'accruals' regime dealing with the timing of income and expenditure
and the international tax regime.

42 Sverd govemmen departirents participate in texes and user

* |IRD collects all direct taxes, GST and various duties;

 Customs Department collects GST on imported iterms, excise, alcohol, tobacco and
customs duties;

 Ministry of Transport collects road user charges and motor vehicle fees;
 Ministry of Commerce collects energy resources levies; and

 Treasury and IRD advise Government on tax policy.

Total revenue collected amounts to some $25 billion, of which IRD collects $21
billion, or 80 percent.

43  Income Tax and GST conrise save B paroant of revenLe
adleded by IRD

A breakdown of the revenue collected by IRD in the year ending 30 June 1993 is
shown below.

Revente Type Amourt ($000) Peroertage
e Incoretax (induding FBT) 1656843

» GST (exduding GST adlected by Qstas) 4,273532 2018
» Esae git, Sanpaddegediies 191,04 00
o Gy, lattery, ardtadisator duties 101,961 048
L G@® oo
. Tax 19 Q
« Sudatloas 3BL o®
o Qedt cadduy ardgayoedissue lewy 10,76 06
« Undaimed nones adather 3040 o
Total 21174316 10000

44 Thestatutary rde of IRD isto admnister nine reene Ads

Nine Acts of Parliament currently prescribe the activities carried out by IRD, and
define the statutory role of the Commissioner of IRD to ‘administer' the legislation:

* Income Tax Act 1976 (including Fringe Benefits Tax);
» (oods and Services Tax Act 1985;

» Estate and Gift Duties Act 1963;

 Stamp and Cheque Duties Act 1971;

5
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Gaming Duties Act 1971,

Inland Revenue Department Act 1974;

Child Support Act 1991,

Student Loan Scheme Act 1992; and

Unclaimed Money Act 1971,

IRD also collects Accident Compensation levies as an agent for ARCI Corporation,

45 The nature of taxes ad tax administration hes dranged

The nature of the tax system has changed over recent years. Three major changes that
have affected tax administration are: the expansion of the narrow tax base to a broad
base (including expansion of the income tax base, and the introduction of GST and
FBT); the introduction of advanced technology to perform operations that were once
done manually by IRD staff; and substantial self-assessment by taxpayers. These
changes are fundamental to the way tax administration is managed and organised.

46 Major totre 1sation structure of IRD
In 19683-

Prior to 1988, IRD was organised principally by tax type in two groups, Operations
and Compliance. The Head Office of IRD carried out policy and research, technical,
compliance, legal, operations (Systems) and supporting corporate services and finance
functions. Four Regional Offices co-ordinated and supported 28 District Offices that
carried out the direct assessment and collection of taxes and duties (operations), debt
management and audit functions (compliance).

The addition of FBT, National Superannuitant Surcharge, GST, Family Support
and GMFI added considerably to IRD workload. Furthermore, self-assessment began
to be introduced in 1986. Staff had increased 56 percent from 3300 in 1984 to 5150 in
1988. IRD commenced a major change process in 1987-1988 that in some ways
anticipated the subsequent requirements of the State Sector Act 1988 and the Public
Finance Act 1989.

The restructuring that commenced in 1988-1989 was a major modernisation of IRD
aimed at:

* increasing focus on customer service;1

* replacing outdated technology under a five-year information systems development
plan (the FIRST system plus re-engineering business processes in the light of
opportunities created by technology);

* responding to the State Sector and Public Finance Acts;
* better measurement of performance;

1 For the purposes of dscussion in this Repart, the term'custorer” fadilitates afocus on the conoept
of customer senvice, and does nat imply an elerent of chaice thet acustoner may have in ather
drcurstances. The termencanpesses bath intermal and extermd graups.
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reducing the number of management levels;
introducing an improved system for corporate planning; and
facilitating self-assessment by taxpayers.

47 Trecurent structure is besad on 13 'programes

The organisation structure of IRD divides activities into 13 programmes: seven to
deliver services, and six to support delivery. The delivery programmes and their main
activities and resources allocated for the year ending 30 June 1994 are:

Svenprogrames to deliver external sanices

Legdlative Affairs

Functions: provide tax policy development and advice, with the exception of Child
Support, assist in tax legislation and forecast revenue for all taxes
administered

Location: Head Office

Resources: 40 'person years' (one PY equivalent to one full time staff person), $3
million budget

Rulings

Functions: formulate and communicate the Commissioner's policy on the
interpretation and application of revenue law administered by IRD

Location: Head Office

Resources: 53 PYs, $3 million budget

Taxpayer Sevices

Functions: respond to taxpayer enquires, provide taxpayer education, carry out
activities for Income Maintenance, Student Loans, supply of information
and collection of ACC levies; provision of Ministerial services and the
Problem Resolution Service

Locations: Directorate at Head Office, delivery at Regional and District Offices

Resources: 1000 PYs, $35 million budget

Ravenue Assessret and Callection

Functions: process all tax returns, bank tax payments, open mail and either respond or
pass to District Offices, account for all revenue to the Crown

Locations: Directorate at Head Office, three Processing Centres (Upper Huitt,
Hamilton, Christchurch)

Resources: 999 PYs, $41 million budget

Delt and Retum Management

Functions: inform taxpayers of need to file returns, issue automeatic reminders and
follow up if necessary, identify non-payment, issue automatic reminders,
take action on non-payers

Locations: Directorate at Head Office, delivery at Regional and District Offices

Resources: 643 PYs, $22 million budget
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Taxpayer Audit

Functions: risk assessment, all tax audits including payroll (PAYE, FBT), GST,
income tax, investigation and international. Follow up action for non-
compliers

Locations: Directorate at Head Office, delivery at Regional and District Offices

Resources: 1320 PYs, $50 million budget

Child Support

Functions: register and assess Child Support customers, respond to enquiries, recover
overdue payments, provide policy advice and assist in design of legislation
for Child Support

Location: Directorate at Head Office, delivery at Regional Offices and 12 District
Offices

Resouraes 610 PYs, S0 million buchet

Sxinternal programes to support delivery

Information Techndlogy

Functions: plan and develop information systems for all IRD functions, deliver and
support computer operations, manage sub-contracted computer operations
(mainly Government Computing Services)

Location: Head Office Directorate and one Output Centre at Porirua that prints and
mails out about 16 million items each year

Resources: 371 PYs, $58 million budget

Human Resouraes and Support Savices

Functions: provide human resources and administrative policies, systems and services
including industrial relations, payroll, building management, typing,
mailroom, records

Locations: Directorate at Head Office, delivery at Regional and District Offices
Resources: 628 PYs, $63 million budget

Panning and Development

Functions: assist in development of corporate plans, design and advise on
management policies and processes, provide corporate services including
communications and staff development and training

Location: Head Office
Resources: 67 PYs, $5 million budget

Hnance

Functions: produce financial reports for IRD managers, several government agencies
and Parliament, develop financial policies, operate the budgeting process,
provide services such as purchasing and property

Location: Head Office

Resources: 35 PYs, $3 million budget
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Legal Services

Fudios: provide lecd advice to ather programimes - nainly regarding tax dsputes,
narege tax dgedion Gasss

Location  Head Cffice and Regard Cffices

Resources: 40 PYs, $3 million budget

Internal Audit

Fundios evdugte IRD goaratios, ad repat to the CE an tre effidency ad

effedtiveness of meregaent pdides, prooedures adoorirds
Locationr  Head Office
Resouoes 13 PYS, $L million buchet

Total resources. 5819 PYs, $307 million buchet

 The asts of the Six sypat delivery progammres tagether with the $72 million
gredﬁrdred a8t (eg caatd darge and depredation) are dlocated to the auput
a8Es

o Thisreautsinatata budget of $37 million.

48 199319 output dass ass

The progyanme acgts shown in paraggah 4.7 are rdled Up into autput dasses for
govemmet ad reporting puposss. The auput dasses fram the 19934
Goparate Han ae shoanbdow

Output Class Costs 1993/94 1993/94 Vote

($000) %
Output Class
Tax
Policy Advice 4,961 1.31
Taxpayer Information Services 73,456 19.37
Revenue Assessment and Collection 70,548 18.60
Management of Overdue Tax and Returns 47,159 12.43
Taxpayer Audit 87,495 23.07
Sub-Total 283,619 74.78
Non-Tax
Assessment and Collection of Child Support 55,455 14.62
Administration of Income Maintenance 7,346 1.94
Student Loan Scheme 4,227 1.11
Supply of Information to Other Agencies 1,659 0.44
Collection of ACC Levies* 26,000 6.86
Tax Education Office Services 968 0.25
Sub-Total 95,655 25.22
Total Department 379,274 100

* The aosts of collection of ACC levies are dharged to the Accident Rehabillitation and Conpensation Insurance Corporation.
All ads ae GST exdusive.

0
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49 ThelRD Coporate FHan 1993-194 exdains how IRD intends
achieving its agreed perfomance levds

The Plan indudes the following poirts:
The Purpose of the Inland Revenue Departimernt is to serve the community by

* collecting revenue to fund the work of the New Zedland Governnent
* contributing to the achieverrent of the GCovernment's soad policy ogectives
acoording to law and in the most effective and efficient manner.
Principles - Liabilities and Entitlements
Liabilities and entitleents under the lans adninistered by Inland Revenue are aeated by Parliament
when it mekes those lans.
Liabilities
The lans require every person to pay the carrect amount - no nore ad no less
The best way to achieve this is for each person to voluntarily conly.
To encourage the highest possible level of voluntary conpliance, IRD ains to:

e admnister the lans in aconsistent, inpartial, courteous and prompt mamer

* mekeit as essy as possible for pegale to comply with the lawns, by letting themknow thelr rights and
abligations

¢ deter ad detect those who do nat conply and take appropriate action against them

*  kegp the costs of conplying to aminimum

Entitlements

IRD dso ains to help people receive any entitiements they have under those lans.

The Corporate Plan also describes a vision of IRD in 1997 that 'is designed to give a
longer term focus to IRD planning and to place the 1993/94 Plan in context. The
vision refers to all key areas such as legislation, customer service, technology and IRD
as an employer, in a modem, practical and inspiring way. The plan describes the
‘output classes' and the higher level outputs such as performance measures.






5 Adheemasof IRD

This section describes some of the major achievements of IRD during its recent period
of major change, 1989 to 1994. These achievements:

* recognise that IRD has had many major successes; and

 serve to balance Section 7, External factors and key issues, which deliberately
selects key issues where there is some need for improvement.

51 IRD hes suooessiuly inplemented alarge denge progranme

In 1988 IRD faced a number of problems. The most serious by far related to its
information systers. IRD's systems were outdated, inflexible and close to collapse.
The Government approved a comprehensive modernisation of the Department with
major emphasis on using the opportunities to increase the tax take and reduce costs,
which modem integrated information systems permit.

The modernisation programme waes large and complex. It had to deal with IRD-
specific problems but also accommodate the changes required by the public sector
reform process. It had to be flexible enough to respond to Government tax and social
policy changes (for example the addition of Child Support to IRD's responsibilities). It
had to pay for itself in reduced costs. And the fiscal risk had to be managed to
maintain the flow of revenue to the Government.

The modernisation process was phased in over a five-year period. The results of the
programme in efficiency terms have been dramatic. Administrative savings of $80
million a year are now being realised. In terms of enforcement activities, outstanding
returns have been reduced by 42 percent from 1991 to 1993 and net collectable debt
reduced by 38.4 percent from 1990 to 1993. Banking of revenue is now done 24 hours
quicker on average, representing an interest saving to Government of $25 million a

year.

52  IRD hes achieved good perfomrance againgt its agresd output
Spedfications

In recent years, IRD has met most of its agreed output specifications, with only

relatively minor shortfalls. The Annual Report for the year ending June 1993 listed

only a small proportion of items 'not achieved. This has been attained in an

environment of increasing performance specification. IRD has achieved this level of

performance within budgets that have been reduced each year.

53  IRD hesinpemented anintegrated informmation systemthat is
rated as avongst the best of its type in the world

IRD has developed and implemented an integrated information system that brings

together all the main components of the total tax administration process. Called

FIRST, the system has a single central data base of taxpayer information that links the
main administration processes. Whilst there were initial teething problems, two years

3B
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of operation have demonstrated that the huge changes have been more than
worthwhile, and all the main performance targets were achieved. A recent benchmark
study completed by Price Waterhouse used IRD's management of information
technology as an example of 'best practice' in both the public and private sector in
New Zealand and Australia. There has been a constant procession of visits by overseas
tax authorities seeking to learn from FIRST.

54  IRDisintroducing aphilosgphy and pradtice of custamer
senice

The need for a focus on customer service was recognised as one aspect of the 1988
1989 restructuring. This has since been a key strategy for IRD, and has been
complemented by a major quality management programme. Several recent surveys of
individual taxpayers' views have rated IRD's customer service high relative to
comparable organisations. A recent benchmark exercise carried out by Price
Waterhouse rates IRD's customer service practices as amongst the best compared with
other public and private sector organisations in New Zealand and Australia.

55  IRDwas sdedted by Goverment to adiminister the newChild
Support Act 1991

The Government required an agency to administer the Child Support Act, and selected
IRD as the most capable and efficient agency for the particular needs of the Act. IRD
implemented a large and rapid programme to develop the functions, programmes and
skills required. This entailed recruiting and training some 600 staff, about half from
the Department of Social Welfare. Although there were transitional problems, the
scheme is now operating reasonably well although it continues to be controversial.
The collection rate has increased from some 30 percent of the amount assessed to
close to 70 percent. There are, however, some guestions of principle about how well
Child Support fits into the mainstream of tax administration; these issues are
discussed in Section 13, Social policy functions.

56 Overdl IRD staff continue to denorstrate ahigh degree of
commitment, in gate of the mgjor dages
Staff of IRD have demonstrated their willingness to change rapidly and successfully in

work methods, in particular those required as a part of the new computer based
systems. This suggests that IRD has a sound base on which to build any changes.

57 IRD hescontinued toinestinits develgorent asan
organsaion

During the period of change, IRD has invested in its own development so that it is

able to increase its overall performance and improve efficiency. Initiatives include

well developed planning and monitoring processes, the introduction of quality

management, the development of skills and knowledge profiles for all staff, a

competency based manager development programme, systems and processes to
support accountability, internal costing systems, contracts for internal services, the

A
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development of a job design methodology, performance appraisal and performance
based remuneration, development of a Programme Evaluation capacity, and the
development of its Corporate Communications capability including greater attention
to communications planning.

All this has been achieved whilst maintaining revenue. However, there are some
areas which have not received the same level of attention during this period of change.
Section 7, External factors and key issues, identifies these areas together with other
Issues which need attention so that IRD develops to meet the changing environment in
which it will operate through to the year 2000.






6 Awusionfor tax admnistration

Avision for tax administration provides a necessary framework for this Review.

The 'vision' underpins much of the discussion and several of the recommendations

in this Report and encompasses the objectives discussed in Section 8, Objective of tax
administration. To the extent that the tax administration also carries out other
functions based on tax concepts and according to a mandate from Government, the
principles of the vision apply equally to those functions.

The Review Committee notes that its ‘vision' is similar in many respects to the

statement in the IRD 1993-1994 Corporate Plan entitled: The IRD in 1997.
61 A‘vison for NewZedands tax administration

IRD is collecting the highest net revenue over time that is practicable within the
law.

Voluntary compliance is regarded as the norm, and non-compliance is regarded as
socially unacceptable.

Taxpayers respect the tax administration, and believe it is fair, helpful and
efficient.

Taxpayers believe that if they disagree with any decision, the dispute will be
handled fairly and quickly.

The costs of compliance with the law are reduced to the lowest level consistent
with IRD's overall objective and the mix of taxes and other revenues chosen by
Government.

Tax administration is based on legislation that is well understood by taxpayers, and
Is presented in the simplest manner possible.

This wll require:

an empowered workforce with a high level of skill and expertise for the provision
of policy advice, correct application of the law, assistance to taxpayers and the
enforcement of liability;

aclear customer focus; and

advanced systems and processes for the processing of information and money for
the great bulk of revenue collecting.






7 Bxtema factars and key iIssUes

This section:
* lists assumptions about external factors which will affect tax administration; and

 summarises key issues which the Review Committee has identified in relation to
the tax administration.

71  Assunptions about extemdl factars that affect tax
administration
The public sectar regulatory ervironment will remain

The State Sector Act 1988 and the Public Finance Act 1989 are expected to provide
the basic framework for government departments for the foreseeable future.

Technology will ke usedin newvways

The impacts will be faster processing, enabling better and easier access to data. There
will be more use of electronic communications such as video, and direct exchanges
between computers. This will help provide better service to customers and enable
more flexibility in deciding where the work is performed. Accessing and manipulating
information can be done almost anywhere.

Public sector agendes will continue to operate under tight fiscal constraints
Pressure will continue, to ensure economical management of Government resources,
and to demonstrate this through the achievement of appropriate performance
measures. In some areas IRD will need to compete for scarce resources including
highly skilled peaple.

There may le more targeting of sodd assistance

This could place greater reliance on information collected on various forms of income.
Concem about privacy of information and individual nights will continue

Further data exchange between government agencies will continue to raise concerns

about misuse of information. If tax information is used for other purposes, it may
affect voluntary compliance.

IMost peode have increasing expedtations of customer Savices

This appears likely to continue as competition, quality management and freedom of
choice expand throughout society. Customer diversification will continue to grow,
resulting in groups of taxpayers with specific needs. For instance, the percentage of
older people will increase, as well as the focus on the needs of those from different
ethnic backgrounds.
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There is inareased diversity of commerce and inareasing internationalisation of
New Zedland's econany

This is resulting in more complex financial products and transactions and increased
transfer of funds internationally. In particular, this has implications for tax policy and
IRD's compliance activities.

Tax reform s expected to be ontgaing and substantial

12 S\?%Jﬂdd ISSLes have beenlidentified that any newstructure

There are three categories of issues identified: strategic, policy and legislation, and
operational.

SrategCIssLEsS

721 There are ambiguities between the rdes of the Commissioner ad the
Chief Executive of IRD (refer Section 9 Rdes of the Commissioner ad
the Chief Executive of IRD)

The Valabh Committee identified several actual or potential conflicts that have

resulted mostly from the different requirements of the Inland Revenue Department

Act, and the later State Sector and Public Finance Acts. The problems relate mainly to

the interplay of those Acts and, in particular, how to balance the requirement of the

Inland Revenue Department Act for the Commissioner ‘to administer' the Act and

collect all the tax due, with the requirements of the other Acts in relation to the

efficient and effective management of the resources available to the Commissioner.
Other associated problems include:

* the degree of independence of the Commissioner from Ministerial direction and the
provision of information to help the Minister fulfil delegated responsibilities;

* the relationship between management and adjudication in tax matters; and

* the effect of these on the integrity of the tax system and the fundamental strategy of
voluntary compliance.

722 |IRD's legdative dyective is nat adhievalde (refer Sedion 8 Ojective of
tax administration)
An interpretation of the legislation is that IRD is required by the Inland Revenue
Department Act to ‘administer' the Act and, amongst other things, to collect ‘all' the
tax. For many practical reasons, this objective is impossible to achieve. But there is a
clear general expectation that IRD will collect the most revenue that it can within
certain limitations. Other factors affecting the ability to meet requirements under
legislation are also relevant such as the exercise of good management, and the need
for trade-offs between factors such as compliance costs and information requirements.
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723 IRD's performance measures do not adequiately measure its strategic levd
achievemants (refer Sedion 8 Oyjective of tax administration)

IRD is generally regarded as well advanced in. the development of performance
measures relative to other state sector organisations. But, in parallel with the previous
issue (lack of specific objective), there are no really effective measures that assist IRD
management or the Government to assess how well IRD is achieving its strategies, for
instance, the enforcement and the compliance costs strategies. Currently it is difficult
to know whether IRD's allocation of resources is the most effective and efficient.
There has been a concentration on output measures to the exclusion of outcome
measures. As a result, IRD's performance is currently judged by an excessive number
of output measures, although IRD has recognised the need to refine these in order to
concentrate more on broader measures. It is not possible to measure exactly some
macro areas, but more information could be produced to assist in high level decision
making.

IRD's much improved information systems could provide a good base for the
refinement of its performance measures.

724 Taxadministration islikely to heve nmore major danges in future

The last decade has been one of rapid and major change for tax administration, and for
IRD. Although the pace of change may slow, further major tax and related changes
could be made by Government. Other activities, or different emphases could result
from a different objective or changed strategies.

It will be important for the structure of tax administration to be sufficiently flexible
to be able to cope with further changes.

725 Conpiance oosts in New Zedland are high (refer Sedtion 11, Gosts of
conpliance)
Numerous people have told the Review Committee that compliance costs are too high.
Their concerns relate to the direct costs, time and anxiety costs of complying with tax
obligations, as well as the costs of supplying other information. Comments such as
‘why should we be unpaid tax collectors' are common. Studies have indicated that
compliance costs are an issue for most tax administrations, and all taxpayers are
affected to some degree. The burden falls heavily on small businesses. Apart from
perceived unfairness, the problem may be exacerbated because New Zealand has a
higher proportion of small businesses than many other developed countries.
Compliance costs that are perceived as unacceptably high are known to affect both
voluntary compliance and the behaviour of the individuals affected, for instance, by
resorting to evasion, and by not employing more staff because of the associated
compliance requirements. The solution will be attained by an appropriate balance of
the many factors involved - from initial policy design, through to administration and
review.
726 Thereis sogee to increase IRD's custaner foous in soe important arees
(refer Sedion 14, Structural iISSUes)

Section 5, Achievements of IRD, notes that IRD has improved its customer services
considerably, as endorsed by a recent Price Waterhouse benchmark study that rated
IRD practices amongst the best in many aspects compared with both public and

4
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private sector organisations. But there are several areas where more specific targeting
would be very beneficial. IRD has already recognised this to a considerable extent, for
instance in targeting by Small Business Advisory Officers, Superannuitant Liaison
Officers, Maori Community Officers and its recently formed Corporate Audit group
(dealing with large organisations). The computerised telephone service, which is a
source of complaints, is currently being improved.

There is scope, however, for more targeting, particularly in relation to businesses.
This should increase voluntary compliance through better mutual understanding of
compliance requirements.

Pdlicy ad legdationisaes
7277 There hes been considerade criticism of recent tax policy development
(refer Sedtion 12, Tax policy acMce)

Criticism of policy development is a result of many interrelated aspects, including the
complexity of the subject matter, some confused and changing requirements, unclear
roles and accountabilities, an unsatisfactory policy and legislation development
process, and the quality of the advice itself. Given that tax legislation provides the
primary method of raising revenue to pay for all government expenditure, it is critical
that the best possible tax policy advice is available to Ministers,

(Section 12, Tax policy advice, describes the Generic Tax Policy Process that is
expected to resolve or very substantially reduce these problems.)

728 IRD's structural arangements for tax policy adMice do not enphesise
sufficiently the inportance of the rde (refer Secion 12, Tax policy
aovice)

The quality of tax policy advice is critical to the tax system, and to tax administration.

Currently, policy advice development is carried out in the Legislative Affairs Unit of

IRD. Treasury also has a Policy Unit. The Director of the IRD unit reports to a Deputy

Commissioner, who reports to the Commissioner. Positioning policy advice at a third-

tier reporting level does not sufficiently emphasise the importance of the role.

7.29 The conplexity and languege of tax legdlation isjeopardising conpdiance
(refer Sedtion 12, Tax palicy acMice)

Most people associated with New Zealand's tax legislation consider it to be
unnecessarily complex and detailed, while failing to make the intent of the legislation
clear. The results include unnecessarily high costs of compliance, and serious
perceptions of unfairness with the attendant risks to voluntary compliance. The Joint
Committee enquiry into the Australian Tax Office summed up the problem: The
Parliament cannot expect the general public to observe a tax law that it cannot readily
understand.

The Valabh and Waugh Committees noted the serious problems associated with
New Zealand's tax legislation, and proposed solutions.
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Qperationd ISSLEs
7210 Resdution of many tax disputes is too dow and curbersore (refer
Sadtion 10, Tax disputes resalution)
There are several problems with the operation of the current tax disputes system:
unacceptable delays and uncertainty for taxpayers that lead to disincentives for
taxpayers to pursue disputes, particularly if they relate to small amounts. The
Commissioner is perceived to have the role of both ‘player and 'referee’, and the
system has perverse incentives that can lead to taxpayers and the administration
withholding relevant information during pre-assessment that would otherwise
expedite resolution. Some business managers and tax practitioners have doubts about
the expertise of some of the IRD staff involved. Again, this is adversely affecting
voluntary compliance. Staff of IRD, on the other hand, consider that some
practitioners resist legitimate enquiries by IRD.
The tax dispute procedures should be improved to ensure much faster and fairer

resolution. The dispute resolution proposals outlined in Section 10 will reduce these
concerns.

7211 Sore sodd policy activities do nat fit well with IRD's aore tax activities
(refer Sedtion 13 Soad palicy functions)

IRD administers several social policy functions. Most of these have been integrated
into other IRD functions to a large extent, and are operating efficiently. There are
some questions of principle about whether these activities are fundamentally different
from the core business of collecting tax. Child Support is relatively new to IRD and
has a separate structure that enables better focus. Child Support often involves very
emotional situations between adversarial parents that the IRD officer has to deal with.
This requires different skills from those needed for core tax situations.

7.212 The present method of separating IRD's programme design and delivery
is causing pradlens of consistency and accountahlity (refer Section 15
Design criteria and prindiples)

The design and delivery of programmes/functions are separated. The organisation

structure formally brings them together only at the Management Board level. There

are numerous interactions between the programmes because of the integrated nature of
the business, and there is some overlap of both monitoring and accountability for
programme delivery. However, the separation of functions appears to be contributing
to some problems in consistency and quality of service delivery.

There is scope to change relationships between design and delivery aspects of tax
administration in order to improve the quality of delivery.

7213 Information tedndogy is a critical part of tax administration (refer
Sedtion 14, Structural issues)

Nearly all tax administration activities are now carried out using IRD's FIRST
information system FIRST is rated in recent benchmarks as amongst the best
managed information system- often the best - amongst comparable public and private
organisations. The most recent benchmark noted that IRD's Information Technology
(IT) budget is some 20 percent of ERDs total personnel and direct operating costs.
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The IT plan indicates further advances in technology which could have
considerable influence on the efficiency and effectiveness of tax administration, for
instance, document imaging and automated taxpayer contact. The structure and
operations should clearly take advantage of these facilities where they can be applied
cost effectively, for example, staff and contractors being able to work in the location
most suited to them and their customers.

Technology can increasingly be used by IRD to support any form of operations that
is required. Cost is more likely to be the deciding factor than whether or not
technology is capable of performing an operation.

7.214 There are opportunities to improve effidency by sub-contracting nore
sanvice delivery (refer Sedtion 18 Sub-contracting gptions for delivery)

Most organisations, including IRD, sub-contract selected functions; for example, IRD
already outsources much of its Information Technology. But there is scope for IRD to
sub-contract more of its delivery functions. Potential advantages include the on-going
incentive inherent in a competitive environment to provide goods and services to the
highest quality and at the least cost, as well as enabling IRD to concentrate more on its
critical functions by using additional skills and effort available from other
organisations. But there could be associated problems, including negative perceptions
by taxpayers of contractors' motivations, reduced control, and IRD's lack of
experience in specifying contracts with appropriate measures. Taxpayers may view
sub-contracting parts of tax collection as unacceptable.

Clearly sub-contracting should be approached with caution, but there are some
opportunities which should be pursued.

7215 Sore of IRD's human resources pdides do not meich future nests
(refer Sedtion 14, Structural issUes)

IRD wes exceptionally successful in introducing major changes that involved most
staff working in significantly different ways, affecting skills, relationships and
behaviour. There waes minimal interruption to work or revenue flow. The human
resources policies were a major contributor to this success, in particular the use of re-
deployment, with severance as a last resort. But one result is that a small proportion of
the staff are not suited to their new jobs.

Any structural changes will need to be accompanied by human resources policies
and practices that ensure staff are matched to the requirements of the job.

7216 There are ggos in IRD's tedmica skills (refer Section 14, Structural
ISSLES)

It is clear from feedback fromtax practitioners, business, and IRD themselves, that the
level of technical skills is lower than it should be. For example, only 27 percent of
Taxpayer Audit staff currently have degrees. There are differing external perceptions
of present skill levels. A recent survey, based on the responses of 114 tax
practitioners, by Massey University found that 52 percent thought the technical and
communications skills of BRD staff were not adequate. On the other hand, independent
market research conducted for IRD on its small business tax information service
indicates that 85 percent of small businesses were satisfied with the advisory service
they had received.

M
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IRD as well as the business sector has been affected by the increasingly complex
nature of commerce and taxation. In particular, keeping up to date with tax changes
demands considerable time and effort. IRD is planning to improve skill levels. The
Review Committee believes this plan should be given the highest priority.






8  Ohjective of tax administration

The aim of this section is to examine and establish what tax administration should
achieve - its objective.

This objective must be clear and unambiguous so the Government, as well as the
tax administration, can determine how well the objective is being achieved.

A clear objective is of paramount importance as it provides a basis for Government
to assess immediate results (such as the achievement of purchased outputs). It also
provides a framework to assess and make decisions about longer term needs.

81 Covemment nestax paicy adMce to as3g in meking tax
dedsas

Tax administration is one component of the total tax system which has an overall
objective that comprises: sUfidency of revenue for the Government, effidency (a mix
of taxes that collects the required revenue while minimising distortions to the
economy, and administration and compliance costs, given other objectives), and
famess. The aim of tax policy advisers is to optimise the design of taxes that meets
these requirements. (The relationship between tax policy and the total tax system is
considered in Section 12, Tax policy advice.) The following diagram indicates some
of the efficiency considerations involved.

‘ Theoretical Revenue
Economic,
Monetary ‘Mim’misc the tax gap Actual Revenue
Costs
and
Revenues
Maximise this gap
A Total Economic Costs

Deadweight Losses
There are trade-offs
between the level and

Compliance Costs incidence of these costs

Administration Costs '

Time

Given a certain revenue requirement, and subject to the Government's equity
concerns, tax policy should design the most readily assessable and collectable taxes.
In this way, the gap between the theoretical revenue available under tax law and the
actual amount of revenue collected (the ‘tax gap)) will be minimised. At the same
time, the total economic costs of the tax system should be minimised. These costs
comprise administrative costs incurred by the tax administration, compliance costs
borne by taxpayers, and other indirect effects that have an impact on the overall
efficiency of the economy (‘deadweight losses)).
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Examples of deadweight losses include: a business deciding not to employ any
additional workers because taxes increase the cost of labour to the employer;
disincentives to work harder; taxes encouraging people to move into the 'black
economy' or barter arrangements; tax-induced investment leading to sub-optimal
investment patterns; and the amount of time spent searching for tax loopholes. In that
way deadweight losses represent an opportunity cost of taxation. Estimates of
deadweight losses vary dramatically but, for income taxes, are typically in the range of
20 percent to 50 percent of the revenue collected.

Administration costs are by far the smallest component of the economic costs (in
New Zealand, currently about 1.8 percent of the net IRD tax revenue of approximately
$21 billion in 1993/94).

There are trade-offs between the level and incidence of these economic costs. For
example, in the 1980s the world-wide trend in tax reform wes to reduce marginal
iIncome tax rates, with the resulting revenue losses offset by a broadening of the tax
base (such as increased indirect taxes). Even though these reforms will have increased
certain administration and compliance costs, the offsetting reduction in deadweight
losses was expected to be so substantial that significant net economic benefits will
have resulted from the reforms.

It is worth noting that the choice of tax law effectively determines the levels of
theoretical revenue and deadweight losses, and has a strong influence over the levels
of compliance and administration costs. The role of the tax administration in
influencing the compliance and administration costs, while important, is much less
significant than the actual choice of tax law.

Government obviously has an overriding aim to achieve the balance that provides
the revenue needed for its expenditure, while meeting fairess considerations and
minimising distortions to the economy. The aim of tax policy advice is to assist
Government achieve this balance.

Section 12, Tax policy advice, explains the Review Committee's recommendation
that a tax policy function should continue to be part of the tax administration. The
Review Committee also recommends the following objective for the tax policy
function:

In accordance with the strategc and detailed pdlicy as determined by

Ministers, the Inland Revenue Department will:

* identify, develop and recommend spedific tax pdides that will raise tax
revenue in the nmost econoically efficent and equitalle manner; ad

* provide tax policy advice that medts the performance measures spedified by
GCovemnmern.

82 Taxadmnistration nescs anoveral dgective that fits in with
the nescs of the total tax syam

Once tax legislation has been passed by Parliament, the role of the tax assessment and

collection function (the ‘tax administration’) is to administer those Acts (listed in

Section 4, Background and current situation) that provide for assessment and
collection of revenue. Like most developed countries, New Zealand bases its tax

48
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collection on the fundamental strategy of voluntary compliance. Voluntary
compliance is not a goal in itself, but is considered to be the most efficient and
effective basis for tax collection, and underpins all aspects of tax collection in New
Zealand.

Section 4, Background and current situation, notes that IRD's 'Purpose’ is

to sernve the comunity by

* collecting revenue to fund the work of the New Zedland Governnert; and
contributing to the achieverment of the Government's sodd policy agjectives

according to law and in the most effective and efficient manner.

IRD's Corporate Plan 1993-1994 lists additional principles and other details that
describe how it will achieve this Purpose.

Apart from a few explicit discretions in the legislation, an interpretation of the total
tax legislation is that the Commissioner is obliged to assess and collect all taxes that
are due regardless of the resources and costs involved. The Review Committee agrees
with the view of the Valabh Committee that this is not a realistic objective. Clearly,
the Commissioner, like other chief executives, is subject to resource constraints
imposed by Parliament. So the Commissioner cannot be expected to collect all taxes.
The objective of the tax administration function of IRD therefore should be changed
to match the current needs and situation.

The Review Committee considers the objective for the tax administration function
of IRD should incorporate several elements, namely that IRD should:

* operate within the law;

collect the highest revenue that is practicable over time. (Thisrecognisesthat the
tax administration's objective should not be to collect either ‘all' or only'some’
revenue);

collect revenue at the least administrative cost;
operate within the resources appropriated by Parliament;  and

have regard for the compliance costs incurred by taxpayers (Section 11, Costs of
compliance, explains this).

The Review Committee recommends the following objective which should be
incorporated into a revised section 4 of the Inland Revenue Department Act. The
objective combines the elements above with the requirement for an unambiguous and
clearer objective -
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In meeting accountahliies to the Minister, the primary dgective for IRD
should be-

The Inland Revenue Department will cdledt over timel the highest net
revenuezthat is practicable within the law having regard to:

* the resources available to the Inland Revenue Department;

* the inpartance of promating conpliance, Beqmdlyvoluntary conpliance,
by all taxpayers with the Inland Revenue Acts

« the conpdiance aostsincurred by taxpayers.

The requirement to balance short term and long term considerations, and to have
regard to the importance of promoting voluntary compliance, will be important
moderating influences in circumstances where the objective may otherwise prompt an
unnecessarily vigorous and short-term approach to revenue collection. Furthermore
the Final Adjudication function outlined in Section 9, Roles of the Commissioner and
Chief Executive of IRD, should ensure a balanced approach to tax assessment and
collection within IRD.

One significant implication from the objective is that IRD will be entitled to enter
into compromise settlements with taxpayers, rather than pursue the full amount of
assessed tax, in cases where there are legitimate differences of view about the facts in
dispute and the costs of litigation are high. Such settlements raise important issues for
all taxpayers and require explicit guidelines to protect the integrity of the tax system
consistent with the objective of collecting the highest net revenue over time, within
the law.

83 Andyediveisdsorequired for IRD'S sood assdanead
information supaly fundions

IRD also carries out social assistance and information supply functions that are
outside the narrow tax administration functions, but are nonetheless produced
efficiently as a part of IRD's operations.

The Review Committee recommends the following objective for IRD's social
assistance and information supply functions. The emphasis should be on good
management, and on meeting the needs of the agencies involved. This additional
objective is:

1 Overtime indicates the dovious need for the tax adhinistration to belance short and longer term
inplications of possible strategies befare deciding on any particular course of action. Over tine is
intended to capture the conoept of net present value (avaluation technigue conmon to business &s
well as governments) and gpears to be the best shart and nontechnical mears of capturing the
oonoet.

2 Hghest net revenue mears adiud revenue less administration (collection) aosts.

3 Promoting conpliance will have meny aspeds, but principally core within the overarching strategy
of voluntary conpliance.

0
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The Inland Revenue Department will

 administer sodd assstance regines within the law, to agreed performance
standards, at least oost; ad

* supply within the law required information to other government agandes,
to agreed perfomance standards, at least aost.

84 Reparting onthe 'hedlth of the tax administration
The key to an objective is that it provides sufficient high level direction for strategies
to be developed, and resources to be applied. In addition, it should assist the
Government to monitor the tax administration's performance in terms of how well the
objective is being achieved. It should also provide a strong incentive for the tax
administration to research the benefits of its strategies and resource allocation.

The Chief Executive of IRD should, as part of the Department’s on-going strategic
planning cycle (which feeds into the Government's Budget planning process), prepare
a document for the Minister of Revenue which will:

* provide Government with a clear picture of the full set of major issues confronting
the tax administration in the achievement of its objective, including any 'pressure
points', so that the Government has all of the information necessary in order to
make purchase and ownership decisions that are in the best long-run interests of the
tax administration;

* integrate new and existing strategies;

* contain a broad description of the requirements to operationalise policy initiatives,
so that the Government can make purchase decisions consistent with its wider
strategies and the overall objective for the tax administration; and

« state how IRD is dealing with any problems developing in the operation of tax
legislation reported through the generic tax policy process.

85 Sraegcindcators to assessthe 'hedlth of tax administration

There is universal agreement that some macro measures relating to tax, such as
compliance costs, cannot be measured exactly. Some other macro measures, in
particular deadweight losses, present extreme measurement difficulties. These
difficulties have resulted in a dearth of macro measures. Therefore the Government
and IRD management are starved of macro information, but flooded with micro level
measures, and left to make decisions critical to New Zealand's economy with a
substantial imbalance of informeation.

The report of the Joint Committee of Public Accounts of the Australian Parliament,
November 1993, entitled An Assessrat of Tax, (the 'ATO Report’) notes that the
Australian Tax Office (ATO) had set for itself at least two standards by which it
believed its revenue collection efficiency should be judged:

* the extent to which the revenues budgeted are actually collected; and/or
* the extent to which the total amount of tax correctly payable is in fact collected.
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The ATO Report notes the latter is often referred to as the ‘tax gap', and suggests a
third possible indicator of efficiency is the cost of collecting revenue as a proportion
of total revenue collected. Another measure noted as relevant is efficiency and
effectiveness in the processing of taxpayer returns. The ATO Report expresses the
opinion that the ATO should aimto reduce the cost of collection to below 1 percent of
revenue within two to three years, but not at the expense of an increase in compliance
costs to taxpayers. The ATO Report acknowledges that the standards proposed above
suffer from inherent measurement and practical difficulties, but when taken together,
provide a general basis for evaluation of the efficiency of revenue collection practices.
The following list of potential macro information is indicative only. The best
information possible should be collected and analysed, taking account of all relevant
information in New Zealand and from overseas. The information should include
trends, comparisons against short and long term forecasts, and appropriate surveys for:

* tax gap: the best estimate of the difference between theoretical and actual revenue;
* taxpayer compliance costs;

* total administration costs;

* deadweight losses;

* taxpayer perceptions as a measure of voluntary compliance; and

» macro benchmarks: against appropriate overseas tax administrations, and parts of
some organisations in New Zealand.

See Appendix C for a fuller discussion.

86 Recomedaios

861 In nmeeting accountahlities to the Minister, the primary dgjective for IRD
should be-

 The Inland Ravenue Department will collect over time the highest net

reverLe that is practicable within the law heving regard to:

- the resources available to the Inland Reverue Departrert;

- the Inpotance of promoting  conpliance, espeaally voluntary

conpliance by all taxpayers with the Inland Revenue Acts; ad

- the corpliance aosts incurred by taxpayers.
This primary dgjective should be incorporated into a revised sedtion 4 of the
Inland Raverue Department Act.

862 In addtion, the following dgectives should ke adopted for the palicy
function -
* In accordance with the strategic and detalled policy as determined by
Mnisters, the Inland Reverue Department will:
- identify, develop and reconmrend spedific tax polides that will raise tax
revenLe in the nost econamically efficient and equitabde manner; and
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- provide tax palicy acMce that medts the performance measures spedified
by Government

863 And the fallowing dgective should ke adopted for the sodd assistance
and information supply functions -

* The Inland Revenue Department will;

- administer sodd assdae sdenes within the law, to ageed
perfomance standards, at least cost; ad

- supply within the law required informetion to other government
apanaes, to agreed perfomance standards, at least oost.

864 The Chief Executive of IRD should, as part of the Department's onrgaing
srategic planning gyde (which feads into the Government's Budget
_|c|J_Ihamn|g|1 prooess), prepare a 'health report’ for the Minister of Revere,

SW

» provide Government with a dear picture of the full sat of mgjor issues
confronting the tax administration in the achievement of its oljective,
including any 'pressure paints, o that the Government hes all of the
information necessary in order to meke purchase and onnership dedsians
that are in the best long-run interests of the tax administration;

* integrate newand existing strateges,

e contain a desaiption of the requirements to operationdise palicy
initiatives, sothat the Government can meke purdnase dedsians consistert
with its wider draeges ad the owerdl dgective for the tax
administration; and

o date how IRD is dedling with any pradens developing in the operation of
tax legslation reported through the generic tax palicy jrooess.

865 IRD shoud devdop and maintain a st of macro information, or
indicators, for the pupose of asssing Govement and IRD
menegeent in meking strategc deasas for tax metters and, in
particular, asinput for the 'health report’. The information may also ke
useful for high levd performance measurenrent, but such use should ke
secondary,.






O Rdesofthe Cormssoner and Chief
Execunve of the Inland RavenLe

Departrment

The terms of reference of the Review require it

to consider ad neke recommendatioss on the future statutory and administrative roles and
responsibilities, and the assodated accountahlities, of the Chief Executive and Commissioner(s) of the
Departmrent of Inland Revenue or similar entities.

This section considers the roles of the Commissioner and Chief Executive (CE) of
IRD in terms of how the business of tax administration should operate within the
framework of legislation that includes the Inland Revenue, State Sector and Public
Finance Acts. Currently both roles are performed by one person. (Appendix D
provides more details.)

The legislative framework for tax administration today is still based on the thinking
and methods used in the 1920s. But there have been major changes in most aspects of
tax administration over the last 70 years. Now the majority of assessments are done
through a computer system that automatically carries out that function. There are
several parts of the current legislation that do not reflect the way that tax is collected
in the 1990s.

91 Taxadleding hes particular features and resporsilities

There are seven features and responsibilities of tax collecting which have implications
for the roles of the Commissioner and CE of IRD. They are:

o ultimately, the Minister of Revenue is responsible to Parliament for the tax
administration. Accordingly the Minister must have the power to direct the
CE/Commissioner on any matter relating to the operation of the tax administration
in accordance with, and subject to the relevant statutes;

o taxes are imposed by Parliament. The tax administrator quantifies the statutory
liability and constitutionally neither the tax administrator nor the Government can
simply suspend the operation of all or part of those laws;

» the resources available to the tax administrator for the determination of the taxes of
all taxpayers, and the collection of those taxes, are limited. The tax administrator
must make decisions as to the management of those resources;

« the principle of voluntary compliance, coupled with appropriate enforcement
action, is central to efficient and effective tax collecting in New Zealand;

» modem technology enables the great bulk of taxes to be collected using a data
processing operation, supported by the judgement of tax officials, which reconciles
any tax collected at source with the self-assessed returns of taxpayers and identifies
non-compliers;
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» the tax enforcement function ensures, so far as possible, that taxpayers comply with
their obligations. Within this function the tax administration exercises an
independent judgement in investigating and quantifying obligations of particular
taxpayers and collecting their taxes; and

e in the discharge of tax collecting functions the tax administrator has
responsibilities to Parliament, to the Government/Minister of Revenue and to

taxpayers.
911 Inplications for the Review

The features and responsibilities outlined above have implications for the Review in
three areas:

» the relationship between the tax administration and the Government/Minister. This
concerns the provision to the Minister of information relating to tax collecting, and
the scope of Ministerial directions to the tax administration;

« the relationship between the tax administration and the taxpayers. Given that the
tax administrator has finite resources, taxpayers should be assured that these
resources are being applied appropriately - and that their rights are being protected;
and

« the significance of the structural organisation of the adjudication responsibilities of
the tax administration.

Although the issues can be conveniently grouped under the heading of ‘adjudication’
or considered in the context of a split between the conventional chief executive and
special adjudication functions, there is no single solution which fully answers the
problems arising in all three of the above areas.

92 Structural foousfor adudcation

921 Separate structural foous is required

Separate structural focus is required in those high profile areas of the tax
administration where perceptions of the integrity of the tax system are particularly
important. Good performance in these areas will contribute to greater taxpayer
compliance, particularly voluntary compliance, and thereby to the collection of the
highest net revenue over time.

Specific concerns identified by the Review Committee relate to the efficiency and
effectiveness of revenue administration in ensuring that:

« there is an adequate focus on the correct and impartial application of tax law to the
affairs of individual taxpayers and the development of the necessary skills to
ensure that this takes place;

» there are more adequate quality control procedures in the determination of liability
of individual taxpayers, particularly where that determination is likely to be
contentious or occurs in an adversarial context; and

* resources can be targeted at these high profile areas and resource use is transparent.
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In the course of the final quantification of an individual taxpayer's liability and in
making binding rulings, there is a major judgmental element involved. This is the
most crucial part of the adjudication function and its performance significantly affects
taxpayer perceptions. The Review Committee considers that the areas that need
particular structural focus are:

» the review of a proposed adjustment to the self-assessed liability of a taxpayer,
arising from a review of that taxpayer's affairs, and the final quantification of that
liability primarily in contentious cases; and

» the provision of binding rulings.

The proposed grouping of high level adjudicative functions should be given structural
effect within a single tax administration organisation and should be a separate output
class for appropriation purposes. The performance of these functions should be the
specific responsibility of one manager at the second tier of management within the
larger organisation. This arrangerment Will:

o maximise the focus on these high level adjudicative functions within the
organisation, including the provision of a much needed injection of high-level
technical expertise; and

* ensure that any disputes, or trade-offs with the rest of the organisation are required
to be managed by the CE/Commissioner (which reflects the appropriate level for
the management of trade-offs and resolution of disputes).

922 The adjudication role requires legdlative recognition

The Review Committee also considers the separation of the adjudicative from the
managerial function should be given appropriate legislative recognition. Paragraph
122 recommends that in rewriting the current tax legislation, the drafters should
identify and reflect the separate functions and powers of adjudication and
management (CE). Desirably, this change would be effected now, with the title of
Commissioner reserved to the adjudication role, and the title of CE reserved
exclusively to the CE role.

However, there are two constraints which preclude immediate implementation.
First, much further detailed evaluation and testing are required to arrive at a definition
of the precise scope and boundaries of the adjudication functions suitable for long-
term legislative expression. The intertwining of elements of adjudication and
management which has developed over decades cannot be unravelled overnight.
Defining the ultimate boundaries identifying high level adjudication as the subject of
special focus is a process that will benefit from detailed analysis and testing together
with operational experience of the proposed structure. Second, it will take some years
to fully accommodate differentiating the roles of Chief Executive and Commissioner
in the current Act and double tax agreements. For this reason, adjudication is used
throughout this Report to reflect this role and, consistent with current legislation and
bilateral agreements, the titles of CE and Commissioner are used cojointly.

The second-tier allocation of adjudicative responsibilities is a first step. It is
important for the reasons discussed. However, the goal should be to move as quickly
as possible to the clearest and most practical expression of the adjudicative function

S5/



9 ROLES OF THE COMMISSIONER AND CHIEF EXECUTIVE

and powers for tax collecting purposes. That will be important for clarifying the
special responsibility of the adjudicator/Commissioner as the delegate of the Chief
Executive. It will assist the structural separation of adjudication and operations which
the Review Committee recommends in Section 17, Recommended structure. It will
also facilitate consideration of further structural development, should that be
considered appropriate in the future.

Starting at phase 2, IRD should undertake such detailed analysis and testing as
required for the legislative specification of a separate adjudicative function.
923 Separation isimportant for disputes resalution
The separation of the final adjudication function is a central feature of the Review
Committee's recommendations on tax disputes resolution described in Section 10, Tax
disputes resolution. It is also discussed in Section 16, Structural options and
evaluation and Section 17, Recommended structure. It is also extensively discussed in
Appendix D, Roles of the Commissioner and Chief Executive of the Inland Revenue
Department, particularly in paragraphs 60 to 99 and in Appendix E, Tax disputes
resolution.

03 Sautary framewark for tax admnistration

Three areas of legislation govern tax administration. Some reconciliation between
these is required as the potential for Ministerial direction and control appears to be
very restricted under the Inland Revenue Acts but is not constrained in other respects
except through:

* convention and good management practice;
» aspecific provision in the State Sector Act regarding individual employees; and

» the requirement in the Public Finance Act that financial instructions be ‘lawful'.
The key to reconciliation is to determine the Soeda features of tax administration for
which a tax administrator requires independence under any legislation and which
constrain Ministerial direction, control and accountability particularly under the
Public Finance Act. Both the CE and Commissioner functions have an interest in the
efficient administration of tax collection on a basis of voluntary compliance. Taxpayer
perceptions of the integrity of the tax system are crucial to maintaining voluntary
compliance.

Taxpayers will be particularly concerned that the application of tax law to
individuals is free from political influence. Taxpayers have to feel:

o that their own affairs are receiving impartial treatment; and
« that the affairs of others are being treated impartially; and

» that the rights of the individual are being upheld.
The Review Committee recommends adoption of the points that follow in the
remainder of this section.
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94 Praeding theintegrity of the tax system

941 CCrteria and a procedure are required to protect the integrity of the tax
Sysem

To protect the integrity of the tax system the Minister, the Commissioner and

taxpayers should all be assured that there is a 'no-go' area where the Commissioner

exercises a wholly independent judgement. Three criteria define and protect that 'no-

Qo' area:

 the Commissioner must exercise independent judgement on the tax affairs of
individual taxpayers and must not be subject to Ministerial direction in relation to
those decisions;

« the Commissioner is not subject to any directions relating to any interpretation of
tax law; and

e any directions given on any other matter are given for the purposes of
administration of the Inland Revenue Acts and as reflected in the proposed section
4 of the Inland Revenue Department Act and are consistent with the State Sector
Act, Public Finance Act and other relevant legislation (the human rights legislation

for example);

In addition to these criteria, good management principles should ensure that, in
practice, there is an appropriate buffer above the 'no go' area. Administrative policies
and procedures are normally determined by the Chief Executive rather than the
Minister.

For example, whilst it is appropriate for the Minister to be assured of the existence
of an audit case selection system which reflects best practice and that such a system is
being properly used, such assurance would normally be available from briefings
provided by the CE and from the independent audit process recommended at
paragraph 9.5.1. It should not ordinarily be necessary and may well be undesirable for
the Miinister to seek to influence the actual criteria for audit selection.

However, the following procedure is intended to provide a principled basis for
resolving any situation where there is confusion over whether Ministerial control and
accountability conflicts with the Commissioner's independence in the 'no-go’ areas. A
transparent process is required in the event that the existing procedures of mediation
and discussion have not achieved resolution. There is ample precedent for
transparency in government direction over areas where officials or official bodies have
statutory or semi-judicial responsibilities. The criteria outlined above and the
procedure described below are consistent with the recommendations first of the Public
and Administrative Law Reform Committee in 1986 and then of the Legislation
Advisory Committee in 1991 which have been approved by Cabinet. The procedure is
similar to that which overrides a recommendation of the Ombudsman for the release
of official information.

The procedure is not intended to replace existing procedures of discussion between
the Minister and the CE/Commissioner, and of mediation (by the State Services
Commissioner for example) in the event that the different views cannot be easily
reconciled.
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The Minister may give a direction in relation to tax administration, even after
contrary advice from the CE/Commissioner, provided that:

» such adirection is consistent with the criteria above; and

» the direction is made by Order in Council and is gazetted and tabled in Parliament
as soon as practicable; and

* the Order in Council is tabled with the CE/Commissioner's written advice and with
sufficient information so that the intent of the order is clear and any consequences
for resource allocation and performance are signalled appropriately; and

« the direction becomes effective 7 days after the Order in Council is made.

There may be cases where the CE and/or the Commissioner and Minister disagree
with respect to a Ministerial direction but the direction is unrelated to the integrity of
the tax system as defined above and as set out in the proposed draft of section 4 of the
Inland Revenue Department Act. In such cases a tabling procedure is not appropriate.
These issues are common to other chief executives of departments and ministries.

The Review Committee's proposed replacement draft of section 4 of the Inland
Revenue Department Act ensures protection of the integrity of the tax system is
preserved by extending the protection of independence to all deasians invaiving
individual taxpayers, whether these are related to the performance of CE functions or
related to the role of the Commissioner.

The integrity of the tax system is not simply a matter between the
CE/Commissioner and the Minister. It also includes the interaction between the total
tax administration and individual taxpayers.

942 Only limited resources are availabe for the collection of taxes

It is not possible for the CE of IRD, operating within limited resources, to ensure that
every cent of due taxes is collected. Explicit statutory recognition of the management
of limited resources in the efficient and effective collection of taxes is needed. A
proposed draft of a replacement of section 4 of the Inland Revenue Act which would
address a range of specific care and management issues is included in the
recommendations below.

943 Qustomer charter requires amendrent
To reflect the approach adopted in this section, the current IRD customer charter
should be amended to include the following:

* taxpayers' rights to expect that the quantification of their liability will be impartial
and in accordance with tax law;

* taxpayers' rights to expect that their individual affairs will be treated with no
greater or lesser favour than the tax affairs of other individuals; and

* taxpayers obligations under the law, in order to achieve a better balance in the
charter between the rights and obligations of taxpayers.
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95 Monitoring and reparting framewarks

951 Resssuing taxpayers and Padiament of proper ad consisternt
manegeent of finite resources

If the legislation is amended to recognise specifically the existence of administrative
discretion in the application of finite resources to the collection of taxes, it becomes
all the more important to ensure that perceptions of the integrity of the tax system are
not diminished. A periodic independent audit of internal procedures and guidelines for
the exercise of care and management should be undertaken to assure Parliament and
taxpayers that there has been proper and consistent exercise of management
responsibility in tax administration. The audit would be undertaken by the Office of
the Controller and Auditor General.

952 The Minister should have all necessary informetion

The Minister should have all information necessary to fulfil his/her obligations to
Parliament but should not receive information on the tax affairs of individuals or
information that allows identification of individuals. Exceptional circumstances where
the provision of information may be in the public interest, even though there is no
power to direct in individual cases, are:

 where the Commissioner is satisfied that information on individuals is required to
develop and frame legislation; and/or

* in a situation where the individual has already approached the Minister and can
objectively be seen to have waived the right to confidentiality in some particular
aspect of their affairs and the Commissioner is satisfied that the Minister needs that
information; and/or

* any other situation where the CE/Commissioner concludes that he/she must give
information to the Minister (for example, as 'early warning' concerning issues for
which the Minister may be expected to account for the actions of the Department).

(Note: this recommendation is concerned with the Commissioner providing the
Minister with relevant information. It does not allow the release by the Minister of
that information.)

96 Reocomrenddions

961 Separae structural focus shoudd ke gven to the area of the tax
administration where there is bath a hign concentration of the
adjudicative compaonent and a dase proximity to the final quantification
of anindividual taxpayer’s liability.

962 The reconmended structural foous shoud e acheved by the
appaintment of a seconcHier manager within IRD in dharge of the review
of proposed adjustments and final quantification of liability, primarily in
contentious  Gasss wWhere taxpayers have been audited;, and of the
provision of spedfic and generd binding rulings.
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In phese 2 IRD should undertake such detailed andlysis and testing as
required for the legdative spedfication of a separate adjudicative
function.

Amendment is required to sedion 4 of the current Inland Revenue
Department Act to incorporate the folloning features:

explicit recognition of the Commissioner’s requirement to gperate within
limited resources in the care and manegeert of all of the functions
committed to the charge of the Commissioner;

protection of the integyity of the tax systemincluding a dear definition of
what is sought to e pratected; ad

provision for Ministerial directions and their publication.

A draft of the amended section 4 of the Inland Revenue Department Act follows:

@)

@

©)

@

©

BEvery Minister and Officer of any Departrrent having responsibilities under this Act or any

ather Act in relation to the collection of taxes and ather functions under the Inland Reverue

Acts will at all times use their best endeavours to pratect the integyrity of the tax system

Without limiting the meaning of “the integyrity of the tax systent’ it reflects:

(i) taxpayer perceptions of thet integrity;

(i) therights of taxpayers to have their liability determrined fairly, impartially and according
tolaw,

(iii) therights of taxpayers to have their individual affairs kept confidential and trested with
no gregter or lesser favour then the tax affairs of ather taxpayers;

(iv) the responsibilities of taxpayers to conply with the law;

(v) theresponsibilities of those adninistering the law to meintain the confidentiality of the
affairs of taxpayers; and

(vi) the responsibilities of those adninistering the law to do sofairly, impartially and
according to law:

The Chief Executive of the Department gppainted under the Sate Sectar Act 1988 is
designeted the Gommissioner of Inland Reverue,

The Commissioner is charged with the care and manegerrent of the taxes covered by the
Inland Reverue Acts and with such ather functions as ey be conferred an the Comrissioner.

In callecting the taxes conmitted to the Commmissioner’s darge and notwithstanding anything

in the Inland Revenue Acts the Gommissioner will collect over time the highest net revenue

that is pradticable within the law having regard ta:

(i) theresources available to the Commissioner;

(i) theinportance of pronoting corpliance, espedally voluntary conyliance, by all
taxpayers with the Inand ReverLe Adts; ad

(i) - the conpliance aosts incurred by taxpayers.
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The Governar-General may by Order in Gounall and with due regard to the provisions of this
sedion and of the Sate Sector Act 1988 and the Public Finance Act 1989 issue directions to
the Commissioner in rdlation to the administration of the Inland Revenue Adts.

Every Order in Coundll mede under subsedtion (6) will as soon as practicable after it is mede:

(i) bepublished in the New Zealand Gazette, ard

(i) belaid before the House of Representatives together with any accompanying staterrernt of
ressars for the Order in Counal and with the advice of the Commmissioner in relation to
the nretter.

An Qrder in Coundll mede under subsedtion (6) will become binding on the Conrissioner 7
oays after it is meck.

For the purposes of this sedtion “tax” indudes any reverue or entitlerrents covered by the
Inland Revernue Acts and “taxpayers’ and “taxes” shall be construed accordingly.

To provide assurance to taxpayers, Ministers and Parliament as to the
integnty of the tax sysem in an envronment where care ad
manageent in the administration of the Revernue Acts hes been explicitly
recognised, there should be an independent and periodiic audit of the tax
administration conducted by the Controller and Auditor Generd to
ensure that there are adeguete internal guidelines for the exardse of care
and manageent and that these guiodlines are being falloned.

The current IRD austomer charter should be anmended to indude nore
explicit recognition of:

taxpayers' rights to expect that the quantification of their liability will e
impartial and in accordance with tax law;

taxpayers rights to exedt that thelr individual affairs will e treated with
no greater or lesser favour than the tax affairs of other individuals; and

taxpayers odligations under the law, in order to adhieve a better belance
in the charter between the rights and ddligations of taxpayers.

The Minister shoud nat receive information on the tax affairs of
individuals, or informetion that alloas the identification of individuals.
Exceptional arcurstances where the provision of information may be in
the public interest are;

where the Commissioner is sdtisfied that information on individuals is
required to develop and frame legidlation; and/or

in a situation where the individual hes already approadhed the Minister
and can ogjectively be ssanto have waived the right to confidentiality in
sae particular agped of their affairs and the Commissioner is satisfied
that the Minister neads that information; and/or

any other situation where the Conmissioner condudes that he'she must
gwve information to the Minister (for exanpe, as 'early wamning
conceming isues for which the Minister may e expedted to account for
the adtions of the Department).
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(Note: This reconmmendation is concamed with the Gomissioner providing
the Minister with relevant information. It does nat allow the rdease by the
Minister of that informetion.)



10 Tax dgputes resalution

The objective proposed in Section 8, Objective of tax administration, requires IRD to
have regard to the importance of promoting compliance, especially voluntary
compliance, by all taxpayers with the Inland Revenue Acts. Taxpayers' compliance is
affected by their perceptions of tax disputes resolution. This section considers how
disputes resolution affects tax administration, and what actions can be taken to meet
the objective.

The Review Committee believes that

» the present disputes resolution process is deficient; and

» the way disputes are resolved is critical to taxpayer perceptions of fairness, and has
wider impacts for the tax administration.

The interdependency and importance of these issues led the Review Committee to
address them together in one section of the Report. Appendix E provides additional
details relating to tax disputes resolution.

101 A defintion of 'tax dspue

IRD deals with numerous situations each day where taxpayers are querying the basis
of their tax assessment. For example, the taxpayer may have identified an additional
item that they believe should be taken into account. The majority of these queries are
not contentious and are resolved without leading to a dispute. A 'tax dispute’ occurs
when a taxpayer and the Commissioner do not agree on the facts and/or interpretation
of tax law on which the taxpayer's assessment has been based.

In considering the disputes resolution process, it is also important to distinguish
between those activities that can contribute to disputes prevention, and those that are
part of a resolution process once a dispute has actually arisen.

102 Tax dsputes canle broady categoisd

1 Low revenue implications (less than $10,000 per dispute)

* Relatively simple and not setting a precedent. Example: deductibility of overseas
travel expenditure claim for a spouse.

* Relatively complex, may set a precedent. Example: whether FBT is GST inclusive
or exclusive.

2 High revenue implications (more than $10,000 per dispute)

* Relatively simple and not setting a precedent. Example: the tax treatment of an
employee allowance.

* Relatively complex, may set a precedent. Example: transfer pricing mechanisms.
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103 Saverd aonoams have lsen eqaressad aoout the tax disputes
resolution [rooess

IRD can reconsider whether anassessernt mede by IRD is carrect

The current disputes resolution process allows IRD a number of opportunities to
reconsider the IRD's assessment decision. This ability to revisit can lead to uncertainty
for the taxpayer, delay the disputes resolution process and reduce the incentive for
IRD to get the assessment right first time. For example, about one-third of requests for
cases stated in 1993 were conceded by IRD; around one-sixth of these were conceded
because it would be too costly to pursue the cases.4

A higher leve of technical expartiseis required earlier in the process

The Review Committee has heard concerns that the process of disputes resolution is
unacceptably lengthened as there is an inadequate level of expertise applied prior to
the generation of an assessment. Only when cases have achieved the status of

‘disputes’ are they referred progressively upwards in the technical hierarchy
culminating in the involvement of a Regional or Head Office solicitor.

Resolving tax dsputes can take an unacoeptaldy long time

There are excessive delays at different stages of the process. For instance, in
November 1993, almost 60 percent of the cases before the High Court had been filed
for more than 15 months. Eighty percent of cases decided by the Court of Appeal in
the last five years were more than five years old; 25 percent more than 10 years old.
The average time from a taxpayer's request to file a case stated, to a decision by IRD
not to file, was 8.3 months. There is now a legislative requirement to file within six
months.

IRD's rdle as'player’ aswell as 'referee’ is viewed as unfair

The current tax disputes process requires the taxpayer to raise an objection to their
assessment with IRD. IRD effectively has the role of both 'player' and 'referee’.
Ohbjections are usually considered by the same person who carried out the original
audit, although any decision to disallow the objection is made by a superior officer.

The aosts of pursuing atax dspute are too high

Taxpayers incur direct costs such as legal fees, as well as more indirect psychic and
opportunity costs. The median amount of tax in dispute for a sample of cases over a
six-month period in 1991 was just some $5000 for objections, and $20,000 for cases
filed. The Review Committee has been told that many taxpayers, once aware of both
the costs and delays of objections aimed at recovering the disputed tax, decide to drop
the dispute. The resulting perception, of paying too much tax by default, may lead to
disgruntled taxpayers who undoubtedly tell other people and who may not be willing
compilers in the future.

4 'Co=dated isthe mechanismby which, & the request of ataxpayer, the Commrissioner paces an
uresaved dspute before the Gourt.
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104 Resduiion of tax dgputes is aften ponderaus

One obvious aim of tax administration is to take actions that avoid tax disputes. Bui,
even given the inevitability of a certain level of dispute, the Review Committee is
convinced that more disputes arise than are necessary, and that the disputes resolution
procedures should be improved. Some specific examples are:

» many disputes are caused and/or resolution delayed because relevant information is
withheld by the taxpayer or IRD;

* there are perverse incentives in the current procedures to withhold information
prior to reassessment; and

* many disputes get to Court that could and should have been settled by discussion
and full disclosure of the factual basis for argument.

105 There shaud beaconpreéharsive goaroach to resalution of tax
dsputes

The Commissioner's first aim is to prevert disputes, and second to resave fairly and

quickly those disputes that cannot be prevented. The Review Committee recommends

that IRD develop a comprehensive approach to tax disputes, with the following

elements:

« every practical effort is made to ensure that assessments are correct before they are
Issued;
* any dispute is identified at the earliest practical tine;

» communication between the taxpayer and IRD is direct and open to ensure that all
information relevant to the dispute is available as soon as possible; and

* appropriate independent advice to IRD is introduced at the earliest practical time.
This will involve the earlier commitment of specialist skills, such as legal skills.

106 Sgparaefinal adudication

The audit investigation and final quantification of liability should, as far as
practicable, be clearly separated. The purpose is to provide an impartial application of
tax law and greater application of technical expertise to the affairs of individuals prior
to the issue of an assessment. In turn this will decrease the likelihood and grounds for
disputes (refer paragraph 9.2).

107 IRD shaud develap spedific rues and guiddines for dsputes

IRD should adopt new procedures for preventing and dealing with disputes. These
should follow the points outlined below, and be refined in consultation with taxpayers
and practitioners and having regard to any recommendations made by the Compliance
and Penalties Review. The pre-assessment activities set out below will provide the
Department with a set of administrative procedures designed to improve the quality
and timeliness of assessments and reduce the likelihood and grounds for subsequent
dispute.
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The post-assessment activities represent a significant simplification of procedures

and will provide incentives on both parties for disputes to be resolved earlier. In
addition, compliance costs for taxpayers, particularly those with smaller amounts in
dispute, will be lessened and the level of certainty will increase.

Pre-assessrent activities

At the conclusion of an audit, and in cases where the Department feels that more
contact with the taxpayer will be required before an accurate assessment can be
issued, a notice of proposed adjustment/s should be issued to the taxpayer,
specifying a time limit within which the taxpayer is to respond.

If the taxpayer does not accept the proposed adjustments, pre-assessment
conferences may be held with the intention of identifying and resolving issues,
particularly relating to issues of fact. These conferences may be formal or informal
depending on the circumstances of each case.

A 'cards on the table' notice supported by an evidence exclusion provision may be
given, at the discretion of the Commissioner, where a notice of proposed
adjustment is issued - to provide an appropriate incentive for disclosure of the
factual basis for the arguments of the taxpayer and Commissioner.

There should be provision for the taxpayer to waive the statute bar time limit
restrictions for a limited period while the conference process is being followed.

Rost-assessrernt resalution of major disputes

Retention of the requirement for the taxpayer to pay 50 percent of the assessed
liability. This is to maintain an incentive for the taxpayer to resolve the dispute as
quickly as possible.

Facility for the taxpayer to seek resolution of a dispute by starting proceedings in
the ordinary way. As with other commercial litigation, the taxpayer and IRD would
be subject tojudicial management of all aspects of the case, including timing. (The
Review Committee considers there is no need for special procedures, such as the
case stated, for tax disputes, and is of the view that because of the proposed ‘all
cards on the table' pre-assessment approach, there will be only limited need for
interlocutory procedures if the matter goes to court.)

Procedures to ensure the taxpayer is fully aware of alternative courses to resolve
any tax dispute, such as administrative review procedures. This should include the
opportunity to pursue either or both litigation and review, and to terminate one or
more courses at any time.

Rost-assessrert resalution of minor dispuies

Continuation of IRD's established Problem Resolution Service (the Ombudsman
has commented favourably on this service).

* Provision for an independent external body to advise taxpayers if they request this.

The present Ombudsman fulfils that role adequately.

» Asmall claims procedure should be introduced.

3
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Two-thirds of tax disputes are concerned with amounts of less than $10,000, and most
of these are non-precedential. There appear to be opportunities for introducing
simpler, ‘fast track’ procedures for these small claims similar to those now available in
the tax courts in the US and Canada, and as recommended by the ATO Report. Rather
than setting up another tribunal, the Taxation Review Authority should be given that
special responsibility as part of its jurisdiction.

This proposal should be pursued in phase 2 of this Review, involving other parties
as appropriate.

108 A reviewaf the gperation of the newdisputes resaution
pracedures should ke carmed out h

A comprehensive review of the present arrangements for resolving tax disputes
through the High Court and the Taxation Review Authority would require
considerable time. There is certainly some evidence that problems are occurring at this
stage of the process which contribute to overall delays. It is also clear from other
jurisdictions that there are considerable advantages in having a substantial portion of
tax disputes dealt with by a specialist tribunal.

The proposals set out in this section should address the majority of current
concerns with the disputes resolution process. A period of time should be allowed to
see how these changes have worked. The effectiveness of the disputes resolution
process should be reviewed two years after all the elements of the proposal are in
place. At that point it may be appropriate to consider whether a wider review of the
operation of the litigation processes is warranted.

109 ific sdutions are neadad for tax quanes and for each
tax dspute e e

The aim of the recommendations above is to provide clear, effective and widely
understood solutions for taxpayers when they have a tax query, or for any reason a
taxpayer disputes an IRD assessment. The following table summarises the overall aim
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Table 10. 1: Solutions by tax type

Solution Solution
Problem Step 1 ' Step 2 (if required)
Group 1 1. Clarification or  Taxpayer contacts IRD Taxpayer
Confirmation Services
2. 'Process Taxpayer contacts IRD Problem Taxpayer contacts
Problem' Resolution Officer Ombudsman
(small scale)
Group 2 1. Small amount Taxpayer uses proposed Small
‘Disputes' simple/ Claims procedure within Taxation

non-precedential ~ Review Authority jurisdiction

2. Large amount Taxpayer takes case to Taxation Commissioner or
and/or complex/ Review Authority or High Court Taxpayer may take case
precedential on appeal.

Commissioner responds

Goup 1 Clarification or confirmetion issLes (these are not 'dsputes).
Goup 2 Srel and large disputes of asinple/nonprecedential or conplex/precedential neture.

1010 TheissLe of prvilege should e consicered

The New Zedland Soaety of Acoountarts hes sulmitted thet privilege should exderd
to tax advice gven by its menbars o thet they are an aneqd foating with legel
praditioners.

Pnvilege is an andet common law rde of eddenee 1t is desiged to pratect
communications between dient and lanyer for the proper adinisiration of justice.
Honever it might be goargariate to reconsider prafessiand privilege generdly in
:Slation to reene natas The goning tred in gqoamess in litigation is aso of

eane

The Raview Committee does nat sethat the consideration of extending privilege
& saugt, is properly apart of this Review The Review Gomittee utlrdands thet
questias of privilege ae induded in the curet Bvidence Pgedt of the Law
Gommisson

1011 Recomedias

» A revisad tax dsputes resolution process should be introduced with a
revised gpproach to the pre-assessent phese

 Legdative dhanges should be medeto introduce ‘all cards onthe table’ and
appropriate evidence exdusion provisions, to reove the legdl requirement

0
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for ataxpayer to lodge an cjection with the Commissioner and to provide
for taxpayer initiated litigation to ke sugect to standard judicial
timetalling.

A review of the operation of the new procedures for dsputes resolution
should le camed out two years after all the dements of the proposals are
in place.

» A snple, ‘fast track, norHorecedential procedure for dealing with sl
daims shoud ke introduced as part of the jurisdiction of the Taxation
RaviewAuthority.






11 Gosis of conpiance

The objective proposed in Section 8, Objective of tax administration, requires IRD to
have regard to the compliance costs incurred by taxpayers. This section considers how
compliance costs affect tax administration, and what actions can be taken to meet the
objective.

The costs of compliance is a major issue that has many components. Because of its
importance it has been a focus of attention for the Review Committee. Appendix F
has additional details on the subject.

111 Corpiance aodis are animportant factor in the tax systemand
akeyissefor tax admnistration

Naw Zealand husinesses are very concemed abbout conrpliance aosts

The Review Committee received this clear message in submissions and discussions,

plus reinforcement of the message from several studies of compliance costs.
Compliance costs fall more heavily on business than on wage, salary and

investment income earners, and fall particularly heavily on small businesses. This is

of special concern in New Zealand's economy where 82 percent of businesses employ

less than five staff, and 90 percent employ less than 10.

There is little information available, but recent studes indicate that sare
conpliance aods are very high

The Sandford study of 1991 is the only comprehensive indication of taxpayer
compliance costs in New Zealand. The study assessed compliance costs to the
taxpayer for PAYE in 1991 at 1.92 percent of tax revenue collected from that source;
for FBT, 173 percent; for GST, 7.3 percent. But the combined compliance costs for
business income tax of sole proprietors, partnerships, public and private companies
and trusts were estimated at $1,226 million in 1989-1990, or 19.6 percent of income
tax revenue.

High compliance acsts can have seriaus effeds an the econonry

High compliance costs are an economic concern as they may impact on employment
and economic growth by discouraging the start-up and expansion of business. They
are also important because of their potentially detrimental effect on voluntary
compliance.

Conpliance aodts in New Zedland are similar to ather countries, and are
significant

Analysis of 11 studies of compliance costs in various countries suggests that, although
comparisons are problematic, New Zealand's compliance cost problems are generally
no greater than those in other tax administrations. But current information does not
take account of additional taxpayer compliance costs imposed by use of the tax
administration for delivery of some social policy objectives of Government such as
Child Support. Recent additions and changes to legislation have added further burdens

3
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to taxpayer compliance. On the other hand, changes such as the new Employer Filing
and Tax Agent electronic filing systems and increased tax thresholds have reduced
compliance costs.

112 Thefirst dacetotadde lanoe s pradens is duri
da/elqm%terdreviewgrtgxpdiw prod "

Section 12, Tax policy advice, describes a Generic Tax Policy Process (GTPP) that
the Review Committee has designed to ensure that, amongst other things, compliance
costs are addressed appropriately at every stage of the tax policy development process.
Tax practitioners, in particular, support the view that policy design is the most
effective means of addressing compliance costs. The GTPP includes specific
provisions to ensure that:

* new tax policy initiatives are fully costed and considered to allow Government to
make appropriate trade-offs between taxpayer, administrative and economic costs.
Caostings should include the best practicable estimates of compliance costs;

» compliance costs receive explicit focus in the post-implementation review of
legislation, and in the identification of remedial issues requiring legislative
amendment; and

* appropriate external organisations and individuals are consulted so that their views,
including the practical implications of policy developments, can be taken into
account.

The GTPP provides an appropriate structure for the process, but its effectiveness will
be dependent on the quality of information that is available, particularly about
compliance costs. External advisers are expected to provide invaluable assistance, but
the principal source of information will be the tax administration itself.

113 glgstax admnistration must bdlance cordiance and ather

The second place to tackle compliance costs is through the operational policies and
procedures of the tax administration which have an immediate and direct effect on
costs to taxpayers. Any steps that are taken ought to have regard to these
considerations as specified in the new proposed objective for IRD (in Section 8,
Objective of tax administration).

IRD has already developed a strategy for compliance costs, and has established a
Compliance Costs Reduction Unit to implement these strategies. One immediate focus
for the unit is improving the compliance costs information base. IRD has also added
the reduction of compliance costs to its Corporate Plan objectives and compliance
costs are one of the cornerstones of the IT Plan for new projects. The Review
Committee endorses ERDs approach in this area.

114 Corpliance ads generdly

While the terms of reference did not ask the Review Committee to consider
compliance costs questions in other areas of Government, it is interesting to note that

A
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the United Kingdom has introduced the concept of compliance cost assessments.
These are a structured appraisal that all government departments must prepare when
evaluating policy proposals likely to affect businesses. The purpose is to inform
Ministers and officials of the likely costs of businesses complying with new or
amended regulations well before a decision is taken on whether or not to go ahead
with the proposals (refer Appendix F, Compliance costs in the New Zealand tax
system, para 43).

11.5 Recommencetians

_IrFéD wsémd continue the current conpliance aosts reduction strategy which

i :

* provision of effective information on conpliance cost inpedts for the tax
jpolicy design process;

* an effedtive foous at the operationdl level on researding and identifying
conpliance oost issues for spedific taxpayer groups; ad

 appropriate andlyses and use of conpliance aodts informetion to identify

opportunities for compliance aodts reduction, and assessrat of the aoss
and benefits assodated with these opportunities.






12 Tax palicy aoMce

This section is concerned with how tax policy advice should be developed. It:

e summarises recent events and the main factors that have contributed to difficulties
in the development of tax policy legislation;

* briefly describes IRD's policy role;

* proposes key principles and approaches that should underpin a successful policy
process; and

* describes a new Generic Tax Policy Process (GTPP), together with some important
control features.

Supporting details are provided in Appendix G,

The Review Committee was asked to report on policy advice at an early stage of
the Review. This was done, and the principles and process presented in this section
have been approved by Cabinet. Treasury and IRD have developed an
interdepartmental protocol which sets out how the GTPP is to be given effect,
including allocating roles and responsibilities. Subsequent work by the Review
Committee has developed further detail on legislation issues and on the organisation
structure and resourcing necessary for the provision of policy advice. The Review
Committee has made no further recommendations on the policy process itself in this
Report.

121 Major dages in the econony have invalved tax palicy
develgarents

Section 4, Background and current situation, explains that from the mid 1980s
successive Governments have introduced a range of fundamental changes to the tax
system. This gave rise to a large increase in the amount of policy advice required and
in resulting legislation.

New Zealand's tax system is now widely regarded as one of the most effective and
least distortionary in the world. But some serious concerns have been expressed, both
inside and outside Government, regarding aspects of tax policy development.

122 Thetax pdicy prodembes saverd conporents

The sulject metter is conllex

Tax policy design must address many factors that inevitably involve some trade-offs.
There are potentially significant social and economic impacts that require close
consideration of both strategic and detail issues. It can therefore be difficult to specify
exactly what policy advice is required. But without such specificity, the policy
advisers are in a difficult position regarding the direction their advice should take,
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The tax policy prooess Wes nat dear, neither were accountahliies for the stages
of the process
At both Ministerial and departmental levels, roles and accountabilities at each stage of
the tax policy development process needed to be more clearly and formally defined.
Treasury was generally accountable for the concepts and macro aspects of tax policy
development; IRD for the more detailed aspects. But this division of activities did not
reflect a wide overlap of common interest. In addition, the tax policy process itself had
not been clearly specified or agreed, and had not ensured that strategic issues, and
Issues of detail, were dealt with in an appropriate sequence, at the appropriate level, or
in the appropriate forum

The Officials Tax Committee (OTC) has provided a partial solution to a mix of tax
policy problens. It comprises officials from the Department of the Prime Minister and
Cabinet, IRD and Treasury. It reports to the Prime Minister as Chair of the Cabinet
Strategy Committee on tax policy, and has a valuable co-ordinating role.

There hes been insufficient external consultation

There have been problems in the last few years with a lack of consultation at several
stages of the policy development process. This has led to some tax policies and
legislation not taking sufficient account of external views and potential problems. The
most evident example was the problems experienced with changes to the way business
entertainment expenses are treated for tax purposes. Clearly there are limitations, such
as Budget secrecy, on the amount and timing of external consultation. But past
examples such as GST demonstrate how effective consultation can be. It is clear that
appropriate  external input is critical to identifying practical difficulties in
implementing a proposal to change taxes.

New Zedland's tax legislation neads radical updating

The original base for the legislation dates back to 1916. In its design, it does not meet
the modem requirements of tax collecting in two major aspects. The limited number
of taxpayer returns early this century were largely assessed manually. However,
mechanisation of the processing of taxpayer returns and payments and the advent of
self-assessment have not been accompanied by corresponding changes in the
legislation. The other design deficiency is that layers of major changes and new
regimes have been added on over the years without any attermpt, until recently, to
reorder and rewrite the legislation in a coherent way. Yet the legislation has grown
from 169 sections in 43 pages in 1916 to 833 sections in 2038 pages in 1993,

The Government has committed itself to the rewriting of the tax legislation over a
five-year period. The reordering of the income tax legislation has been completed and
the draft legislation is before the House of Representatives. That will provide the base
from which the rewrite can be carried out. The Review Committee considers the
rewrite is a high priority for the tax administration.
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The rewrite should reflect the separate rdes of adjudication and management

In the current legislation there are hundreds of references to specific functions and
powers of the Commissioner. The present drafting approach and terminology do not
distinguish adjudication from management.

In the rewrite and any other tax legislation the drafters should, so far as practicable,
identify and reflect the separate functions and powers of adjudication and management
respectively. That will accord with the structure and process recommendations of the
Review Committee.

The current approach to drafting tax legidlation is unsatisfactory

The subject matter of tax legislation is complex. Currently the legislation attempts to
deal with the complexity and to provide certainty and precision through the detailed
expression of policies in the variety of complex circumstances in which they operate.
As aresult the intent is often blurred in a torrent of convoluted language in sentences
of an average length, measured by a 1992 study, of 135 words. Tax practitioners,
Treasury and IRD agree that the legislation is difficult to read and understand. That
must have a direct bearing on the difficulties and the cost of administering the
legislation and the difficulties and the cost for taxpayers of complying with the
legislation.

What is needed has already been recommended by the Working Party on the
Reorganisation of the Income Tax Act 1976 and has been endorsed by the Minister of
Finance and the Minister of Revenue when receiving and tabling the report.
Legislative drafting should provide for clearer expression of the purposes and intent of
the legislation, and strive for greater simplification. If that drafting approach is
adopted there should be less justification for attempting to provide in detail for every
conceivable variety of circumstance.

More understandable legislation will also produce substantial savings in
administration costs and compliance costs and will, at the same time, enhance the
voluntary compliance strategy.

Finally, there is a further unrelated but important set of problems with legislative
drafting. Treasury and IRD both prepare legislation for the Parliamentary Counsel
Office, but the accountabilities for the drafting process are not clear. The Review
Committee recommendations to address these problems are set out in paragraph 12.9.
There is a fuller discussion of the legislative drafting problems in Appendix H.

IRD's palicy advice should ke more prominent and strengthened

The Review Committee has heard considerable anecdotal evidence that IRD tax policy
advice is often overpowered by the advice from Treasury and the private sector. The
GTPP provides a framework for IRD to utilise its comparative advantage in tax policy
development. To realise this advantage IRD will need to ensure that its policy
development resources are suited to the redefined policy responsibilities, and that the
organisational structure provides sufficient emphasis for this critical role. This is
elaborated on in paragraphs 12.6 and 17.3,
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123 Tax pdicy development should be lbesad ankey prinaples ad
aoorcedes

The Review Committee decided to tackle the overall problem outlined in 12.2 by first
defining the principles that should underpin tax policy advice. This is elaborated on in
paragraphs 12.6 and 17.3,

 Key strategic issues should be resolved early in the policy development process.
This includes ensuring an effective link between economic and revenue strategies,
and settling issues of principle at a broad level.

 The fundamental intentions of tax policy should be thoroughly debated to ensure a
wide exchange of views and understanding, and consistency with other
Government policies. Once agreed, the intentions should be communicated as soon
as practicable to all people involved.

* The roles and responsibilities of all participants in the tax policy process should be
Clear.

 The policy development process should specify trade-offs relevant to the policy
(such as revenue impact, compliance and administration costs, economic
objectives, social objectives and implementation).

» Appropriate external people and/or other government departments should be
consulted at all stages of the policy development process, and particularly at the
early stages, unless there are specific reasons for excluding them.

 The results of implementing tax policy, and the policy process itself, should be
reviewed regularly for adherence to the intended direction and potential
improvements. Remedial action should be taken as soon as practicable.

» The management of tax policy, and the drafting of any subsequent legislation
should reflect best practices, including clear accountability, specification and
monitoring of performance, the provision of free and frank advice from officials,
and optimum use of resources.

124 A Gangnic Tax Pdicy Roosssis nowbaing inpdenented

A new Generic Tax Policy Process (GTPP) has been developed by the Review
Committee, approved by Cabinet, and is now being implemented.

The main steps of the GTPP are depicted in the following diagram. The GTPP
addresses all the principles and approaches proposed above, and will enable efficient
and effective resolution of all the current problers. But the success of the GTPP will
be dependent on sound implementation, including appropriate management and
resources, and commitment from all the key players - without these, many of the
intended benefits will not be realised. Some related points are noted for consideration
in Section 19, Benefits, costs and transitional arrangements.
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The GTPP has three main objectives:

« toencourage early, explicit consideration of key policy elements and trade-offs;

* to provide an opportunity for substantial external input into the policy formation
process; and
* to clarify the responsibilities and accountabilities of participants in the process.

The process identifies all points where Cabinet decision is required. The process
should make it easier for Cabinet to keep an overview of tax policy development
because the strategy and the key outcomes will have been clearly specified and
discussed before detailed work proceeds. The GTPP also has the advantage of being
more consistent with the current Budget process.
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There are five distinct but integrated groups of phases in the 16-step process:
Srategic pheses

include economic strategy, fiscal strategy and a three-year revenue strategy. The policy
advice should cover broad cost-benefit analyses, and enable Cabinet to make clear and
non-conflicting decisions that can be communicated widely. A key feature of the
process is the greater focus on strategic planning in tax policy development and on
maintaining linkages with these strategies in subsequent phases of the process.

Tactical preses

include a rolling three-year work programme, and an annual work and resource plan.
The plans for developing the policy should include identifying relevant concepts,
scoping, sequencing, priorities, and resource requirements. The focus should be on
practical plans that will ensure the policies can be implemented in an efficient and
effective manner, with minimal call for later changes. The next year's work
programme should receive most attention, with regular updating of the following two
years' programimes.

Operational pheses

include detailed policy design, formal detailed consultation, and Ministerial and
Cabinet approval of detailed policy. The result should be policy specifications that are
ready for implementation. The focus of policy development and external input should
be on adding maximum value consistent with the stated intentions and objectives of
the policy. The legislative phases may proceed in parallel with this phase.

Legdlative preses

will be similar in principle to the present. The task should be more straightforward
than at present, especially at the select committee stage, because of improved policy
specifications and more extensive consultation.

Implementation and reviewpheses

include implementation of legislation, post-implementation review and identification
of remedial issues. A key feature is the specific integration of these phases into the
total GTPP. This will include implementing computer systernrs, staff training, taxpayer
and practitioner communication and education, and an enforcement strategy. After an
appropriate period, a formal review should be carried out to assess the results of the
policy and its implementation. Any improvements identified should be dealt with
rapidly.

Within these five phases, the respective roles and responsibilities of Treasury and
IRD should be allocated according to the principle that each Department should
concentrate on those areas where it has a comparative advantage.

In general this will mean that Treasury will have primary responsibility for the
strategic and tactical phases, and IRD will have primary responsibility for the
operational and subsequent phases.

Within these responsibilities managers have to have the scope to make the best use
of the collective talents of both Departments.
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125 The GIPPfeatures exterd consultation and feedback

The GTPP includes formal external input and consultation at five different phases of
the process:

* 'green paper' stage, where policy options are considered;

* 'White paper' stage, where detailed design issues are considered;

* during legislative drafting to ensure legislation meets all requirements;
o select committee, as at present; and

* post-implementation review.

Although the GTPP phases are described sequentially, several will overlap and
interact. The three- and one-year work programmes will provide the formal links, but
the management of all phases will need to recognise the points at which their work
interacts with others, and establish appropriate communication channels.

Consultation must be genuine. External people must not feel their views are
requested for the sake of appearance. The GTPP makes provision for the form of
consultation most appropriate to the particular part of the process. Possible forms
include:

» consultative committees formed to address specific issues;
« apanel of private sector advisers; and
* specialists seconded fromthe private sector.

126 The requirenents of the GTPP should berefledted in
organisaion strudures

The concerns described at the beginning of this section suggest the need to give

specific focus to the structural arrangements for delivery of tax policy advice from the

tax administration. In particular, the arrangements should ensure that an appropriate

level of management focus and skills is applied.

The Review Committee considered several options, including setting up a separate
ministry for tax policy. However, it concluded that there are advantages in retaining a
stand-alone policy unit that is structurally linked to IRD. This link will be especially
important to readily access the operational arns of IRD, and so gain information from
IRD staff closest to taxpayers about the likely impacts on the customer base, as well as
the practical needs of tax administration. As explained in Section 8, Objective of tax
administration, this policy unit should identify and develop specific tax policies that
will raise tax revenue in the most economically efficient and equitable manner, and
provide tax policy advice that meets performance measures specified by Government.

The importance of tax policy requires involvement of the best specialists on tax and
related disciplines in New Zealand. It is therefore vital that IRD is able to at least
match the expertise at all levels that other players, such as Treasury and the private
sector, are applying to tax policy development.
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1261 Recomendations:

* |RD should have a Tax Pdlicy Development Unit:
to provide the highest quality acMice to Governimert, at least metching that
available dsanhere;
reporting directly to the Chief Executive;
understanding the practical operation of busness and other incoe
eaming activities;
with the best mix of skills and exparience at bath the menagerid and
staffing levds;
supderented &8 necessaay by appropriate externa speddids  to
conplement intermal skills; and
structured to suit the neads of speddists, multiple prgects and many
internal and extermal relationships.

 |RD shoud ersure that its manageen and commrunication [rooesses are
sutedto their rde in the GTPP.

The structural arrangements for the unit are considered further in Section 16,
Structural options and evaluation.

1277 The operation of the GTPP should be reviened

The change to the GTPP and implementing the recommendations above will require a
period of adjustment. Detailed planning and implementation are likely to identify
further scope for improvement. But some problems may also become apparent. It is
therefore recommended that a further appraisal of the quality of policy formation be
completed by the end of 1994 (noting that implementation has already started). This
appraisal should be carried out by the Department of the Prime Minister and Cabinet.

The GTPP appraisal team should report to the Minister of Finance and Deputy
Minister of Finance on:

» howwell the GTPP is working in practice;

» Wwhether there are any significant outstanding problems with any aspect of the
quality of tax policy formeation;

* Whether any amendments to the GTPP are necessary in the light of experience; and

* whether any further detailed examination of any aspect of tax policy formulation is
appropriate.
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128 The rewite of tax legdlation should be expedted

The Review Committee fully supports the current project to rewrite the Inland
Revenue Acts, and to introduce simplification. As noted earlier, the Review
Committee considers that this rewrite is a very high priority for tax administration,
although the programme has not been examined sufficiently to make specific
recommendations about timing or resources.
The Raview GCommittee endarses the high priority recommended by the
Valabh Committee for the rewnte of tax legislation, and reconmends that the
rewite be incorporated into the planning pheses of the GTPP and conpleted
asson asposside.

129 Tax legdation shoud ke drafted dearly

The Raview Committee reconrends
* the legdative drafting style should dange to provide for dear statenrents
of pupose, prindples ad rues enpoying a sinpe, plain language

approach in much shorter sentenoes and avoiding undue detall;

 both in the rewite and in other tax legdation the distinctive role and
poners of adjudication should e separately identified; and

o that a framework be devdoped to esue that dages to inprove
simplicity and clarity are consistert with, and suppart, the need to protect
lfen.'lcr)lltegrityofmetaxmee

1210 Accountahlities for drafting should ke expliat
To clarify responsihilities for drafting tax legdation, the Review Committee
reconrends:

* in kegping with the GIPP, IRD will normally ke responsidle for drafting
tax legdlation. This will utilise IRD's information and other conarative
achvartages,

* suchdrafting, whichisto reflect the intent of the policy design, will ke done
in consuitation with Treasury;

* in exceptiondl casss where Treasury is respansidle for all pheses of the
GIPP for aparticular palicy issug, Treasury will prepare draft legislation
and then forward it to the IRD Legdative Unit for checking overall
consistency with tax legislation; and

* inall csssthe IRD Legdlative Unit will ke accountalde for overall drafting
of tax legdlation, induding the rewrite of Inland Revenue Adts, and for
cheddng drafts to emsure overal consistency with tax legislation. (The
Leg)sl% Unit will ke a separate part of the Tax Pdicy Development
Unit);

 Parliamentary Counsd Cffice should provide final quality assurance of
draft legdlation.

&






13 Sodid palicy fundtions

131 IRD currently administers anunber of sodd pdlicy sdees

The Review Committee gave considerable attention to the issue of the structural fit of
the social policy functions which are currently undertaken by IRD. These activities
include:

» collection of the National Superannuitant Surcharge;

» collection of ACC levies;

« administration of Family Support for non-beneficiaries;

» assessment and debt collection function for Student Loans;
» administration of the Child Support scheme; and

* supply of income and employment commencement and cessation data to other
agencies.

The different schemes are all separate output classes with separate detailed reporting,
except for the National Superannuitant Surcharge which is incorporated into each of
the four core tax output classes (Taxpayer Information Services, Revenue Assessment
and Collection, Management of Overdue Tax and Returns, and Taxpayer Audit). The
schemes, with the exception of Child Support, are administered by the core tax
functional units. Child Support is a distinct unit with separate reporting lines within
IRD. ACC levies are collected by IRD under an explicit agreement including the
transfer of funding from the Accident Rehabilitation and Compensation Insurance
(ARCI) Corporation to IRD.

IRD has the prime responsibility for the operational design and policy for all of the
schemes, except the ACC levies. In some cases other agencies have the primary
responsibility for macro-policy, eg the Ministry of Education for the Student Loan
scheme and the Department of Social Welfare (DSW) for Family Support. In the case
of the Child Support scherme, in practice it is not clear whether IRD or DSW has the
primary macro-policy responsibility.

Supply of income and employment commencement and cessation data is
undertaken within the framework of a memorandum of understanding with the
receiving agencies. The memorandum deals with issues of confidentiality in
particular. The Review Committee considers this appropriate and makes no further
comment.

132 Two indples for corsdering structural fit have been
cbel?nedm P E

The Review Committee has developed two key principles as a basis for determining
the prime responsibility for the policy and/or delivery of social policy schemes in
which IRD is currently involved, and for considering the optimal location of any
future social policy functions. These are:

87
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* |IRD's care business is the assessert and cdllection of tax revenue, rather
than all Government rerenue. Any other revenue cdllection functions that
IRD is asked to undertake may have patentially detrimental impacts on the
effediveness with which it camesout its core buainess and is ade to mest
the neetk of Government andlits core custorer groups; and

» when IRD is being asked to administer, through its callection system and
incone related data besg, all or part ofamllcysdmeWrsea/\nermp
falls within anather agency of government, that agency should ke required
to contract with IRD for the delivery of that function.

In developing these principles the following points were noted:

1321 Undertaking nontcore activiies can e detrimental to  the  tax

administration

The detrimental effects of performing non-core activities can include:

* aloss of focus on core tax administration activities which may manifest itself in
inefficient practices and insufficient management time and attention. Significant
management attention has been devoted to many of these functions, particularly in
the set-up phase. In addition, a different culture and set of skills may be required
for administering these schemes which IRD would otherwise not have to acquire;

* the opportunity costs for IRD of undertaking non-core functions. For example,
although in the future the IRD may be able to move to 'no returns' for the great bulk
of taxpayers for core tax purposes, the requirements of the social policy schemes
may continue to make some returns mandatory. Assuming that these functions need
to be undertaken the Government should, however, consider the relative
opportunity costs across public sector agencies; and

« the additional compliance costs for taxpayers such as employers which could affect
voluntary compliance in tax matters. If the activities are to continue then
presumably compliance costs will be an issue.

1322 1t is difficult to define whether sone sodd palicy activiies are core
lusiness

Determining how closely some of the social policy activities 'fit' with the core tax
administration functions is not entirely straightforward. This is because of definitional
problems. Some of these activities could be described as marginal add-ons to the tax
system and closely related in purpose and design to taxes, eg the Family Support Tax
Credit and the National Superannuitant Surcharge. In these cases it can be argued that
IRD is justifiably involved in their delivery. In other cases, such as Student Loans and
Child Support, the schemes provide entitlement to financial assistance and are not as
easily equated with tax activities.

Ultimately these definitional issues are a matter of judgement. In the Review
Committee's view, the bulk of these current activities are not core taxation activities
and therefore should ideally be carried out by some other agency. This would have the
two main advantages of concentrating organisational focus on core tax functions while
reducing compliance costs for individuals in dealing with their tax affairs.

8
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1323 Where IRD pearforms nonocore adtivities, an explicit senice contract
should apply

The Review Committee recognises that IRD has in the past been asked to perform
non-core social policy activities because it already has access to an extensive
information base of income data needed to carry out other assessment processes. In
addition IRD has a well-developed ‘enforcement’ culture which is effective for
collection activities. Finally, because it already has efficient information and high
volume processing systens, there are low marginal costs and economies of scope in
incorporating additional functions based on taxable income, especially in comparison
with other public sector systens.

Where it is administratively practical from the Government's overall point of view
for IRD to continue to administer social policy activities, an explicit contracting
mechanism should apply. This would include:

» clarification of the relative roles and responsibilities of the lead agency and IRD,
including macro-policy, delivery decisions, monitoring and accountability;

» specification of the level and quality of service to be provided by IRD, including
performance standards and indicators; and

« funding for IRD administrative activities being provided by the lead policy agency.
133 Application of prindples to current sodd palicy activities
The Review Committee has applied the two principles outlined in paragraph 13.2 to

draw conclusions about the appropriate structural arrangements for the social policy
schemes currently administered by IRD.

1331 National Superannuitant Surcharge is part of core busness ad
appropriately administered by IRD

The National Superannuitant Surcharge scheme is tax-like in nature and therefore IRD

IS the appropriate organisation to administer the collection of the surcharge. The

current integration of surcharge collection within the common IRD business processes

Is appropriate and should continue.

1332 The Family Support sdhare is taxike in nature and therefore dosdly
digned to IRD's core husiness

Although there is some definitional debate about the purposes of the scheme, Family
Support as currently constituted can be considered a form of negative taxation. The
Review Committee therefore considers that it should continue to be administered by
IRD as part of its core activities. Ministers have recently confirmed the continued
placement of the scheme within IRD. The current role of DSW in the provision of
macro-policy development on this scheme is appropriate.

1333 Cdllection of ACC levies is appropriately administered on a contractual
besis

ACC levies are user charges. The revenue received is not considered direct

Government revenue and is instead directed to a specific purpose. The Review

Committee considers that the current explicit funding and intended contracting

arrangements between ARCI Corporation and IRD are appropriate and should

S¢)
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continue. These arrangements provide a useful model for other non-core
administration activities carried out by IRD on an agency basis.

1334 The assessret ad delt cdlection function for the Studernt Loans
sthenre is nat core IRD business and should ke the sulject of a contract
with the Ministry of Education

Student Loans are not considered a core taxation activity. The Ministry of Education

clearly has the responsibility for the policy of the overall scheme and is the agency

which loans the money. IRD only performs the assessment and collection function,
although it is recognised that the nature and parameters of these functions are
specified in detail in legislation and are closely intertwined with the income tax
assessment and collection process. Nevertheless the Review Committee considers that
it would be desirable for the owverall oversight of the scheme, including debt
collection, to rest with the Ministry of Education.

If IRD is to continue to administer the collection function because of the current
design of the scheme, then an explicit funding and service agreement should be
instituted between the Ministry of Education and BRD.

1335 The appropriate organisational location of the Child Support scheneis
best considkered in the context of the Trapski Reviewof the schenre

The issues in this area are more complex. To some extent Child Support appears to be

a function in search of its proper home. There are debates about the nature of the

scheme and its essential objectives which bear on the delivery function responsibility.

In summary, the two major views about the nature of the scheme are that it is designed

primarily to ensure:

» the protection of the social and financial welfare of dependent children where the
parents are no longer living together. This clearly falls within the primary
responsibilities of DSW; and

 the collection of revenue to offset Government expenditure on the Domestic
Purposes Benefit, and therefore may appropriately be sited within the
Government's primary revenue collection agency: IRD.

There is force in the first view and the Review Committee considers that the
macro-policy function should rest with DSW. However, the Review Committee does
not consider this an appropriate stage at which to make a firm recommendation on the
delivery responsibility. The Trapski Review of the Child Support scheme will cover
broad issues such as the nature and the design of the overall scheme. This Review
does not want to pre-empt the findings of that more detailed exercise. It therefore
proposes that these issues and the possible structural implications be more fully
outlined in a memorandum to the Trapski Review and that the current structural
arrangements which treat Child Support as a separate customer segment within IRD
continue in the interim.
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134 Reocommrenddtions

134.1 The fallowing principles should ke adopted in considering the structural
fit of the administration of soda palicy sdares within IRD:
* |RD's care busress is the assessvert and callection of tax revenue, rather
than all Government reverne. Any other revernue cdllection functions that
IRD is asked to undertake will have potentially detrimental inpacts on the
effediveness with which it carmies out its core uainess and is ade to et
the neetk of Government and its care customer groups,; and

» when IRD is being asked to administer, through its collection systemand
incore related data bese, all or part of a palicy scherme whose onnership
falls within another agency of Government, then that agency should e
required to contract with IRD for the delivery of that function.

134.2 As bath the National Superannuitant Surcharge and the Family Support
sdares ae tax-like in nature and dosdy akin to core business, they
should continue to ke located within IRD.

134.3 The current explicit funding and contracting arangements between the
ARCI Corporation and IRD shoud continue.

1344 1f IRD is to continue to administer the Student Loans callection function
because of the current design of the scharg, an explicit funding and
sanvice agrearent should ke instituted between the Ministry of Education
and IRD.

1345 The posside structural inplications of the administration of the Child
Suppoart schenre should be considered by the Trapski review

1346 The current structural arangements which treat Child Support &s a
separate custorer segent within IRD should continue in the interim







14 Structural 1IS9UEs

This section considers the issues that have not already been addressed in previous
sections. These issues are either structural, or they have major structural significance.
While each issue is considered separately, the nature of tax administration is such that
most issues interact with each other.

141 f‘(l;i(Bahiristratim hes agroning nesd for speafic custorer

The Review Committee heard numerous favourable comments on the improvements
In customer service over recent years. However, many businesses and tax practitioners
consider that IRD should segment services in order to focus on particular areas of
business and customer needs. There is a high level of support for IRD's recently
formed separate corporate audit group, and for the Taxpayer Audit modernisation
programme with its four segments: corporate, medium and small businesses, and non-
business. The clear intent is through an ‘account manager' and team approach to build
a closer relationship and better understanding of the businesses concerned.

IRD commissions many customer surveys. Most of the surveys of individual
taxpayers (of whom there are more than two million) rate IRD overall as providing
above average customer services compared with other New Zealand organisations.
This high rating contrasts with many significant complaints received during the course
of the Review from businesses and tax practitioners. However by far the largest
concern of businesses and tax practitioners is the burden of compliance (discussed in
Section 11, Costs of compliance). In many cases, complaints relate to tax policy and
legislation rather than administration of that legislation. Additional points of
significance to the structure are:

Corporate businesses: concern about several administrative problems has been
voiced. For example, in large urban areas where there are several tax offices,
taxpayers are arbitrarily routed to a particular office on an alphabetical basis. (This is
knomn as the 'Alpha Split.) There have been instances where replies to
correspondence have taken about eight weeks or, for very substantive issues, a year.
Apart from compliance costs, corporates’ main concerns are IRD's lack of focus on,
and knowledge of some specific industries. Tax practitioners say IRD has made little
use of 'materiality’ in audit; their tendency has been to pursue any matter however
small rather than focusing on the most significant metters.

These aspects are being recognised by IRD in the Taxpayer Audit modernisation,
and from 1 March 1994 a separate audit structure for corporate taxpayers has been put
in place to address these concerns. This includes having a manager for each industry
type, eg forestry, mining and primary producers.

Svall and medium busnesses most have their income tax handled by tax
practitioners. Some have noted that they often have difficulties getting technical
advice from IRD, and that technical advice and services from different IRD offices are
often inconsistent and difficult to access. IRD has in recent years established a small
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business advisory service particularly aimed at new business. This service has been
well received and the demand is increasing. This reinforces the need to focus on
specific customer groups.

NorHousiness taxpayers. mostly express a relatively high level of satisfaction with
IRD's services. There are several groups that have significantly different requirements
for tax, age or ethnic reasons: for instance, some elderly people on superannuation,
and some recent immigrants who may not have experience of paying tax under a
voluntary compliance system

Qustoer information: IRD has considerable knowledge of some taxpayer groups,
but there are significant gaps in this knowledge, particularly in some business areas.
Some form of research function will be important to improve the understanding of
customer needs, to assess what is the most effective form of communication, and to
assess the most cost-effective approach for each specific customer segment.

The structure should facilitate solutions to the issues above, in particular:

* inconsistencies between offices;

* variable quality and quantity of technical advice;

* delays in answering queries, particularly from businesses;

 more face-to-face communication being needed for some customer groups;
* provision of services through multiple channels and approaches; and

o facility to research and assess customer and related information.

142 Geographic distribution of work and leds of menegement

IRD's management and activities have to be geographically distributedratherthan
operated from one location. For instance, most taxpayer services mustbenear the
customers. Multiple Processing Centres are needed for disaster recovery. The current
structure is based on programmes and geographically spread between Wellington
Head Office, four Regional Offices, 26 District Offices and three Processing Centres.
Analysis has raised some issues:

« there are inconsistencies between Regional and District Offices, both in operational
matters and advice to taxpayers;

o the separation of programme design and delivery leads to some lack of
co-ordination. Their common reporting line is at the Management Board level; and

» the Regional Office role is to provide co-ordination of service delivery and
resources and some specialist functions, and managing Child Support directly. This
contributes to some problems of consistency, and adds a level of management.

143 Tedmicd ad interpretative acMoe

Following on from paragraphs 14.1 and 14.2, there are concerns about the quality and
consistency of advice on the interpretation of legislation. They relate to:

* duplication and double-handling in the disputes resolution process;
» fragmentation of technical skills throughout IRD,;

A
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 several aspects of audit that are being addressed in the current Taxpayer Audit
modernisation programme such as lack of industry knowledge; and

» the volume of change experienced in IRD over the last five years which has led to a
lack of focus on the development and maintenance of technical skills among staff.

144 Soad pdlicy fundions
Section 13, Social policy functions, describes social assistance activities and issues.
Additional factors for consideration regarding the organisational structure are:

» all social assistance functions except Child Support have been integrated into the
core tax operations with minimal disruption, although they have involved
considerable effort and management time especially during the transition phase;

» the management and delivery of Child Support has been kept separate for a two-
year implementation period that recently ended; and

o Child Support has some special requirements that are significantly different from
the rest of core tax and the other social assistance functions. The main difference is
the need to deal face-to-face with parents who are often in a very emotional state.
This contact requires different skills and approaches not normally associated with
tax collection activities.

145 Informetion techndogy

IRD's FIRST information system is a very effective tool that integrates information
about taxpayers, processes the information, and enables IRD activities to access the
information. FIRST has been rated as amongst the best of its type in recent major
benchmarks of information technology (IT). But IRD's IT budget for information
systems is some 20 percent of the total IRD personnel and direct operating expense
budget - a very significant proportion. This is higher than some other large
organisations, reflecting the on-going development costs, its specialist and integrated
nature and the scope of the system which is broader than most other organisations'.
Key points with regard to structure are:

» FIRSTS integrated and advanced approach provides considerable flexibility for tax
administration, both now and in the foreseeable future; and

* IT need not be a barrier to service delivery or any other IRD operations.

Several technology changes are currently being investigated or are planned by IRD.
These could have significant impacts on how IRD carries ot its operations:

* 'imaging' to capture documents in computer storage and allow remote access. IRD
has a trial underway that could lead to major changes in work processes, and
remove barriers to the location of some work;

* electronic data capture, already being utilised in some areas such as filing returns,
could further replace paper-based systens and reduce some administration and
compliance costs; and
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o better access to information for both staff and customers through the use of
terminals in remote locations, enhanced telephone systems and stand-alone
information stations.

146 Omarssstax adminstrations

The Review Committee approached several overseas tax administrations to gain an
understanding of their structures. It became clear that each tax administration is
structured to suit the social, political and economic environment in the particular
country and any comparisons should take these differences into account. In particular
it should be noted that many of the fundamental concepts underpinning the recent
changes in the New Zealand public sector are not uniformly present in these countries.
All the information collected will be retained as a practical resource for IRD.

Some particular points regarding the countries surveyed are:

e most countries organise their tax administrations on a functional basis with
additional segmentation by either customer grouping or tax type;

 a number of countries, notably the Netherlands and Sweden, have developed a
customer segmentation approach with sections for individuals and business
taxpayers. Inthe Netherlands this approach has led to the concept of team working,
where autonomous teams carry out tax functions for a group of taxpayers;

* Australia has recently announced what is primarily a customer segment approach.
It has also been experimenting with team based approaches;

« all the countries have a district/local presence. The mgjority of countries have a
three-tier structure with a Head Office undertaking mostly design activity, and a
regional structure co-ordinating delivery undertaken by local offices;

» most tax administrations surveyed carry out social policy collection functions. A
number also undertake collection of customs duties;

* the head of the tax administration carries out statutory as well as administrative
functions; and

o few countries have any formal measures for assessing the tax gap or the
effectiveness of the overall tax administration system. In the past few years a
number of administrations, eg Australia, Canada, and the Netherlands, have moved
anay from such an approach and have focused on analysing compliance rates
across different taxpayer groups.



15 Designcriteria and pnnaples

This section briefly outlines the major criteria and principles which were used by the
Review Committee to develop and evaluate the various structural options.

151 The ReviewCommittee hes develgoed eignt design criteria for
the cevelgorent and evaluation of structural gaios

During the course of the Review the Committee developed a set of key issues in
relation to tax administration. Together with some external factors that will affect tax
administration, these were summarised in Section 7, External factors and key issues.
The subsequent sections have detailed many of the issues. These have been developed
into eight design criteria that have been used in the development and evaluation of
structural options.

These design criteria largely relate to the unique features and demands of the tax
administration business. They are a subset of the overriding principle that the
organisational structure should support and facilitate achievement of the fundamental
objective of tax administration set out in Section 8, Objective of tax administration.
The eight key design criteria are:

* concentrate on the core business of assessing and collecting tax revenue;

 take advantage of the level of automation already achieved and the common
information data base;

 improve customer focus particularly through vertical integration of design and
delivery;,

« impartially apply the law and protect the integrity of the tax system by separating
the adjudicative function within the structure;

* improve the consistency and quality of technical activities by ensuring a sharper
focus on this aspect;

* structurally differentiate the three strategic functions performed by IRD, namely
policy, adjudication and operations;

* determine the optimal delivery mechanisms by an assessment of where the work
needs to be done; and

* ensure the recruitment, development and retention of quality people.

1511 Corebusiness

A primary evaluative criterion is the relative extent to which the structural option is
able to facilitate IRD's objective of obtaining for the Government over time the
highest net revenue within the law that is practicable. This objective requires
consideration to be given to compliance costs incurred by taxpayers as a result of the
activities of the tax administration, as these affect voluntary compliance and therefore
the amount of revenue collected. The costs to the tax administration also need to be
considered.
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In effect, this criterion requires a constant focus on defining and being aware of the
organisation's core business in order to meet its overall objective and to undertake
activities supporting this objective in as efficient and cost-effective a manner as
possible. The Review Committee considers IRD's core business is the assessment and
collection of tax revenue. The application of this criterion raises questions about the
fit' of social policy schemes as discussed in Section 13, Social policy functions, and
the degree to which these may deflect attention from core business. The objective of
maximising net revenue over time within the law also underlies the analysis of the
functions which may be sub-contracted.

1512 Automation and information data lbese

The level of automation of IRD's work processes already achieved, as outlined in
paragraph 14.5, both in the Processing Centres and District Offices, coupled with the
potential future developments in technology applications, provides the opportunity for
IRD to take full advantage of technology. This allows the organisation to be more
sharply focused on aspects such as technical competence and customer service.

The automation is based on common systerms, which in turmn provide a common
information data base that can be accessed and modified throughout the organisation.
It is this common data base that facilitates any integration that is required within the
organisation. This also means the information system is not a constraint on the
organisation structure that can be adopted.

1513 Qustoer foas

One of the priority areas of the Review has been a significant need to increase the
degree and type of customer focus. This is outlined in more detail in Section 14,
Structural issues. Improved customer focus and excellent customer service are seen as
a critical means of maintaining and increasing the level of compliance and thereby
helping to achieve IRD's overall objective. This will also aid the efficient enforcement
of the law in relation to debt and return management activities.

The Review Committee emphasises the need for a comprehensive customer-based
focus and philosophy across IRD which will have both structural and non-structural
aspects. A key aspect of any structural realignment around customer groupings is the
vertical integration of management responsibility for design and delivery functions,
and thus clear accountability at a very senior level for all of the services provided to
the customer group. Another key implication is that IRD requires detailed and
on-going information on its key customer groups and their specific needs.

1514 Impartial application of the law

A key component of obtaining the highest net revenue, by supporting voluntary
compliance, rests on taxpayer perceptions of the integrity of the tax system.
Perceptions about integrity are tightly linked to the impartial application of the law
and the exercise of the administration's coercive powers and decision making powers

with respect to the affairs of individual taxpayers.
Thus the Review has devoted considerable attention to issues such as:

» the definition of the nature of the relationship between the Minister of Revenue and
the Commissioner of Inland Revenue, in some critical areas;
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* improvements to the disputes resolution process; and

» the structural separation of the final adjudication and rulings activities from other
operational activities, particularly audit and litigation management.

1515 Quality of technical and policy activities

The Review Committee recognises the urgent need to improve the quality of technical

activities within IRD. This is more fully discussed in Section 14, Structural issues.

Structural options were examined which would facilitate improvements in technical

standards using mechanisms such as:

« the concentration of specialist expertise in a small number of sites to promote
greater consistency and to give effect to a national tax system, eg in areas such as
litigation management and adjudication. Concentration of skilled staff also assists
with the achievement of critical mess;

o specific structural focus on technical matters, for example, through the
establishment of a central co-ordinating Technical Development Unit;

» specific managerial responsibility for key technical functions at both a Head Office
and local delivery level; and

« appointment of highly skilled experts to appropriate management positions at the
most senior level, eg the policy and adjudication managers at the second tier.

1516 Three strategic functions of IRD
The Review Committee has identified the need to;

 give more prominence to and strengthen the policy development role, reporting
directly to the CE; and

o separate the adjudication activity from the routine enforcement activities,
combining it with rulings, reporting directly to the CE.

The other major activity can appropriately be described as Operations, integrating
design and service delivery.

The Review Committee has identified these three functions as the three major
strategic business functions for IRD:

* adjudication activities requiring the exercise of some of the Commissioner's
important statutory powers;

* policy development and review; and
* operations: integrated design and service delivery focused on particular taxpayers.

The Review Committee considers it vital to distinguish these three functions which
are fundamentally different because they require specialist expertise and unique
production processes. Different structural arrangements, staff, performance indicators
and human resources policies will be required for each. A separate managerial focus
for each functional area is required. For example, while each area should have a
second-tier manager, these are likely to be experts in their own field and the
operations manager would not be expected to be ‘interchangeable’ with the

adjudicative or policy manager.
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1517 Where the work nesds to be dore

The key criterion for determining the local delivery structure is the smallest number of
permanent sites necessary to undertake the required activities on a cost-effective basis.
Decisions on the number and types of offices should be based on an analysis which
includes:

 Where the work needs to be done, eg the type and degree of 'field' presence required
to undertake the activity at least cost and most effectively;

* any economies of scale which might be available through centralisation and
concentration of staff and activities;

* limiting specialist functions to a small number of sites to facilitate consistency and
acritical mass of staff and/or skills;

* ahility to manage key characteristics of the workload such as very stark workload
peaks; and

* reasonable access by taxpayers to a local IRD office.

Applying this analysis it is clear that Processing Centres should be retained. They
provide for very efficient and accurate automated processes that handle the bulk of
returns and create data bases that provide vital information to the rest of the
organisation. Local delivery patterns are also likely to be different throughout the
country and local offices will not be mirror images of each other.

151.8 Recruit, develgp and retain quality pegde

IRD's staff will be its most important resource in achieving the changes described in
this Organisational Review. IRD must be able to recruit, develop and retain staff with
appropriate skills and expertise, not just in specialist areas such as policy, adjudication
and audit, but throughout the organisation. In designing the structure it will therefore
be important to consider issues such as how appropriate levels of critical mass and
synergy can be achieved for groups of staff at different levels of the organisation, and
how (where applicable) to foster the development of an approach based on work
teans.

Structural change will also need to be underpinned by appropriate human resource
strategies targeted at meeting business needs. These will be an important tool in
managing the transition process and promoting the cultural changes required, for
example, achieving the desired level of customer focus. There should be adequate
strategic focus on human resource issues at the senior management level.

152 Anumber of generic arganisational and e
prindples were dso gdied to the evaluation

The Review Committee also applied several standard management and organisational
principles to aid in the development and evaluation of the structural options. These
principles are concerned with the issues which are of generic application to any public
or private sector organisation.
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WIlI the structure facilitate;

clear and non-conflicting objectives within and between units;

clear lines of accountability and specification of roles and responsibility;
delegation and authorities as close to the operations as possible ;

span of control of a feasible size, which allows efficient oversight and monitoring;
clear information and communication flows; and

co-operative behaviour and decision-making that incorporates appropriate
consultation.

Does the structure organise the work in an optimal way thet:

links or integrates business processes which utiliss common information and
systens;

maximises any benefits to be obtained from economies of scale or use of
technology; and

minimises work flow duplication.






16 Structural options and evaluation

The Review Committee developed and considered a range of structural options for all
levels of the organisation. The key questions posed in the development of the
structural options include:

* whether IRD should remain a single organisation;

* whether a departmental or some other organisational form would be most desirable
for the tax administration;

* the basic orientation and building blocks of the structure, in particular to what
extent the organisational structure should be based on customer groups, functional
activities or revenue types,

» the structural 'fit' of social policy activities such as administration of the Child
Support and Student Loan schemes;

o at the delivery level, the optimal structural means of ensuring efficient and cost-
effective management and delivery of services; and

* particularly at the Head Office and corporate level, the structural means of ensuring
greater management focus, and the enhancement of specialist expertise in the key
areas of adjudication, policy and operations.

The other major structural option considered during the Review was the extent to
which the further sub-contracting of IRD functions was desirable and possible. The
Review Committee's conclusions on these issues are discussed in Section 18,
Sub-contracting options for delivery.

Some of these issues have been discussed in earlier parts of the Report, in the
context of particular issues, particularly Section 9, Roles of the Commissioner and the
Chief Executive of IRD, and Section 12, Tax policy advice. The major components
are summarised here with the aim of providing an overview of all the major structural
options considered.

161 The revewcoorsicered the desiratde nunrboer of ISAI0NS
and most appropriate type of arganisationdl fomn(s) for the tax
administration

IRD is one of the largest public sector organisations. Early consideration was given to

the possibility of re-configuring current activities into two different entities.

Underlying this was the assumption that some activities of IRD can, and should be,

separated from the rest of the functions currently undertaken by the Department. In
particular, consideration was given to whether it would be possible or desirable to:

* undertake tax policy in a separate organisation such as a ministry;

* carry out the wider adjudicative powers of the Commissioner in a separate agency;,
and

e carry out operational activities of the tax administration through a Crown Entity.

18
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1611 A separate tax policy ministry is not appropriate

The Review Committee considered the establishment of a separate tax policy ministry
which would deal with legislative policy and which would give effect to a
policy/operational split within the tax administration. A policy ministry allows a
strong focus on the recruitment and development of strategic policy and specialist
staff. It also minimises the potential for legislative policy makers to be ‘captured’ by
operational issues and for senior management attention and focus on policy and
strategic issues to be ‘crowded out' by day-to-day operational concerns.

Early analysis of structural arrangements for tax policy advice concluded that the
key and unique perspective that IRD can bring to the tax policy advice process is its
detailed knowledge of operational issues and the administration of tax law. This
perspective requires close organisational links with the operational activities of the tax
administration and an understanding of the issues facing business taxpayers in
particular. IRD's comparative advantage in tax policy formation arises from its direct
links with the rest of the tax administration.

The Review Committee therefore concluded that the establishment of a separate
tax policy ministry is not desirable given the advantages in retaining a stand alone
policy unit that is structurally linked to the operational arm of the tax administration.
Sufficient structural focus can be given to the policy area by establishing a separate
internal policy unit which reports directly to the CE, appointing a very senior and
experienced policy specialist to the second-tier policy manager's position, and by
implementing the GTPP. But if at any time there is a danger of policy not receiving
the appropriate level of attention and support, then the question of a separate policy
ministry, if only for a specific period, should be readdressed.

1612 A separate adiudicative agency is nat appropriate

Careful consideration was also given to the desirability of separating out into an entity
outside the Department, the adjudicative functions which are undertaken by the
Commissioner and which relate to individual taxpayer affairs. Locating these
functions within a Crown Entity would help to ensure political independence and
impartiality in the application of quasi-judicial functions and powers. The perception
of the independence and impartial application of law to the affairs of individual
taxpayers is considered to be a cornerstone of voluntary compliance.

This option was, however, rejected for several reasons. There are significant
benefits in performing adjudicative and other tax administration functions within the
same organisation, albeit under separate management streams, because these activities
make mutually reinforcing contributions to the single objective. The flow-on effects
related to quality may be less immediate and direct if adjudication is performed in
another organisation. It is difficult in practice to fully separate out the functions and
activities which require the Commissioner to exercise adjudicative powers from other
activities of the tax administration.

In addition, as currently drafted the Inland Revenue Acts assume that there is only
one tax agency and thus include hundreds of separate provisions of different kinds
referring to the '‘Commissioner'. Any organisational split into two agencies would
necessitate a comprehensive rewrite of the Revenue Acts in order to accurately define
roles and responsibilities in tax administration for two different agencies. This

104
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effectively bars immediate separation as the rewrite is expected to take some years and
Is a prerequisite for full separation. For the same reason, New Zealand's double tax
agreements would require re-negotiation over some years.

As discussed in Section 9, Roles of the Commissioner and the Chief Executive of
IRD, the Review Committee considers that the requirement for the impartial
application of adjudicative powers is starkest in the area of the final quantification of
an individual taxpayer's liability, particularly in cases arising from audit. It is also
particularly important in the related area of binding rulings. This is where the
perceptions of the independence and integrity of the process are likely to have the
most direct effects on voluntary compliance. The Review Committee therefore
proposes that these final adjudication functions and the provision of binding rulings be
located within a separate delivery and management stream, reporting directly to the
CE. This function will require very clear delegated powers, specific specialist skills
and adequate resourcing.

161.3 A separate agency for operational activities is not nesded or desirable
Separating out operational activities from policy and strategic issues can create
benefits by ensuring that there is a strong management focus on the most efficient and
cost-effective means of providing services and meeting customer needs.

Taxes involve the exercise of the coercive power of the State to appropriate private
income. Taxes are formally levied by Parliament, reflecting the constitutional
convention that taxes should not be raised without political representation. This,
together with retaining direct Ministerial oversight over IRD's use of sometimes
intrusive statutory powers, suggests a high level of political accountability must be
associated with all tax functions, from the determination of the taxes/tax rates through
to their collection. A departmental form facilitates the required political
accountability.

Consideration has been given to whether constituting the operational activities of
the IRD as a Crown Entity could be desirable. A Crown Entity form may be useful to
ensure political independence and impartiality in the production of outputs and
particularly for operational and non-policy activities, by properly restricting
Ministerial involvement to strategic ownership issues.

However, Ministers are likely to want to keep a close relationship with IRD, given
the size of the fiscal risk (21 billion) to the Government associated with the
operations of the Department. They will want to closely monitor the Department and
may require corrective action to be taken immediately, where this is needed. A
departmental arrangement facilitates the required relationship, partly because the
monitoring and accountability arrangements for departments are well-established.

1614 A departmental framework is appropriate for IRD

It has therefore been concluded that tax policy advice, adjudication and tax operations
should be organisationally linked within the same structure. The departmental form is
considered the most appropriate joint framework for these activities. Within this
structure there must be very clear delegations to the managers of these three key
activities to achieve accountability and a significant level of independence, and to be
able to discharge their responsibilities.
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162 Savesoad pdicy fundions currently administered by IRD are
part of its aare hianess. Gthers should ke adminstered onan
explict senice contradt besis

As outlined more fully in Section 13, Social policy functions, the Review Committee
also considered the structural fit of the social policy schemes which are currently
administered by IRD. The Review Committee developed two principles which should
guide the consideration of the appropriate structural arrangements for IRD's
involvement in these areas. Applying these two principles led to the following
recommendations:

 both the National Superannuitant Surcharge and the Family Support scheme are
tax-like in nature and therefore closely akin to core business and appropriately
located within IRD;

« collection of ACC levies is not part of core IRD business, but the current explicit
funding and intended contracting arrangements are an appropriate mechanism for
clarifying the nature of the relationship between IRD and ARCI Corporation;

 the Student Loan scheme is clearly not a core taxation activity. IRD should
undertake the administration of the scheme under an explicit service and funding
agreement with the Ministry of Education; and

o there is debate about how closely aligned the Child Support scheme is to taxation
activities. The Review Committee considers that this issue would most
appropriately be considered within the context of the recently established Trapski
Review of the Child Support scherme.

163 There are three posslde besic structural buillding dod<s for
the tax administration

The three primary types of structural building blocks which are used by tax

administrations are:

* revenue basis where the organisational structure is founded on differentiation by
revenue types;
« functional basis, where the structure is founded on functions and activities; and

* customer basis where the organisational structure is focused on its external (and
internal) customers.

The Review Committee considered the application of all three of these structural
building blocks to IRD.

International evidence on which of these approaches is most effective for the tax
administration is inconclusive. Most tax administrations use a mix of these
approaches, with some structural elements based on customer-groups and other
elements, eg returns processing structured on a functional basis. This is also the case
in New Zealand. While IRD is currently structured largely on a functional basis, it has
introduced the first elements of customer segmentation and also reports on a revenue
basis. This indicates that the choice of the structural building blocks for the tax
administration is likely to be a question of the best balance of these structural

16
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approaches given the particular New Zealand circumstances, rather than choosing one
approach and rejecting all the others.

1631 A revenuetiesed structure is not desiralde and information systens can
le usad for reporting by revenue type if required

In its Report to the Government, the Valabh Committee outlined a possible structural

model for IRD based on differentiation by revenue type. The Review Committee

developed and evaluated such a model in which the different units would be Income

Tax, PAYE, GST, Social Policy and other miscellaneous revenues.

The strengths of this structure include the high degree of transparency and
accountability for the administration of the different revenue streams. This allows
accurate reporting to Government on each particular revenue stream. It also facilitates
functional specialisation by tax type, where the performance of each function, such as
audit, can be adjusted to fit the detail of each revenue stream. It would allow IRD to
identify, and hold accountable, a single manager who is responsible for the
administration and operation of each tax type. A revenue-based approach may lead to
some degree of improved taxpayer focus by concentrating attention on the needs of
the taxpayer in relation to the payment of a particular tax. There is currently some
revenue specialisation within functions, eg centralisation of activities related to
non-resident withholding tax.

However, the Review Committee considered that these benefits do not outweigh a
number of problems that are inherent in a revenue-based structure:

* as noted in Section 11, Costs of compliance, the tax system and tax administration
should place particular emphasis on the costs of complying with tax laws. A
revenue-based structure would lead to multiple points of contact for taxpayers
paying more than one revenue, particularly most business taxpayers. This would
result in confusion for the taxpayer and an increase in compliance costs, together
with multiple contacts and increased administrative costs for IRD;

* arevenue-based structure would require agreement on how debits and credits are
offset across different revenue streans;

« the performance of the same set of functions within each revenue stream may
disperse the benefits from common processes such as economies of scale, as each
revenue stream may wish to vary particular processes used. The need for some
consistency across revenues would require careful management; and

* arevenue-based structure may lead to duplication of functions and activities. For
example, each revenue stream could have its own taxpayer education and
facilitation, debt collection and audit functions. A revenue-based structure works
most efficiendy when there is only a small number of revenues.

While a revenue-based structure has some merit, the Review Committee considers
that these benefits can be gained through other structural arrangements without
incurring increased compliance costs for the taxpayer or possible duplication within
the administration. The use of the integrated information base currently held by IRD
can allow accurate reporting on, and accountability for, the administration and costs of
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a particular revenue stream. The organisation of the policy advice function partly on
revenue lines facilitates this focus and analysis.

1632 A functionbased structure is currently used but a change of enphesis is
neecked

The Review Committee also considered a purely function-based structure for IRD.
The current IRD structure operates primarily on a functional basis, with separate units
and management streams for the major functional areas of Audit, Debt and Return
Management, Revenue Assessment and Collection, and Taxpayer Information
Services. Three Processing Centres and an Qutput Centre were established to take
account of the economies of scale inherent in centralising relatively routine and high
volume activities.

A functional structure facilitates concentration and specialisation of skills and tasks
across customer groups. It recognises that many of the activities performed for
different taxpayers are essentially the same, that these can be effectively streamlined
and that different functional areas, such as audit, require specialised skills.

A functional structure can, however, militate against the importance of defining
key customer groups, establishing their particular needs and meeting them. While the
Review Committee sees considerable merit in retaining some aspects of a functional
structure, such as Processing Centres, it believes that it is now timely to change the
primary building block of the organisation to a more customer focused approach. The
level of automation already achieved, both via the Processing Centres and the
established work processes, provides an opportunity to focus more on specific
customer needs. The structural design can provide powerful signals and incentives
about the organisation's key areas of focus.

1633 A nore custone-based structure is nesded

16331 Requirements for greater customer foous

In recent years customer focus and the requirement to effectively identify the needs of,
and manage relationships with customers has emerged as the critical strategic issue
facing organisations in the public and private sectors alike. It is generally accepted
that this issue will define whether or not an organisation is successful, however that
success may be defined. The Review Committee has already identified customer focus
as an important issue for the tax administration.

Customer focus is going to be an important management issue for tax
administration, not for altruistic reasons but because it will be critical to the
administration’s ability to achieve its fundamental objective. The Review Committee
has developed a clear objective for the tax administration function to obtain the
highest net revenue, over time and within the law. Unless demands from business
taxpayers for improved service are met, their voluntary compliance may be affected.

Any organisation concerned about customer focus must identify who its internal
and external customers and stakeholders are. In the case of a tax administration the
Issues are not entirely straightforward. The Minister purchases the outputs of the
agency on behalf of Parliament. In order to deliver outputs of the highest quality to the
Minister, and to achieve its fundamental objective, IRD must identify the needs of its
customers and target services and strategies to meet their specific requirements.

18
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As IRD is effectively a monopoly, customer focus will need to be a strategy that is
consciously pursued, rather than something that is catalysed by competitive market
ressures.

16332 Structural options for improving custoner foous

Modifying structure around customer groupings can provide a very strong catalyst for
achieving a cultural and managerial shift towards greater customer focus. Structures
can be modified in various ways to impact on the type of customer service provided.
There is a continuum of options ranging from major structural change requiring
unique processes, work organisation and specialist skills, through to relatively minor
changes to existing processes, structures, staffing and management systems. There is a
menu of possible solutions, including:

« full structural realignment around broad customer groupings;

« establishment of a separate unit or a single management stream to deal with a
particular customer group, eg Child Support or corporates, within a functional
structure;

« establishment of specific resources, and designated officers devoted to particular
customer groups, eg small business advisory officers;

* establishment of an account manager approach to co-ordinate activities for specific
taxpayers. This approach is possible within a range of broader structural options;
and

* Dbuilding in customer segments at the design level so that someone is accountable
for designing a set of total services to meet the needs of a particular group, eg
superannuitants, and can act as a 'product champion' at a senior level in the
organisation.

The Review Committee's conclusion wes that full structural alignment around
customer groupings Was desirable.

16333 Non-structural mechenss for improving customer foous
In addition to structural solutions, there is a range of other strategies and mechanisms

which should be employed as part of a comprehensive customer service approach.
These are outlined in more detail in Section 17, Recommended structure.

164 A number of structural gptions for the delivery led were
consickered

The Review Committee undertook a detailed analysis of the current activities
performed by ERD in order to derive a set of principles and assumptions about the
most appropriate structural options for delivery of services at the local level. The
analysis took into account the following factors:

» where the work is done, ie the type and degree of ‘field’ presence required to
undertake the activity. For example, the Taxpayer Audit programme requires a
heavy audit field presence in dispersed geographical areas where small/medium
businesses are located. Thus, although it is possible to centralise audit activities,
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because of the large amount of travelling time and costs it is more cost-effective to
have arelatively large number of locations available;

* any economies of scale which might be available through greater centralisation of
functions. A high level analysis of economies of scale was inconclusive in
determining whether further centralisation of functions would necessarily lead to
economies of scale;

* a desire to limit specialist functions to a small number of sites to facilitate
consistency and a critical mass. For example, it is desirable to concentrate the
specialist skills required for adjudication, litigation management and corporate
taxpayer activities to only a small number of sites;

« the ability to manage key characteristics of the tax operation such as workload
peaks, for example, by having the flexibility to move staff between local offices in
metropolitan areas; and

* reasonable access by taxpayers or their agents to a local IRD office.

164.1 A re-designed, threeleve field structure is considered optimel

Several local delivery scenarios were modelled and their impacts on the above factors
assessed. The scenarios were differentiated by the number and size of local offices,
the type of office, the functions performed at each location and the varying
management and accountability lines which could be applied.

The key local delivery structures proposed by the Review Committee are:

» Field Centres, which are relatively large offices which would undertake all
functions and would provide management oversight together with specialist and
support functions for a number of ‘attached’ local offices. (Satellite Offices and/or
Customer Service Centres);

o Satellite Offices, which are smaller than Field Centres and responsible to them,
which undertake the major activities required at that location; and

o Customer Service Centres, which are relatively small offices, located in
metropolitan areas, focusing on direct customer contact activities but with ready
access to the full range of functions and expertise from the Field Centre. Initially
these are likely to be present only in the metropolitan centres such as Auckland and
Wellington.

164.2 This field structure hes anumer of advartages
The delivery structure achieves the following:

* approximately seven prime centres of activity - the Field Centres - facilitate the
achievement of effective vertical integration of design and delivery on a national
basis. This is crucial to the objectives of improving consistency, and facilitating the
segmentation of the structure on a customer basis to improve customer focus and
reduce taxpayer compliance costs;

* by dismantling the current region and district structure through aggregation of
specialist resources from Districts into Field Centres, and correspondingly
disaggregating specialist resources from Regional Offices, it is possible to achieve
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a better overall distribution of these key resources. This creates a greater
concentration of technical and specialist skills which in turn improves IRD's ability
to achieve consistency of legislative interpretation. This will be important in
improving the overall quality of technical advice to taxpayers and generally 'getting
it right’. 1t will also have specific benefits in areas like disputes resolution; and

* a cost-effective solution which addresses the issues identified by the Review
Committee in this Report. The Review Committee is satisfied that the proposed
delivery structure achieves this, and that the work to be done in phase 2 will
demonstrate in more detail what can be achieved under these arrangements.

The concept of Processing Centres, which perform a high volume of relatively
automated tasks, was retained in all the structural options considered.

165 A number of structural gations were consicered for caparate
and Heed Cffice adtivities

The Review considered a range of options for the functions and activities which

should be sited at the corporate level. In particular, attention was focused on criteria

for determining which functions and activities should report directly to the CE. The

focus was on:

e aess With particular strategic inpartance, eg corporate planning and strategic
information technology development, which require direct CE involvement;

« aess Ware indgpendent and inpartial poners are exardsed on delegation from
the CE/Commissioner, eg the final adjudication and rulings areas;

« the likelihood of an inpact aaass a nurber of parts of the arganisation, eg the
contracts management advisory function, which could conceivably apply to large
parts of the organisation; and

* mgor functional arees requinng direct CE oaSgt, e the thvee draegc
lLaness aees
The number of areas with a direct reporting relationship to the CE is limited by

considerations of the feasible span of control for a CE who also has considerable
interaction with the Minister. The Review Committee concluded that the CE should:

* provide leadership, support and co-ordination, as required, to the three strategic
areas of adjudication, policy and operations;

* address owverall strategic issues. internal audit and probably strategic IT and
contract management advice. This would be the choice of the individual CE; and

* manage the Ministerial relationship.

This in turn means that the operational area should come under the oversight of a
specially designated, and highly skilled operations manager at the second tier. This
manager would be responsible for a number of specialist units and, through a number
of customer segment groups, responsible for a number of delivery offices and design
functions. The specialist operational units reporting directly include Compliance Costs
Reduction, Litigation Management, Technical Development and Tax Operations
Research, as well as groups responsible for particular customer segments.
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The Review did not examine in full detail the optimal size and functions of Head
Office required under the recommended option because this would more appropriately
be dealt with in phase 2 of the Review.

166 Recomedaias

The tax administration be structured as a sSinge organisation which
indudes palicy, operational and adjudicative activities.

The tax administration organisation be constituted in the form of a
govermnent department

The arganisational structure of IRD be primarily besed on a customer
foous oo, rather than on a revenue type or functional besis, in order to
best achieve the tax administration's dgeciive.

The delivery of IRD senvioes ke besed on an adlysis of the nost aos-
effective number of gtes, gven where field work is nesded and the
requirements for reasonalde anoess by taxpayers and their agaisto alocal
dffice. This indudes the replacement of the current regonal and district

structure with a structure besed on FHeld Canres, Satellite Offices and
Qustomer Senice Gantres,



17 Recommeded structure

This section presents the recommended organisation structure for IRD. In particular, it
builds on the preceding three sections of the Report.

171 There aetivee srategc aness units

The recommended organisational structure incorporates a number of significant
changes to the current arrangements. At the highest level the proposed arrangements
structurally differentiate between the three Strategic luaness units of IRD, nanrely:

* policy;
* adjudication; and

* Qperations.

The proposed changes are summarised below in the high-level structural chart: Three
Srategc Bianess ULhits of IRD which represents the key accountability relationships.
Communication and lateral links have not been shown but they will be critical to the
efficient operation of the organisation.

The Chief Executive (CE) will have a crucial role in providing and implementing
the strategic vision for the organisation. In particular, the CE will need to focus on the
key strategic issues for the Department, such as the correct degree of emphasis for
each of the three business units and the management of the sub-contracting process. A
significant workload will also be involved in managing organisational change and in a
high level of interaction with the Minister. Given these key tasks, it is desirable to
limit the number of managers reporting directly to the CE to the heads of the three
business areas, plus the heads of Internal Audit, Contracts Management Advice and
Strategic Support functions.

Each of the three Strategic Business Units will be headed by a very experienced
and senior second-tier manager reporting directly to the CE. These managers will be
focused on a clear purpose and vision for their business area and will operate within
very clear delegated authorities. This structure is shown below.

Three Strategic Business Units of IRD

Chief Executive / Commissioner

Internal Audit Strategic Support

Adjudication Policy Operations

Because the Operations business is the most complex, the Review Committee begins
with a short discussion of the Adjudication and Policy businesses and the Strategic
Support Services, before discussing the Operations area in detall.
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172 Adjudication

The role of the adjudication function will be to provide a specific and strong focus on
the correct and impartial application of tax law to the affairs of individual taxpayers.

This will be done by ensuring the Final Adjudication function, ie the final
quantification of an individual taxpayer's liability, is clearly defined and structured as
a separate unit reporting to the CE, and operating under delegated authority. This
should facilitate the appropriate level of independence and management focus and the
application of expert resources.

Initially the Adjudication Unit will deal primarily with cases where a divergence in
view between IRD and the taxpayer is apparent after the pre-assessment conference.
The Adjudication Unit will be accountable for the final quantification of liability for
all of the above cases. A sample of other cases where an adjustment was made will
also be considered.

The Rulings Unit will produce both taxpayer specific and general rulings, including
rulings and determinations which are binding on the Commissioner and individual
taxpayers. The unit is located under the adjudication stream because the provision of
rulings represents the application of tax law to the affairs of individual taxpayers with
a crucial influence on their liabilities. A further consideration is that binding rulings
may expose the Crown to significant fiscal risk, and accordingly a high level focus is
appropriate. The unit will also benefit from the top-flight technical expertise of the
adjudication manager at the second tier.

The adjudication function will have important relationships with the Policy,
Taxpayer Audit, Litigation Management and Technical Development areas.

To achieve the objectives of consistency and high quality, it is likely that the
adjudication resources will be concentrated in a very small number of sites only,
probably in the Head Office and in Auckland.

It is envisaged that the Adjudication function, including Rulings, will have
approximately 70 staff.

173 Pdicy

The role of the policy function will be to identify, develop and recommend specific
tax policies that will raise tax revenue in the most economically efficient and equitable
manner. This will be done through a separate Tax Policy Unit which will report
directly to the CE. Direct reporting will facilitate appropriate management attention to
the policy function, and application of the right resources to this activity, particularly
at the senior level. It will also give this key strategic activity a sufficiently strong
separate focus, involving the active support of the CE.

The operation of the policy activity will be strengthened by a number of other
mechanisms including:

* the implementation of the Generic Tax Policy Process (GTPP);

* ensuring that the quality and training of staff is sufficient to enable them to operate
on an equal level with other key players in the policy arena, such as Treasury;,

* aseparate Legislative Unit accountable for drafting tax legislation; and
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* ensuring that IRD can consider the feasibility of policy proposals with greater
understanding through its increased focus on customers.

The Policy Unit will also have responsibility for undertaking Ministerial servicing
activities, such as correspondence.

The Policy Unit will have key relationships with the Adjudication and Operations
areas, particularly the Tax Operations Research Unit and the Corporates segment. The
current size of the unit (40 staff) is considered appropriate.

174 Srategc suppart

Strategic support functions at the national level consist of the Human Resources (HR),
Finance, Strategic Information Technology (IT), Legal, Corporate Planning and
Communications, as Well as other aspects of national corporate strategy, eg EEO and
Quality Management.

These functions have two components - strategic advice and provision of service.
The emphasis for the national office will be on strategic advice, both to the CE and the
total organisation. Typically, the service activities will be the responsibility of line
managers, operating within corporate policies. For example, line managers will be
responsible for personnel functions, financial management and the provision of other
administrative support to their units.

The exception is Legal, which will cover both strategic advice and provision of
services at full cost recovery.

The strategic support functional areas will report to a strategic support manager at
the second tier. Given the nature of these functions they are likely to have
considerable direct involvement with the CE

Strategic Information Technology will be separated out from the IT 'Operations'
activities to provide assurance that the strategic advice to the CE is not ‘captured' by
the IT area, swamped by IT operations management issues and, equally, that it
receives appropriate attention at very senior management levels given its strategic
importance. The specific reporting arrangements of the strategic I T function should be
a CE decision.

1741 Contract manaegeent advice function

Section 18, Sub-contracting options for delivery, describes proposals relating to the
testing of options for the sub-contracting of tax administration delivery functions.
Expert advice on the management of this process will be required. This resource will
report directly to the CE, given the strategic importance of the issue and the need for
independence of contracting advice from the specific operational areas which may be
subject to testing of sub-contracting options.

175 Qperations

The role of the Operations function will be to provide highly efficient and effective
delivery services, with a particular focus on meeting customer needs.
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The recommended strudure for the Qparatians arealis summrarised below

Overall Tax Operations

I
Operations

I T 1
Information Litigation Tax Operations
Mgmt Mgmt Research

—L

IT Output Centre

Corporates Individual + Business Chii! Slpport
I
Design Delivery Design Delivery Processing Design Delivery

1 Centres
f 1 | T T 1

Tech. Compliance TSU DARM TPA RAC
Develop. Costs Unit
Unit

]
Field Centres
1

I 1
Customer Satellite
Service Centres Offices

All goerationd adivities will ke uder the maregarent conird of a Chief Qoarding
Cificer (300, reparting to the CE, ad with the gargariate eqoartise to ded with a
nmenegaTet position of this scde: The OO Wil e responaide for ensuring each of
the austamer segnets is goaraing allononoudy ad effecively, ad thet ay
necessaty co-ardination betvween segrats is talking dece
The mgjar componats of the Qoerdians adtivity will be
Qustomer segrerts

Child Suppat ad Indvidual ad Bianess with design and delivery
inegrated within eech ssgert.
Held delivery structure
Held Garires, Qstarer Senice Gatres (C33) ad Satdlite Cifices grgiate for
eechs)et
Qperations relevant to all segrats
Fraoessing Gantres, Infarmmation Viaregerrent and Litigation Veregerert.
Spediaist suppart activities for Qperations
Tedmica Davdgorent Unit, Tax Qoaratians Researdh Unit and Condliance Gosts
Redudtion Unit.
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176 Initially three custamer ssgratswill e estadished

The customer segmentation structure is set out below.

Customer Segments
|
Operations
T T 1
Information Litigation Tax Operations
Mgmt Mgmt Research
et

IT Output Centre

Corporates Individual + Business Child:Support
| ! f l | E—
Design Delivery Design Delivery Processing Design  Delivery

] Centres
| I ] | | 1

Tech. Compliance TSU DARM TPA RAC
Develop.  Costs Unit
Unit

Field Centres

|
[ 1

Customer Satellite
Service Centres Offices

The Qpaatios aea will ke agansad on tre bess of astarer segets thet
iIncorparate inteyated design and ddlivery within Snge maneganert sreens. Each
segret will ke anautononous goerationd unit resparside for providing high quiality
senices to the desigreted austarer goup. Al fundions exogt the dared prooessing
ad common speddist sygpart adivities will ke perfamred within eech segert.
Initially three custoer segets are prgposadt

o (opodaes,

* Child Qygpat; ad

e |ndvidud adBEness.

The Raview Gommittee would have liked to sse ae o nore addiondl uaness
unts, for indance srdl and medum Szed hienesses. But there waes insufficient
informetion to ke cartain thet the nost goargriate groups/sagrents hed osen sdeded
The Review Gomittee reluctantly dedoed thet further dvision of the large custarer
gy of Indvidual ad Buaness shoud anait odlection ad adlyss of addtiondl
infometion.

It is eqoedted thet Significant pragess tonards further segrentation will ke mece
repidy, ae the initial segrentation hes been indenented ad the Tax Qparatias
Research Unit is produang resuits: The Review Gommittee exqoedts thet by the
begining of 1995 fdlloning ressarch the Individual and Biainess segvent will heave
leen braken doan into sirdller more speaffic segats sauh as el blaness
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The customer segments will have key relationships with other units in the
Operations area, particularly with the Processing Centres on a day-to-day basis. The
segments will also require strong links with the Compliance Costs Reduction Unit and
the Technical Development Unit. It is expected that Child Support service delivery
will be carried out in the Field Centres, some Satellites and some CSCs, so strong
links to the manager of the Individual and Business segment will be needed to ensure
appropriate provision of support services. Each segment will also have partial
ownership of the relevant parts of the information systems and will require printing to
be done through the Output Centre. Some integration and overall co-ordination of the
information requirements will be managed by the Chief Operating Officer.

1761 Coporates

This segment is defined on a similar basis to the current Corporates segment in
Taxpayer Audit, ie corporates and associated businesses with an annual turnover of
more than $100 million, and some selected industries. It will be responsible for
performing all functions for taxpayers within this group. This will be the first formal
customer segment to be recognised structurally.

The unit will probably be represented in only two geographical locations, ie
Auckland and Wellington, as presently established.

17,62 Child Support

This segment would operate on the same basis as at present and would have a separate
management stream responsible for both operational design and delivery functions.
Child Support services would be delivered by dedicated staff in the Field Centres,
Satellites and CSCs. Local Child Support managers would report directly to national
office.

1763 Individual and Busness

This would deal with all medium business, small business, salary, wage earner and
investment income taxpayers, and social policy functions excluding Child Support.
All functions would be performed for the customers within this segment. It would also
pick up other activities such as unclaimed monies, duties etc.

For some of the social policy activities it is recommended that explicit service
contracts for the operational delivery functions be developed between IRD and the
principal policy agency.

Some aspects of further segmentation within this group already exist, for example
the small business advisory service. Further segmentation of this area is expected to
result from the work of the Tax Operations Research Unit. In the meantime the
concept of work teams, eg on a small business/salary and wage-eamer basis within all
or part (eg Taxpayer Services function) of this area should be examined in phase 2 of
the Review.

1777 Held ddivery structure

This will be organised on the basis of Field Centres, with Satellite Offices and CSCs
attached as appropriate. The field delivery structure for Corporates, Child Support,
and Individual and Business will be separate but co-located and sharing common
support services as appropriate. Litigation Management will also be represented in
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two Field Centres, probably Auckland and Wellington. The recommended field
delivery structure is shown below.

Field Delivery :
Operations
T T 1
Information Litigation Tax Operations
Mgmt Mgmt Research
I—l—\
IT Output Centre
I |
Corporates Individual + Business Child Support
[ — I ] 1
Design Delivery Design Delivery Processing Design  Delivery
| Centres
f T T T T 1
Tech. Compliance TSU DARM TPA RAC
Develop.  Costs Unit
Unit
Field Centres
i
I i
Customer Satellite
Service Centres Offices

Local offices will not be mirror images of each other. There will be differentiation at
the local level of the size and type of office, to take account of where the work is done
and to provide maximum organisational flexibility to meet demographic and other
changes in an efficient and cost-effective manner. It is expected that IRD will also
continue to hold temporary agencies where appropriate, eg in some areas to cope with
peak workloads.

The final numbers and locations of local offices should be determined during phase
2 of the Review. However, preliminary estimates would suggest that there will be
approximately 14 Satellites and six CSCs. A relatively large number of local sites will
continue to be required because of the high field content of audit work and debt
recovery work, especially for the small to medium business sector. In addition, a
relatively dispersed geographical presence is required for Taxpayer Services Unit
(TSU) counter services and for advisory work.

17.7.1 FHeld Gantres

There will be approximately seven Field Centres located in areas with a reasonable
population base and within a two hour drive to 90 percent of the customer base for
that centre. Field Centres will be the largest type of local office.

For the Individual and Business segment there are likely to be separate functional
units for TSU, Debt and Return Management (DARM) and Audit work. These will be
co-ordinated by a Field Centre manager. In addition, some specialist technical
functions such as legal services will be concentrated at the Field Centre level, and this
expertise will be available to Satellite Offices and CSCs as required.
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A number of Satellites and/or CSCs will be attached to each Field Centre. The
Field Centre manager will have the responsibility for overseeing and managing the
operations of the attached local delivery sites.

The Corporates and Child Support customer segments will report directly to Head
Office, with internal contracting with the Field Centre managers for provision of
support services.

The Corporates segment will have a presence in two Field Centres - Auckland and
Wellington. It is anticipated that Child Support will be located in a similar number of
sites as at present - in the order of seven Field Centres and five Satellites.

17.7.2 Satdlite Offices

A Satellite Office will undertake functions for the Individual and Business segment
which are appropriate for the particular location. Some Satellites may undertake only
non-business and small business audit depending on their location and the size of the
Office.

The Satellite Office manager will report directly to the Field Centre manager.
Between three to five Satellite Offices wall be attached to each Field Centre.

There may be a Child Support presence, internally contracting with the Satellite
Office manager for provision of services.

Satellites will have a minimum level of support services on site, drawing on
specialists and other support services, eg legal and finance, fromthe Field Centre.

17.73 Qustomer Senvice Cantres (C)

These will be relatively small offices focusing on direct customer contact activities
but with ready access to the full range of functions and expertise from the Field
Centre. They will be located in metropolitan areas only at this stage, and will be
administered from the Field Centre in that city. There will be no alpha split in the
metropolitan areas.

Customer Service Centres will undertake counter work (both TSU and DARM) for
the Individual and Business and Child Support segments. More complex issues will be
referred to the Field Centre. Phone and correspondence work will be undertaken by
CSCs for the Field Centre in non-counter peak periods. It is expected that work and/or
staff can be relatively easily shifted across the city from Field Centre to CSCs and
between CSCs.

17.74 Advantages of proposed delivery structure

In place of the present four Regional Offices and 26 District Offices, there will be
approximately seven Field Centres and associated Satellites and CSCs. The
advantages identified in Section 16:. Structural options and evaluation will be
available under the proposed structure:

« vertical integration of design and delivery can be achieved on a national basis. This
will improve consistency and facilitate customer segmentation and focus;

» concentration of technical and specialist resources will improve the quality and
consistency of legislative interpretation; and

* acost-effective result that will address the issues identified in this Report.
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178 Qperdions relevant toall ssgrets

There are a number of operational activities which will provide services to all of the
customer segments. These functions are highlighted below.

Operations Relevant

To All Segments [
Operations

I ) 1
Information Litigation Tax Operations
Mgmt Mgmt Research
I
IT Output Centre

Corporates Individual + Business Child Support
o f ! 1 ol
Design Delivery Design Delivery Processing Design  Delivery
[ [ —— : : Centres
Tech. Compliance TSU DARM TPA RAC
Develop.  Costs Unit
Unit
T
Field Centres
T : 1
Customer Satellite
Service Centres Offices

1781 Prooessing Carres

Processing Centres will be retained and will report within the Individual and Business
segment to facilitate the close co-ordination between the processing and field delivery
arms. In addition, there will be an ongoing need to review the work undertaken in
Processing Centres and the methods employed, in order, for example, to take full
advantage of new technologies such as imaging.

1782 Information Management Unit

This unit brings together the operational arms of the Information Technology area,
which deal with the detailed design and service delivery of information technology as
a support to the line managers who ‘own’ the business systerrs. Location within
Operations facilitates co-ordination and management of relationships with the primary
customers of IT. This unit would also include the Output Centre.

The FIRST system and the current high degree of integration of common
information across the organisation Will be retained. A key linkage will be required to
the strategic IT function. The vital role of the Information Management function is the
support and development of the technology systems which are critical to the
organisation.
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1783 Litigation Management Unit

This stand-alone unit will deal with the management of all post-adjudication litigation.
It is likely to be located in two sites, Wellington (Head Office) and Auckland. This
area Will have key relationships with Audit, Adjudication and the Chief Operating
Officer. It provides appropriate managerial independence for the owversight of
litigation.

Litigation Management is a function separate from Legal Services, which is located
in Corporate Services. The litigation area may utilise resources from the Legal
Services area, as Well as managing external legal resources used during the litigation
Process.

179 Speadist support activities
A number of specialist support units will be established to give focus to particular
important areas of concern. These are summarised in the diagram below.

Specialist Support

G vas |
Activities Operations
[ T I
Information Litigation Tax Operations
Mg Mgmt Research
ety
IT Output Centre
| I

Comarates Individual + Business Crikd Sdpport

= ( | . =
Design Delivery Design Delivery Processing Design  Delivery

1 Centres
I || I T T 1
Tech. Compliance TSU DARM TPA RAC
Develop. Costs Unit
Unit
1
Field Centres
r : 1
Customer Satellite
Service Centres Offices

1791 Technical Development Unit

This will be astandkdare unit reparting to the nareger of the Design fundiion. The
purpcse of the unit will ke to provide aspedific foous ad s of eqpartise, to provde
aoMce and assdance to gparatiod aess, to rase the tednicd Sadards within the
agansation It will assgt inthe full range of tedicd devAgrent adtivities reired
which nay indude skill devdloaret, infomretion recuireents, monitaring ard the
develgoert of e sygensad

mewfﬂp%}gq}m Unit will heve alimited life. It will ke eqeded to
neke itself dosdete over tine asits acivities beooe part of dl gperationd acimities,
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The unit will have close relationships with the Design function in all segments, but
particularly with the Individual and Business and Corporates segments and with
Policy, Adjudication, and Human Resources.

1792 Tax Operations Research Unit

This unit will undertake analysis on the needs of specific customer groups, how these
can best be addressed, and how the cost-effectiveness of initiatives can be assessed.
The unit will also examine ways of quantifying the relative benefits of investing
resources in customer service and enforcement activities. This will provide the basis
for testing the allocation of resources in these areas, and for improving the customer
service and enforcement strategies. The unit may also be involved in the report on the
health of the tax system which is described further in Section 8, Objective of tax
administration.

The unit will have close relationships with Policy, Corporate Planning, Strategic
Information Technology, and the Design function in the segments, particularly in the
Individual and Business area, where its work will be of critical importance in
determining whether there should be any further segmentation or targeting, eg of small
business.

1793 Conpliance Costs Reduction Unit
This unit will operate on the current basis, examining compliance cost issues across
the Operations area and providing a focus for the identification and management of
compliance costs across the tax administration. It will be located under the Design
function in Operations. Detailed recommendations for the unit are provided in Section
11, Costs of compliance.

The unit will have a close relationships with Policy and the Tax Operations
Research Unit, and with the Design function in all segments.

It is envisaged that this unit may operate with a 'sunset clause’; its key objective
being to make compliance costs the on-going concern of line managers.

1710 Srategc underpinnings of the newstructure

Some key strategies and processes will underpin the operation of the structure.

17101 A corprehensive customer senice foous

Structural change on its own will not achieve the required level of customer focus.
IRD staff will need to continue to develop their understanding of the practical
operation of their customers' businesses. A comprehensive set of strategies and
mechanisms should be implemented and current customer-focused initiatives
strengthened. This would build on the quality management strategies already adopted
by IRD.

The key mechanisms should include:

 Strategic direction: The importance of customer focus must be recognised and
incorporated into the key strategic statements.

 Management commitment; Management commitment to customer focus must be
clearly and publicly stated at all levels in the organisation, and incorporated into
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accountability/incentive and development programmes on an individual basis,
preferably as transparently as possible.

« Definition of customer graups and identification of neads: The establishment of
a specialist Tax Operations Research Unit will best facilitate analysis of the
taxpayer/customer base and determine the needs of specific customer groups, how
these can best be met, and how the cost-effectiveness of these measures can be
assessed

* Incentives at the organisational level: It is possible to introduce various
mechanisms which provide a ‘competitive incentive’ between internal units.
Corporate  human resources strategies including recruitment, remuneration,
performance incentives, equal employment opportunity, and education programmes
should be used in a comprehensive way to foster a customer focused culture.

» Re-enginearing lbusiness [rooesses: Key business processes should be mapped on
an inter-functional/inter-unit basis and analysed to determine how they can operate
more efficiently and more effectively meet customer needs. For example, it may be
that the current scope and boundaries of the major functional divisions such as
TSU and DARM require change. The Review Committee has also considered and
recommended changes to two high profile processes, ie the GTPP and the new
disputes resolution process, to better meet customer needs. The operation of a
quality management system will also include a strong customer focus and should
lead to process improvements.

o Suvey customers/monitor progress. Customer feedback on performance, both
general and from key groups, should be sought on a regular basis. In the tax
administration context this may be done as part of, or as an input to research on
compliance behaviour generally.

* Qustomisation of information systens: IRD's current information system is based
upon a unique customer identifier. This will form an invaluable basis for
developing the specialist reports needed for IRD to operate with a number of
specific customer segments and to monitor performance on customer-group based
indicators.

1711 Reconmecitios

Three separatie manegenent streans, headed by an appropriate secondHier
menager should ke estallisned to reflect the three strategic activities of IRD:

* policy;

« adjudication; ad

o Opardions.

All gperational activities, including bath design and delivery for all of the
customer segvents, shoud be integrated under the leadership of a Chief
Operating Officer whowill report directly to the CE
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The Operations area of the arganisation should ke initially structured into
three customer segrents

» Corporates (coparates and assodated busnesses with a turnover of more
than 100 million);

o Child Suppart;
* Individual and BlEness.

Detalled design and develgpment of further customer segrernts, such as sl
business, should be substantially conpleted by the beginning of 1996,

Processing Cartres shoud be retained and report to the Individual and

Held delivery senvices should ke provided through a combination of relatively
large Feld Gartres with a high concentration of speddist expertise ad
regional support sendoes and seller Satdllite Offices and Qustomer Senvice
Centres shoud ke attached to the Feld Gentres for manegenent purposes.

Amgjor task during phese 2 of the Reviewshould ke the detailed design of the
number and location of Held Canres, Satellite Cifices, Customer Senvice
Centres and the assoaated nunbers and types of staff required. This work
should ke undertaken within the framework and according to the principles
outlined in this Report, and should consider:

* opportunities for achieving further econamies of scale

* reasarsfor significant cost variations between dffices; ad

* Jetalledjob desgn

A stand-alone Tedhnical Develgoment Unit should be estaldished to report to

the manager of the design function. The purpose of the unit will be to provide
aspediic foous and sat of expertise to raise technical standarcs.

A Tax Qperations Research Unit should ke estabdished to develgp data on
further segrentation required and the strategic contribution of spedfic
operational activities to the achieveent of IRD's dgective,

The litigation manageen function should be estabished as a separate unit
reporting to the Chief Qperating Officer and the unit should e responsidle
for the manegement of all litigation.

Information techndlogy functions, induding systens development and the

Qutput Centre but exduding strategic activities, should constitute a separate
unit reporting to the Chief Operating Officer.

A strategic suppart activity should be estaldished consisting of strategic 1T,

human resources, communications, finance, quality manegenent ad
planning and develooment. The strategic support activity should be arganised
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under a secondHier maneger, but individual functional areas should have
direct aomessto the CE as necessay,.

Corporate Support senvice activiies should e the responsiblity of line
Manegers, operating within corporate polides.

The Conpliance Gosts Redudtion Unit shoud be retained to examine
conpliance cost isUes acss the operations area,

A contract menegement advisary function to report directly to the CE should
e estadished to provide expart advice on the assessTet and testing of
options for sub-contracting.

Prese 2 of this Review should undertake the detailed design of the optimal sze
and functions of Head Office.

A conprehensive custamer senice Strategy should e devdloped for the
organisation which indudes the fallowing derrernts:

o dear strategic direction;

* ManegaTeEnt comitment;

« definition of customer groups and identification of nesdks,

* incentives at the organisational leve;

* re-engnegring of USINeSS [rooesses;

* Surveying austamers and monitoring progress; and

e customisation of information sysans.



18 Sub-contracting gations for ddivery

This section expands on the recommendations in Section 17, Recommended structure,
to introduce a phased programme for sub-contracting some delivery functions where
there is an owverall advantage to IRD, and so a contribution to achieving IRD's
objective.

181 Bvery aganisation sub-oorirads save adivties

No organisation in the public or private sector is self-sufficient. Organisations decide
what they can best do themselves, and what goods and services they will obtain from
others. These supplies of goods and services are provided by other people or
companies through appropriate contracts.

Tax administrations everywhere sub-contract some of their activities; New Zealand
is no exception. About 14 percent, or $55 million, of the $395 million output cost of
IRD in 1992 - 1993 was paid to third-party suppliers of goods and services, including
some $37 million (64 percent) of Information Technology operating expenditure.
Other specialist services, personnel and support services are currently sub-contracted
or contracted-in, such as courier and postage, approximately $7 million (mostly from
the Output Centre, which prints and mails out 16 million pieces a year); printing, $6
million and legal, $3 million. There is also significant sub-contracting within the
public sector and, in respect of social policy, IRD may be regarded as performing
service delivery functions for the Ministry of Education, the Department of Social
Welfare and ARCI Corporation.

Section 17, Recommended structure, notes that the Review Committee's limited
analysis indicates that all functions currently carried out by IRD should continue in
some form. The question to be addressed is: what outputs or functions could or should
be sub-contracted, and what should remain 'in house'?

182 Daagas onsub-oontracting should bebessd anguicdlines
appropniate for the spead neadk of the tax administration

There are several well established principles and approaches that provide a basis for
general decisions relating to sub-contracting. Tax administration has some additional
specific requirements in relation to both tax legislation and perceptions of tax
collecting. These principles and requirements have been combined as guidelines:

Utimate responsibility for tax administration nust nat ke aienated from the
Sate

Taxes are formally levied by Parliament, and involve exercising the most coercive
power of the State. Legislation requires IRD to ‘administer' the collection of tax. This
means that Government will need at least an administration function that takes
responsibility for and controls tax collection on its behalf,



SUB-CONTRACTING OPTIONS FOR DELIVERY

A high levd of political accountability nmust be assooaed with tax
administration

Paralleling the previous point, taxpayers expect that politicians will remain
accountable for the collection of all taxes. This expectation is not at all in conflict
with the convention that Government and Ministers must not be able to influence the
tax affairs of individuals.

Tax functions invoiving a high leve of judgement in assessing a taxpayer’'s
liability should e undertaken inhouse by tax administration staff

The adjudication function was considered at length by the Valabh Committee. The
Review Committee has concluded that tax functions which involve significant
independent judgement in the original quantification of a taxpayer's liability present
special difficulties in meeting taxpayer perceptions. Delivery of these functions should
not be considered for sub-contracting if the difficulties of meeting taxpayer
perceptions are not resolved.

Comypetition provides are of the strangest incentives for performance

Competition, including internal competition, generally provides the strongest
incentives for the provision of least cost, high quality services. Numerous studies have
demonstrated this, including recent studies of public services in many countries.

Monopoly rights should only be retained where this is necessary to meet the tax
administration’s objective. This potential spur from competition means that:

In principle, IRD's functions should e mede conpetitive or contestable.

Every function should be carried out in the nost efficient and effective way

One of the most important roles of management is deciding what will be the most
efficient and effective way of achieving each of the organisation's objectives. This will
involve assessing a range of resources, systems and so on to determine the method
most suited to the organisation. The decision should be based on an appropriate
analysis that takes into account all significant costs, benefits and risks over a time
period.

183 A range of fundions should continue to e carmied out by tax
administration staff

Every tax administration function could be sub-contracted. In a sense, Government
already has sub-contracted tax administration to IRD. In deciding which functions
should be sub-contracted, IRD has a range of options; in theory, from sub-contracting
every function, to carrying out every function in-house. As noted above, IRD has
decided at present to sub-contract some 14 percent of its functions, or work to the
value of $55 million.

A practical way to address the question of what should be considered for sub-
contracting is to start to eliminate those functions that should be carried out in-house
by using the guidelines proposed in paragraph 18.2. Every other function will then be
a potential candidate for sub-contracting.
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The Review Committee has carried out an assessment of the main functions of IRD
by applying the guidelines, and concluded that the following functions should be
carried out in-house:

» general management of tax administration;

* strategic and business planning, including developing tax collection strategies and
other corporate strategies such as human resources;

 management of policy advice;

 management of Ministerial services;

* designing broad operating practices and procedures;
 management of the tax administration data base, rules and software;

 management of the rulings functions, including the determination of the content of
rulings. (This is a critical and new function. It needs close control, at least during
its initial development);

» the proposed Final Adjudication function;
 management of legislative drafting; and

 Taxpayer Audit. (Audit involves several levels of adjudication, and should not be
considered for sub-contracting unless the difficulties of meeting taxpayer
perceptions are resolved.)

184 Cther functions gpear to ke sutalde for subb-contracting, fully
or in part

The Review Committee has carried out a preliminary assessment of the main tax

administration functions that are not listed above and concluded that several functions

could potentially be sub-contracted. This conclusion took into account several
potential benefits, in particular:

* benefits from competition and transparency, including comparisons;
« the ability to access additional skills and innovative methods; and
* the ability to smooth peak workloads.

There is clearly a need for considerably more analysis before any decision is made.
Decisions should be based on the guidelines above, in particular that every function
should be carried out in the most efficient and effective way. It is therefore necessary
to undertake appropriate cost-benefit analyses and a phased approach, including
practical tests, to assess whether and how each function, or some parts of each
function, could be carried out in a more efficient and effective way by contractors.
The Review Committee has made no attempt to find out if there are suitable
contractors available, willing and capable of carrying out specific functions in a
manner that meets the required standards, or whether their charges would be
competitive with IRD. However, experience in New Zealand indicates that suitable
sub-contractors Will be available for most types of work.
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185 R tests should ke gpplied in assessrg gations for

g
Every case will be different but, in general, an analysis of options for sub-contracting
should provide satisfactory answers to the following questions:

e can IRD carry out the function in a more efficient and effectiveway than at
present?

* isitpractical to specify and measure the products or services?
* is the function sufficiently self-contained?

* is it practical to manage any necessary relationships between the organisations, in
particular, information flows?

* is there a significant risk that any incentive arrangements could be perceived as
affecting the integrity of the voluntary compliance strategy?

can any fiscal and other significant risks be managed satisfactorily?

can it be demonstrated that the costs and benefits of sub-contractingthis function
would be better than carrying it out in-house?

186 A progammre for devdgang sub-corading shoud ke
introouced

Sub-contracting should not be viewed as a separate activity. Rather, it should be

considered as one of many normal ways that IRD achieves its objectives, and is

therefore integrated into IRD's management of the myriad of functions, activities and

systems that comprise the total tax administration.

Both the analysis and management of sub-contracting requires specialist skills. As
recommended in the previous Section 17: Recommended structure, a separate contract
management advice function should be established to facilitate the development of
these skills. IRD already has some skills in particular areas of contracting, but it is
likely that additional skills will be necessary to ensure that the best information is
available to management in making sub-contracting decisions and that every contract,
including the present contracts, are managed in the best way.

Sub-contracting raises complex issues. It is inevitably a matter of concern in the
management of risk. The Review Committee's view is that functions should only be
sub-contracted if it is demonstrated that there are overall advantages in doing so.

187 Recommendatios
IRD should introduce asavenstep progranme;
Sepl Amyse all main tax administration functions in order to identify which

functions should nat be sub-contracted. The guidelines and the results of the
preliminary analysis outlined in Section 18 should be used as a basis.

Sep2 Carry out a detailed andlysis of the practical issues associated with
sub-contracting (including the utilisation of statutory powers), with a view to

moving to a carefully planned, phased development including testing,
evaluation and review.
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Sep3  Assess which functions have the greatest patential to e carried out at

Sep4

Sep5

Sep6

Sep/

lower cost by contractors. EStadish apriarity list for the next 9ep

Carry out cost-benefit andlyses for the functions, in the ranking established
in step 3, in order to determine if sub-contracting should be tested for that
function. The analyses should include the questions posed in paragraph 185,
and preliminary discussions with some interested contractors. If the results of
analysis favour sub-contracting, performance criteria should be determined to
assess the results of tests in step 5. Establish priorities for testing.

Test sub-contracting options for the sdedted functions in order to
demonstrate whether in practice the function is carried out by the
contractor(s) to the owverall advantage of IRD. An appropriate part and
quantity of each function selected should be put up for tender. Tender
specifications should be developed, followed by appropriate tendering
procedures and selection. After an appropriate period for each test, the results
should be checked against the original cost-benefit analysis and performance
criteria. A decision should then be made to increase or decrease the amount
of sub-contracting of that function. This exercise should be carried out
without favouring either the sub-contractor or IRD; that is, the same tasks
should be undertaken, and the same operational constraints should apply. In
practice, there are likely to be overlaps between the steps proposed, and some
tests may need to be undertaken for more than a year to make it worthwhile
for the contractor.

Develop internal conpetition for those functions that must be undertaken
in-house. Additional initiatives should be introduced that lead to an
appropriate degree of internal competition. There are several recognised
approaches to gaining benefits from internal competition that IRD could
develop further. Constructive competition between internal units is a
powerful incentive when the best performers receive sincere and widely
broadcast praise from executives. Best performance can also be clearly linked
to internal promotion. In general, competition is better between teams or
units, than between individuals. Care should be taken to avoid the potential
for destructive competition and the perception of internal competition being a
passing fashion. IRD's current emphasis on Quality Management will help in
that direction.

Review conpetition and contestahlity regularly. Decisions relating to
sub-contracting should be reviewed at appropriate intervals. In particular, any

function that is sub-contracted should be put out to tender after a period that
is fair to both the contractor(s) and IRD - about three years is a common

period.

The Raview Committee also reconmends that the current recommendations

for sub-contracting sae Child Support delat manegenrent and soe ather

debt menageent activities ke revisited in the light of the sigps recommended

&déwa and IRD should report to Government accordingly early in phese 2 of
Review







19 Bergihits, ads and transitional
aragenents

This section:
o summarises the major benefits expected from the Review Committee's
recommendations;

 discusses the broader revenue consequences of the Review Committee's
recommendations;

o outlines the transitional and longer term impacts of the Review Committee's
recommendations on \Vote: Inland Revenue; and

 comments on transitional arrangements, especially the implementation timeframe
and implementation process.

191 The ReviewCGonmitteg's recomrencetions are eqpeded to
significantly enhence IRD's efficency and effediveness ad
inrove savicss to sakehddars

The Review Committee's recommendations for the structure of IRD present a vision

for the development of the tax administration for the rest of this century which should

significantly improve the overall efficiency and effectiveness of IRD. The Review

Committee believes that the recommended structural changes and associated
initiatives will improve IRD's performance in the following ways:

191.1 The Govemnment should, asaresuit of the GIPP and prgposed structural
cdhanges, recaive better tax policy acMce

The GTPP provides a basis for:

* the orderly development of tax policies in a phase by phase process;

* substantial external input into the policy formation process;

* analysis of costs, benefits and impacts at various stages of the process;

* post-implementation review of the changes; and

« establishing clear accountabilities and responsibilities for tax policy development
based on the comparative advantages of IRD and Treasury.

Within IRD, the policy advice function is strengthened: the manager of the Policy
Unit has no other responsibilities and has a direct reporting line to the Chief
Executive.
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1912 Proposed danges in legdative drafting shoud produce  substantial
saMngs in admnistration and conpliance acsts ad enhance the
voluntary conliance strategy

The rewriting of the confusing and dated income tax legislation and the adoption of a

drafting approach employing plain language and providing clear statements of intent

and principles in setting rules for determining tax liabilities should produce much
better, more understandable legislation. This will provide substantial cost savings for
all parties involved in interpretation, enforcement and disputes.

191.3 Taxpayer conpliance oosts should ke reduced without compromising
reenueflons

Without prejudicing revenue flows, the Review Committee's recommendations should
reduce compliance costs in a variety of ways. The most significant changes proposed
by the Review Committee are:

* the emphasis given to compliance costs issues in the GTPP,

« substantial changes to the disputes resolution process, which should reduce the
time taken to settle disputes and should improve access to disputes resolution
procedures;

« the Corporates Unit should allow IRD to reduce the compliance costs incurred by
such taxpayers as specialist approaches and improvements in service are identified
and implemented. Further segmentation should also lead to reduced compliance
costs for other taxpayer groups; and

* the Tax Operations Research Unit provides a vehicle for identifying other taxpayer
segments which would benefit from a more focused approach.

Although the impact of the Review Committee's recommendations on compliance
costs cannot be accurately quantified at this stage, a 1 percent reduction in the total
compliance costs incurred by business taxpayers will result in resource savings of
about $12 million per annum in New Zealand.

1914 Proposed structural danges and enhancenents to the tax systemshould
promote voluntary conpliance and  thus support the dgective of
obtaining the highest net revenue over time

Voluntary compliance, and the objective of obtaining the highest net revenue over

time, should be enhanced by the range of structural changes proposed by the Review

Committee.

Of particular significance is the proposed Final Adjudication function, which will
enhance the perceived integrity of the Commissioner's final assessment of a taxpayer's
liability in cases where the final assessment is likely to have a high profile or be made
in an adversarial context. It should enhance taxpayers' perceptions of the integrity of
the tax system through correct, consistent and impartial application of tax law. The
adjudicative function should therefore facilitate voluntary compliance and the goal of
realising the highest level of net revenue over tine.

Customer segmentation should have a similarly positive effect on voluntary
compliance.
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1915 More effective Lse of IRD's limited resources
Effectiveness will also be improved through:

Explicit recognition of a'care and menagement’ power in IRD's legslation and
working towards a dear dgjective, aso defined in legidlation

Greater congstency through the concentration of manegement and spedalist
resources into FHeld Gartres

The issue of consistency in operational practices and procedures between IRD offices
will be addressed by centralising the management and delivery of some core
operational activities and specialist functions into Field Centres. Consolidating
specialist resources (such as Final Adjudication and Litigation Management) into a
limited number of locations will also give those functions emphasis and critical mass
in those sites.

Focusing senior manegeent attention into three key areas. opportunities for
better skill manegeen, increased custamer foous and opportunities for re-
engineering Work [rooesses

Qustomer segrentation allowing IRD to develop and maintain spedalist skills
The Corporates Unit allons IRD to develop and maintain a concentrated core of

specialist skills and knowledge of this particular segment. This should improve IRD's
effectiveness in a critical area of tax collection.

Recognition being gven to the overall nead to inprove tednical standards
within IRD

The proposed Technical Development Unit will have a mandate to identify means of
improving overall levels of technical skill levels throughout IRD. Furthermore, the
recommendations for new and distinct specialist functions, particularly Final
Adjudication and the arrangements for Corporate taxpayers, allow for the
concentration and development of the appropriate expertise in these highly technical
areas. Improvements in technical standards will reduce compliance costs for taxpayers
while increasing IRD's own efficiency (through, for example, the need for less rework
within the Department).

1916 Better foous onIRD's care buainess and strategic direction

The proposed objective for the tax administration provides a clear basis to assess and
determine longer term needs and strategies.

The proposed Tax Operations Research Unit provides a dedicated resource to
research key issues such as the provision of greater customer focus, trends and
developments in tax administration systems, and the balance of resources between
facilitation and enforcement activities. The unit's work should provide an analytical
foundation for determining the strategic direction of IRD's operational activities.

The Review Committee's recommendations in respect of arrangements for the
administration of 'social policy’ functions are also expected to lead to a stronger focus
on IRD's core tax business.
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1917 Over time, the Review Conmitteg's structural recommendations will
improve IRD's effidency and reduce the fiscal cost of Vate: Inland
Ravene

Efficiency gains are made through the Review Committee's structural proposals, the
rationalisation of some management layers and the number of support staff, as
functions are centralised into Field Centres. Accordingly, the recommended structural
changes should reduce the cost of Vote: Inland Revenue over time, with an acceptable
payback period to the Government for the initial restructuring cost. Details are
provided in paragraph 19.3 below.

1918 The Revew GCommitteds recommendationss shoud inprove New
Zedland's overall econanic performance

The tax system and tax administration have pervasive effects on all aspects of
economic life in New Zealand. Improvements in tax policy formation and reductions
in taxpayer compliance costs and improved efficiency and effectiveness on the part of
IRD provide a basis for improving the economic well-being of all taxpayers, greater
revenue flows to the Government (discussed in greater detail below), and better
economic performance for New Zealand.

192 Reveneinpeds

Structural improvements of IRD can both reduce Government expenditure on Vote:
Inland Revenue over time and increase Government revenues. The major monetary
gains from a more efficient and effective IRD will be through increases in revenue
collected rather than from reduced administration costs. This reflects the nature of tax
administration: currently the amount spent on administering the tax system represents
only about 18 percent of net tax revenue of $21 hillion. Even a very small
enhancement in the level of revenues collected, however, would have a significant
fiscal impact.

A useful framework for understanding the potential revenue benefits from
initiatives which improve the administration system is through the impact on the tax
revenue gap. This gap is the difference between actual revenue collected and that
which is intended by the law. As such, a more efficient tax administration could
provide the Government with an alternative and potentially superior way of meeting
ItS revenue requirements.

While the Review Committee has not quantified specific revenue gains from
implementing its recommendations, the gains could be significant. The tax revenue
gap for New Zealand has not been estimated, but the US Internal Revenue Service
estimated a tax revenue gap of about 20 percent of potential federal tax revenue. A
conservative assumption which assumes that improvements in effectiveness would
decrease the income tax revenue gap by 1 percent would increase revenue by roughly
$35 million per annum

Although the tax revenue impact of the Review Committee's proposals is extremely
difficult to quantify, the Review Committee is confident that the tax revenue impact
will be significant. The Review Committee believes that the tax revenue gains are
likely to far exceed the direct fiscal impact of the proposed changes to Vote: Inland
Revenue.

15
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193 Transitiona andlonger termfiscd inpact onVate: Inland
Raene

Beyond the transition period, the annual cost of Vote: Inland Revenue will decrease
from current forecast levels because the Review Committee's proposals will improve
IRD's efficiency. The Review Committee has estimated the fiscal savings beyond the
transition period (‘steady state' savings), indicative transitional costs and the payback
period.
1931 Analysis of the level of aosts and berefits in "Steady State!
The Review Committee stresses that its estimate of 'steady state’ costs and benefits is
intended to give orders of magnitude only. Detailed estimates of the direct on-going
impact on Vote: Inland Revenue can only be provided once detailed design and
costing work (such as job evaluation and job size exercises) have been completed as
part of phase 2 of the Review.

In estimating the costs and benefits in 'steady state', the Review Committee focused
on the following sources of costs and benefits:

» changes to staffing costs arising from the proposed new structure; and

» associated changes in operating and accommodation Costs.

In estimating these costs, the Review Committee considered the direct impacts of the
proposed structural changes on Vote: Inland Revenue. Three points should be noted.
First, the Review Committee has undertaken a high level strategic review of IRD and
has not completed a detailed efficiency study. Phase 2 design and implementation will
assess efficiency levels under the new structure. Secondly, the Review Committee did
not quantify costs and benefits arising indirectly from other initiatives such as options
for sub-contracting (discussed in Section 18, Sub-contracting options for delivery).
Thirdly, based on the tentative results of its high level analysis of economies of scale,
the Review Committee assumed that there were no operational economies of scale in
consolidating functions into Field Centres. The phase 2 design and implementation
process should review this assumption in depth.

1932 Andlysis of theleve of transitional aosts

Estimates of transitional costs are problematic, as they will vary significantly
according to the implementation path chosen and the arrangements that are able to be
made with respect to:

* timing of announcements;

* timing of implementation;

» the change management strategy employed,

* the degree to which IRD can manage its accommodation costs;

* the negotiations with employees and their representatives; and

* the number of affected staff.

The more significant transitional costs estimated by the Review Committee are:
« staff related costs;
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 management of accommodation requirements;

 hbuilding fit-out costs for those staff and functions that are relocated into Field
Centres; and

» the risks associated with structural change.

The estimates presented in paragraph 19.3.3 below are indicative and are presented for
cost-benefit purposes. The analysis conservatively assumes that the transitional costs
would be incurred in one year but in reality it is likely that this expenditure would be
spread over two years.

1933 Impact of transitional and 'steady stat€ aosts and benefits on Vote:
Inland ReverLe

In the 'steady state', fiscal savings arise from the rationalisation of some management
positions and the number of support staff as functions are reorganised into Field
Centres.

As referred to abowve, the level of transitional costs can vary considerably
depending on the transition path adopted. The Review Committee stresses that these
costs have been calculated on a conservative basis and that careful management of
these costs could allow the new structure to be implemented at a cost below the figure
indicated. A key factor in determining the level of transitional costs is the
management of long term accommodation requirements.

The estimated steady state fiscal savings and transitional cash costs are:
'Steady State’ Fiscal Savings Per Annum; $7 million

Indicative Cash Transitional Caosts: $28 million

Note: the 'steady St fiscal savings do nat take into acoount possible danges to IRD'S deprediation
oosts. This item can only ke estimeted once the final impact of structurdl danges on IRD's fixed asst
bese have been quartified. As aresult of this amission, the "steedy Sate fiscal savings figure does not
represent danges to IRD's annuel appropriation.

Based on the estimated cash transition costs, the payback period for the Review
Committee's recommended structure is four years. The Review Committee's proposals
therefore represent a worthwhile investment for the Government, as the ‘owner' of
IRD. On this basis alone the Government should proceed to a detailed design and
implementation of the Review Committee's proposals in phase 2. This analysis of
costs and benefits will be enhanced by other efficiencies that should be identified in
phase 2 and the impact of timing changes for transition costs. These figures do not
include the tax revenue impact of the expectedimprovements to IRD'seffectiveness,

and do not take into account the wider favourable impactson the New Zealand
econony.

1934 Rsks

In addition to the transitional cash costs detailed in paragraph 19.33 abowve, a
complete analysis of costs and benefits must consider the risks associated with the
proposed structural changes, of which the revenue risk is crucial. Major structural
change of this type always has risks, but will be heavily influenced by IRD's

138
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management of the transition. Restructuring over the period 1989 to 1994 shows that
these risks are able to be appropriately managed. The Review Committee believes that
a key factor in minimising the risks, particularly the tax revenue risk, is to make the
recommended structural changes in as short a timeframe as possible. A longer
implementation timeframe itself carries on-going staff morale and productivity risks.
The management of these issues during the transition is discussed in paragraph 19.4
below.

194 Transitional Is3es

A critical issue in moving to the recommended structure is to manage the transitional
Issues so that the range of transitional costs and revenue risks are minimised and the
benefits obtained at an early stage. These issues, together with the effectiveness of the

change process generally will be critically affected by the implementation timeframe
and process chasen.

1941 Inplementation timeframe

In determining the implementation timeframe, consideration will need to be given to
striking an appropriate balance between:

» the desire to implement the new structure, and obtain the resulting benefits as
quickly as possible;

 the potential size of the transitional costs depending on the implementation
timeframe that is otherwise preferred;

* the amount of time required to develop the detailed implementation plan; and

* the desire to minimise the level of disruption arising from the change process,
which will have a crucial bearing on the level of fiscal risk generated by the change
Process.

Minimising disruption also involves trade-offs between, on the one hand, providing
certainty to staff about what is to happen to them, as soon as is practicable, and on the
other hand ensuring that staff perceive the change process as operating fairly. This
may require additional time spent on communicating with staff about the change
process, and/or allowing open competition for a wider range of jobs in the
appointment process, so that staff whose jobs are affected by the new structural
arrangements have a fair opportunity to compete for other jobs.

Striking the right balance between these factors will be very important, given that
the way the change process is handled will have a significant bearing not only on the
operation of the new structural arrangements and the management of transitional fiscal
risks, but also on the success of the changes in culture and attitude that need to be
associated with the new structure. This will be a critical issue for consideration in the
early stages of phase 2
194.2 Implementation prooess
Subject to the judicious management of transitional issues and costs noted above, the

Review Committee is in general agreement with IRD's proposal to implement the new
structures progressively over an 18-month period, concluding by 1 October 1995.

13
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Implementation should commence with detailed planning and, in parallel, critical
aspects of the structural change such as establishment of the Tax Operations Research
Unit and the appointment of key managers should be completed. This is in line with
the original suggestion in the Valabh Working Party’s First Report, that key
appointments for the new structure would be made in May/June 1994,

This process should involve:

» advertising senior positions, both internally and externally;

* adopting the principle of the best person for the position, but seeking to introduce
from external sources the appropriate expertise vital to ensure that the changes
identified are achieved and the benefits realised;

* advertising and appointing down to level two of the organisation by the end of June
1994 or at the earliest possible stage, so that these individuals are able to drive the
detailed and on-going change process; and

* proceeding as quickly as possible, recognising that significant benefits over and
above those quantified can be realised.

The early establishment of the Tax Operations Research Unit will be important to
making rapid progress on the identification of information requirements and analysis
necessary to develop the customer segmentation approach. The unit's expertise may
also be required to gather the information necessary to test issues such as the exact
nature of geographic distribution required for the various functions carried out by each
customer segment.

194.3 Implementation planning issUes
The implementation planning to be undertaken in phase 2 should also address a
number of issues. Three have particularly high priority:

o development of strategies and detailed planning for communication with managers,
staff and key external customer groups about the changes and impacts arising from
the new structures. This will be an important influence on attitudes to the change
rocess;

* development of human resources management strategies, policies and procedures
as part of the change process. It will be critical for line managers to be committed
to the new structure. Procedures must ensure that the job descriptions and person
specifications are fully in concert with the new structure and result in the best
person for each position; and

* identification of legislative changes required to give effect to the changes proposed.
These will need to be integrated into the tax policy work plan. Critical changes may
need to be addressed at a very early point in the implementation process.

Other important issues are:
« consultation with employee representatives in the change process;

* detailed examination of structural and job design issues at all levels of the
structure, but in particular at Head Office and Field Centre level. An examination
of these issues should, for example, provide a more detailed test of whether
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economies of scale exist in the delivery of operations at the Field Centre level in
particular and consider the use of work tears;

* identification of process re-engineering opportunities that may arise from the new
structural arrangements, especially at the Field Centre and Customer Service
Centre levels;

o detailed design for key strategies recommended by the Review Committee, eg
customer focus, disputes resolution;

 modification of output class structures and performance standards consistent with
the new structure;

 modification of management information systems and processes, including how
these processes are to operate during the transition period itself;

* development of key management committees to facilitate co-ordination within the
structure;

* development of a detailed timetable and process for the testing of options for
sub-contracting of delivery; and

* identification of appropriate vision, mission, purpose and role statements for each
of the organisational units, together with statements of their underlying
philosophies, principles and practices.

Given the complexity of the issues involved in managing the transitional issues, it is

likely that IRD will require external expertise to assist in the development of workable

approaches in various aress.

There are a considerable number of tasks that will need to be completed in the
initial implementation planning period. To allow the Government to monitor progress
in implementing the Review Committee's recommendations, the Review Committee
recommends that IRD be required to report to Ministers within one month of the
Cabinet making decisions on structural issues, with a complete list of tasks to be
undertaken and a critical path for their completion.

195 Recommedatios
The Review Committee recommends that the Govermnert:
* nate that the recommended structural danges are eqpeded to significantly

improve the effectiveness of the tax sysemand IRD, and thus increase tax
revere flons over ting;

 note that the recommended structural danges are expected to generate fiscal
aosts and benefits for Vate: Inland Revenue asfallows:

steady State fiscal savings, ie falloning transition - $7 million per annum
indicative cashtransition codts - $28 million;

« note that, bessd on the immediate effidency gains identified by the Review
Committee, the payback period for the reconmrended structure is four years,
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* nate that the aoove estiraties of annual fiscal savings do nat take into accournt
any additional effidency gains which may e identified during the detailed
design and aost benefit work to ke undertaken in Prese 2,

* nate that the above estinetes do nat take into acoourt the tax reverue inpact

of the effediveness inprovenents to IRD, nor any generd contributions the
changes may meke to improving New Zedland's econanic performance;

o agee that the IRD shoud now proceed to Fhese 2 of the Review (detalled
planning and design of the Review Conittee's praposals) with the assistance
of a Sleering Comittee structure chaired by the IRD, with representatives
from central agades ad parsos nominated bymeI\E\NZeaIand Law
Soaety and the New Zeadland Sodety of Accountants;

» ggee in principle that the target timeframe for inplementing the Review
Committee's praposals e 1 Cctober 1996 and that andlysis in phese 2 proceed
onthis besis; but

» agee that the detalled cost-benefit analysis to be done in Prese 2 of the
Review consider the relative aosts and bengiits of alternative inplementation
timeframes, espedally with regard to the manegenrent of transitional acsts,

 invite the Chief Executive of the IRD to report to the Cabinet Strategy

Committee by 1June 194 on Frese 2induding the following

() temrs of reference for the Steering Committee,

(i) adetaledwork programme for Prese 2 together with acritical path for
conpletion.

(i) - consulitation and reporting requirements, particularly with respect to
the Review Committee's recommrencetions that impact on ather
departents and agaaes.

(v) aprooessfor progressing legdlative darges

(V) resource requirements for Fese 2

(v) the manegeent of internal and extermal advertising and filling of key
manegeent positions.

(Vi) aprograme to estaldlish a Tax Operations Research Unit, an
immediate priority of whichwould beto identify further taxpayer
sgrEs.

(viii) the develgpment of strategies that will e enloyed to menege humen
resourcefindustrial relations issues and fiscal risks.

» agee that Frese 2 of the Review should ke undertaken progressively and be
corpleted no later then six months after the filling of the seoond tier
manegaTent positions;

 invite the Chief Executive of IRD to report to the Ministers of Reverue,
Hnance and Saie Sanvices befare that time on any ISSUES requiring more
immediate resolution; and

1
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* agee, slbedt to the aost benefit ardlysis, that the Review Comittee's
proposals ke progressively inplemented, conduding by 1 Cctober 1996, and
that detalled planning and inplementation prooeed on that besis.
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Coective

The objective of the review is to investigate and recommend the optimal organisation
arrangements for the tax assessment and collection system, and other activities that are
currently part of the tax system, the provision of taxation policy advice, legislative
management and Ministerial servicing.

The recommendations must take full account of the public service management
principles as set out in the State Sector Act 1988, the Public Finance Act 1989 and
likely future directions of public sector reform. They should also have regard to the
social, economic and fiscal interests of Government, and international trends in tax
administration.

Soe

The review is to be comprehensive, involving a fundamental re-examination of the
philosophies, purpose, principles and practices, and the current organisational
arrangements. The review is to be strategic in nature with a focus on the key functions
and activities and the associated major processes that must be undertaken, only
involving detail where it is necessary to demonstrate the recommendations are
practical and represent the best solution.

In particular the review is;

1 to identify the key functions and activities and major processes which make up the
tax assessment and collection system, and other activities that are currently part of
the tax system, the provision of taxation policy advice, legislative management and
Ministerial servicing;

2. to identify and make recommendations on the appropriate management structures
for those functions for which a Chief Executive and a Minister must remain
directly responsible with particular reference to tax policy advice, Ministerial
service and legislative management;

3. to identify and make recommendations on the appropriate management structures
for any functions that are inherently a Government monopoly but for which a
Minister need not or ought not to be directly responsible;

4. to identify and make recommendations on the appropriate management structure
for any functions which are capable of being carried out under contract;

5. to identify an organisational structure to bring all components of the tax system
together;

6. to identify the appropriate vision/mission/purpose/role for each of the organisation
units, including the underlying philosophies, principles and practices;
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7. to consider and make recommendations on the future statutory and administrative
roles and responsibilities, and the associated accountabilities, of the Chief
Executive and Commissioner(s) of the Department of Inland Revenue or similar
entities;

8. to define in broad terms the benefits, costs, impacts and associated risks of the
recommendations; and

9. to develop and make recommendations on an appropriate transitional arrangement
to achieve the outcome of the review.

Sructure

The review will be carried out under the control and guidance of a Review
Committee. The Committee will report to the Minister of Revenue, except that in
respect of the policy advice function the Review Committee should report to the
Ministers of Finance and Revenue jointly.

The Review Committee will comprise two individuals external to the public
service, one chosen for expertise in undertaking reviews of this type and the other for
knowledge of the tax system and its administration, together with the Chief Executive
of the Inland Revenue Department. One of the external members will Chair the
review. The Review Committee should be complemented by the Secretary of Treasury
when it is considering and deliberating on recommendations in respect of the policy
advice function.

The Review Committee will guide and drive the review, including deciding the
scope of the study, key appointments for undertaking the review, work plans,
resourcing, timing, methodologies and also being involved in the progressive
development of the solutions through workshops, seminars and presentations.

The Review Committee will be assisted by an Advisory Committee comprising:

o the Chief Executive (as Chair);

* One representative (at a senior level) from each of the Inland Revenue Department,
the Treasury, the State Services Commission, and the Department of the Prime
Minister and Cabinet; and

* an independent person appointed following consultation with the New Zealand
Society of Accountants.

The Advisory Committee will receive regular briefings throughout the first phase of
the review and will participate in key workshops, seminars and presentations.

Individuals will contribute the representative views, reactions and ideas of their
organisations to ensure wherever possible the final recommendations have the support
of the various external agencies and stakeholders.

After the first phase the Advisory Committee will function as a Steering
Committee and be responsible for making detailed recommendations and
implementation.
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Reparting
The Review Committee will report progress formally on a regular basis to the
Minister of Revenue.

Timng

The review should commence not later than 1 July 1993, and the Review Committee
IS to report in all respects to Government by 31 March 1994, for Government
decisions in April 1994. Key appointments for any new structures should be made
during May and June 1994 with detailed implementation commencing 1 July 1994.
Detailed implementation planning should involve any new appointees.






X B
lusIness process of the Inland

Ravernue Department

Introduction

This appendix describes the major business process of the Inland Revenue
Department.
The Pupose of the Inland Revenue Departrent is to serve the community by:
* collecting revenue to fund the work of the New Zedland Government
* contributing to the achievement of the Government's sodd policy ojectives
according to law and in the most effective and efficient manner.

This purpose is achieved through six major functions which together comprise the
IRD business process. These functions are:

* |dentify and Register Customers;

« Establish Liability and Entitiement;

* Collect Tax and Social Assistance Revenue;

* Dishurse Social Assistance and Overpaid Tax;
* Supply Information to Other Agencies; and

* Provide Policy Advice and Monitor Legislation.

Structure of gopendx

In outlining each of the major functions, standard headings have been used:
Purpose - describes the reasons the functions are performed,
Seps - sets out the key activities in carrying out the function; and

Linkages - highlights the connection or relationship between one function and the
others. Some links between functions are common to all and are described below. The
linkages specific to each function are detailed within the description of that function.
External links are not covered in this paper.

Commn linkages

 Underpinning the administration of the tax system is the use of unique IRD
numbers. A single number is allocated to each of the Department's customers, and
used internally and externally (eg, the IRD number and GST number are the sane,
and the IRD number is used by banks to collect withholding tax). The function
responsible for the allocation of IRD numbers is critical as it provides the
information base which enables the Department to identify, classify, and contact its
customers. The ldentify and Regster Q=aves function therefore has a
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fundamental linkage with all other functions. (Note: The information that the
Department needs to hold about customers is determined by legislation and alters
fromtime to time.)

* All the Department's activities revolve around administration of the legislation for
which it is responsible. Monitoring this legislation through day-to-day operations is
a responsibility of each function. This links all operational functions to the Povide
Palicy Advice and Monitor Legidlation function in ensuring that any anomalies,
weaknesses or omissions are identified and considered, and any appropriate
remedlial legislation is developed.

Legdlation admnstered by IRD

IRD is responsible for administering the following legislation:
* Income Tax Act 1976 (including Fringe Benefit Tax);

* (G00ds and Services Tax Act 1985;

* Estate and Gift Duties Act 1968,

 Stamp and Cheque Duties Act 1971;

» Gaming Duties Act 1971;

* Inland Revenue Department Act 1974;

* Child Support Act 1991; and

* Student Loan Scheme Act 1992.

In terms of the Accident Rehabilitation and Compensation Act 1992, the
Commissioner of Inland Revenue is the collecting agent for the Accident
Rehabilitation and Compensation Insurance (ARCI) Corporation in respect of certain
levies.

The Commissioner of Inland Revenue is the collecting agent for unclaimed monies
under the Unclaimed Money Act 1971

IRD luaness pracess mgjor fundions
|dentify and Regster Qdtoers
Purpose

To identify the Department's customers and obtain accurate information about them in
order to performthe functions necessary to manage the tax administration.

Base information is established (eg, name, address) and a single, high-integrity IRD
number is allocated to uniquely identify each customer within the system, eg, a
customer uses their IRD number for all purposes - such as GST identification.

The information held about a customer enables the Department to meet the
customer's specific needs - such as supplying the appropriate forms.
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Sexs
* determine the information needs of the Department (legislative requirements) and
those of its customers;

* identify the Department's customers;

* gather information on those customers (eg, biographic/demographic/revenues),
allocate IRD numbers, record required details and maintain data base. (Information
is collected initially when a customer registers and is subsequently updated from
returns and other information supplied by the customer); and

* ensure customers understand the correct use of their unique IRD number.
Linkages
Customer information is used by all other functions. Examples are, to:

« find out a customer's mailing address so that an assessment or refund can be issued,;
and

* identify the tax rate applicable to a customer, eg individual or corporate.

Access by the other functions to the information held about any customer is made
possible by the use of unique IRD numbers.

Estadish Liability and Entitlerrent
Pupose

To establish and quantify a customer's liability or entitlement for tax or social
assistance. This is to ensure they pay or receive the correct amount.

Ses
* determine customer needs;
* develop and issue returns and forms for customers to complete;

* ensure customers are aware of their rights and obligations, and receive appropriate
information and assistance, eg advertising, customer enquiry service;

* receive and process returns and forms. Validate information supplied (check with
customer if necessary), and make adjustments if required, eg correct mathematical
errors. Generate and issue notices of assessment or entitlement (eg Income Tax,
Family Support);

* identify customers who have not furnished returns and take appropriate action, eg
Issue reminder notices, raise default assessments, prosecute for failure to furnish;

e carry out audits to detect non-compliance and minimise future non-compliance;
and

* resolve disputes.
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Linkeges

This function is closely linked to:

|dentify and Register Qudamers - as it requires access to the stored profile data to
Issue information to customers, and assist in calculating assessments and
entitlements. The Estadish Liability and Entileert function also provides
information from which the data base is updated;

Sy Informretion to Cther Agendes - as the information established enables the
Department to supply specified information to external agencies, eg information
contained in business accounts is extracted and forwarded to Statistics New
Zealand; and

Gdlect Tax and Sodd Asssance Ravane and Odurse Sodd Assdaee ad
Overpaid Tax - these functions use the assessments to ensure liabilities are paid by
the customer, and entitlements and overpayments are paid or refunded by the
Departmen.

(dlect Tax and Soad Asstare Rvene
Purpose

To collect and bank the tax and social assistance revenue due from customers.

This is achieved by recording and accounting for the various payments received,

and updating customers' accounts and the appropriate bank accounts, ie Crown
Revenue receipts, ACC. Reconciling and accounting to Government on the Crown
Revenue Accounts then occurs.

s

Issue appropriate payment forms to customers,
receive and process payments - cash/cheques/direct credits;
bank payments to the relevant bank accounts, reconcile and report to Government;

update customers' accounts including any late payment penalties or use of money
interest (debit or credit); and

identify customers with outstanding liabilities and take appropriate recovery action
(eg, negotiate arrangement to pay, place seizure order on customers' funds,
commence bankruptcy proceedings).

Linkages

This function is closely linked to:

|dentify and Regster Gstaers - as the information held is required for the correct
identification of customers and crediting of payments;

Estadlish Liability and Entitlerment - as information from this is used to ensure
customers make the required payments; and

Oishurse Sodd Assstance and Ovarpaid Tax - as the recording of the payment
details is vital to the disbursement process eg, the Child Support Agency can only
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pay the custodial parent when it has collected the payment due from the liable
parent.

DOishurse Sodd Assstanoe and Overpaid Tax
Pupose

To make payments of social assistance to eligible customers; and to refund any
amounts paid by customers that exceed their established tax or social assistance

liability.
Seps.

identify social assistance entitlement (eg, Family Support, Child Support);
identify overpayment of revenue (eg, Income Tax refund, ACC Earner Premium);

offset credits against liabilities where requested by the customer or where allowed
by the legislation eg, transfers to spouse, transfers to another tax type;

make payment or refund by cheque, or direct credit the customer's bank account;
and

reconcile customers' accounts, and Crown accounts.

Linkeges

This function is closely linked to:

I[dentify and Regster Q.=taTe's - as information maintained on the data base
(eg, customers' address or bank account number) enables disbursements to be made
correctly; and

Estadish Liahility and Entilerrent and Cdllect Tax and Sodd Asssance Revae

- as the liability/entitlerment and payment information recorded by these functions
Is required to determine the amount of a disbursement.

Spay Informetion to Cther Agaaes
Pupose:

to provide specified customer information to the Department of Social Welfare
(DSW) and the Accident Rehabilitation and Compensation Insurance Corporation
(ARCI) to assist those agencies to detect and minimise social assistance fraud and
abuse, and to assist DSW to establish customers' eligibility for a Community
Services card. The information is provided in accordance with the Inland Revenue
Department Act 1974 and the Privacy Act 1993; and

to provide information to Statistics New Zealand to assist in statistical analysis and
the preparation of national statistics.

S e

establish annual information supply requirements with DSW, ARCI and Statistics;
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receive information request from DSW, ARCI about specific customers.
(Identifiers are provided by DSW and ARCI - IRD numbers and customer names
are key identifiers);

match identifiers provided with information held. If confirmed, and requested
information is held, supply details as requested,;

supply information requested by:

- DSW - on Family Support customers (used for determining eligibility for
the Community Services card); and

- Statistics - from business tax returns eg, total sales, total depreciation claimed;
and

report to the Privacy Commissioner six monthly or on reguest, on the supply of
information to DSW and ARCI ie, number of cases matched, criteria used.

Linkages

This function is closely linked to:

Identify and Regster QHaers - as the data base is scanned to confirm the
identifiers supplied by the external agencies; and

Edtadish Liahility and Etilerent - as the details furnished by customers,
ie, Family Support applications, tax returns and employer schedules are the key
source of information supplied to other agencies.

Provide Pdlicy Advice and Monitor Legdlation
Pupose

To provide Government with sound and timely advice on proposed legislation, report
on existing legislation and forecast revenue flows.

Seps

10

Government determines its policy objectives (legislative work programme);
receive request from Government for advice or initiate provision of advice;

obtain information through the other functions and from issues identified by the
courts or from court rulings, on areas that require remedial legislation to correct
errors or anomalies or to overcome avoidance of tax or social policy obligations;

research, consult, analyse, identify and evaluate options. Formulate
recommendations. Report to Government on the development and implementation
of policy ie, revenuefeconomic impact and customer compliance and
administration costs;

provide Government with a revenue forecast for the year ahead, revise this forecast
at six months and report against it;

provide assistance to committees considering Government tax policy initiatives;
and

draft legislation.
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Linkages

This function is closely linked to all the other functions. In carrying out each of the
functions, IRD monitors existing legislation and identifies any requirement or
potential for legislative change or development. Implementation of new legislation
impacts right across the business process.

11






Appendix C
Srategc indcators of the health
of the tax administration

Srategc deasion meking neacs high levd perfomance indicators
Tax administrations throughout the world are grappling with the problem of how to
measure the high level, or macro, performance of their tax administration. Several of
the tax administrations contacted by the Review Committee commented that they
recognise the importance of the problem and are currently examining possible
approaches, but no solutions were suggested.

The ATO Report noted that the Australian Tax Office (ATO) had set for itself at
least two standards by which it believed its revenue collection efficiency should be
judged:

« the extent to which the revenues budgeted are actually collected; and/or
« the extent to which the total amount of tax correctly payable is in fact collected.

The ATO Report notes the latter is often referred to as the ‘tax gap', and suggests a
third possible indicator of efficiency is the cost of collecting revenue as a proportion
of total revenue collections. Another measure noted as relevant is the efficiency and
effectiveness in the processing of taxpayer returns. The ATO Report states that the
ATO should aim to reduce the cost of collection to below 1 percent of revenue within
two to three years, but not at the expense of an increase in compliance costs to
taxpayers. The ATO Report acknowledges that the standards proposed above suffer
from inherent measurement and practical difficulties but, when taken together, they
provide a general basis for evaluation of the efficiency of revenue collection practices.

IRD has suggested that the ultimate aim of analysis for the development of tax
policies should be to forecast:

« the increase or decrease in the total tax revenue;

« the marginal change in compliance costs for taxpayers;

* the marginal change in deadweight loss;

» the marginal change in administration costs; and

* trends in average compliance, deadweight and administration costs.

The following chart, International Comparisons: Statistics, Facts and Figures, presents
a number of IRD statistics against those from seven owverseas administrations.
Significant  differences between tax legislation, department responsibilities,
procedures and reporting methods obviously place some limits on the value of direct
comparisons. In particular:
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"Total tax revenue as a percentage of GDP' has been included as it helps to explain
why ‘costs of collection as a percentage of total net tax revenue' vary so widely (eg,
Sweden);

Child Support costs, revenues and taxpayer assistance statistics have been excluded
from both New Zealand and Australia figures. As no other tax administrations
listed collect Child Support, the exclusion brings all countries onto a similar
footing;

tax administrations in Australia, Canada, the UK and the US do not collect GST or
VAT;

correspondence statistics for Australia and Ireland are not available, which distorts
the taxpayer assistance ratios provided for those countries; and

calculation of Australia's 'return for dollar spent' on debt collection is based on
direct salary data (excluding administration costs) and debt loaded onto their debt
collection system. The system records debt as soon as it becomes overdue,
therefore late payments not involving ATO intervention will be included in this
statistic.
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Mecro perfamance indicators are difficult to messure

There is universal agreement that some macro measures such as the level of
compliance costs cannot be measured exactly. Some other macro measures, in
particular deadweight losses, present extreme measurement difficulties.

Following the passing of the Public Finance Act 1989, performance measures have
been directed primarily to the outputs that IRD will deliver. The number of output
measures is now over 150. Given that number, IRD is currently developing a
hierarchy of importance for output measures.

The need for accurate performance measures has precluded reliance on macro
measures because of concern that they cannot be measured accurately. Consequently
Government and IRD management have been starved of macro level measures, but
flooded with micro level measures. As in many other countries, decisions critical to
the economy have been made with a substantial imbalance of information.

Proposed dgedtive of mecro indicatars
The objective is to measure outputs at several levels; to differentiate between the end
uses; and to tailor each set of information according to the specific needs of IRD.

IRD should develop and maintain a set of macro information indicators that will
help Government and IRD management make the highest level strategic decisions for
tax matters. The word indicator’ recognises that there will not be the same high degree

of accuracy that is associated with the word measure’. The objectives proposed for
these macro indicators are:

* all macro indicators should have the aim of assisting the Minister and/or IRD
management make strategic decisions in relation to tax; and

« the macro indicators should enable an overall assessment to be made of how well
IRD is meeting its overall objective, and contribute to the proposed health’ report.

Some macro indicators could be used also as specific performance measures of IRD
and the Chief Executive's performance. It is assumed that social assistance macro
measures will be undertaken by the originating agency, and that IRD's social
assistance indicators will accordingly be operational rather than macro.

Proposed goproach to mecro indicators

Where it is not possible to quantify exactly a macro indicator, best efforts should be
made to provide the most accurate practicable assessment that will assist in making
related decisions. In some instances this could initially be no more than a description
and analysis of related factors and their effects.

Regular contact should be maintained with overseas administrations to draw on
their experience and developments.

IRD should develgp the best mecro indicatars

In practice, some macro indicators will be more relevant to policy advice, some to
broad assessment of how well IRD is meeting its objective, and some to assessing
IRD's performance. However, because the objective proposed for macro indicators is
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to assist in strategic decision making, any additional use of the indicators should be
secondary.

The list of potential macro indicators below is far from complete. Considerable
thought and work has been expended world-wide on such issues without reaching a
conclusion as to which indicators are most important, and how to measure some of
them. The following list is intended only as a starting point for developing what
should become a critical management tool:

 best edinde of theoreticadl reaLe, trends, and against long and shorter term
forecasts;

« adud reee adleded, trends, and against long and shorter term forecasts;

* taxgap: factors, measures and trends;

o COeadnad losses identify and assess those elements that are most relevant to tax
administration, in particular to policy advice;

* taqpayer corpiance ass broken down to main categories of business and
individual taxpayer; trends, and against long and shorter term forecasts;

« total admnistration aoss: trends, and against long and shorter term forecasts;
« retrevere odlededt trends, and against long and shorter term forecasts;

* taqpayer perogations as a meesure of vduntary coniance: regular independent
surveys of all key taxpayer groups to show views and trends on influential matters.

For example, businesses views on IRD technical abilities, customer service
attitudes and service levels;

o taxdguues ss=snet
- surveys of taxpayer objections on a confidential sampling basis, showing
perceptions of the process, fairness, speed etc, and trends; and

- key figures and trends, such as total amounts assessed, after appeals and
actually collected;

* refun antaxpayer adt:
- amounts recovered per dollar spent; trends, and against long and shorter term
forecasts; and
- trends in key business groups; and
* meaobadraks

- for specific functions, with other industries in New Zealand. These could
include: customer service, debt management and proportions of expenditure
such as on market research; and

- for macro indicators such as those above, with overseas tax administrations,
noting that such comparisons cannot be exact.






XD
es of the Commissionar and Chief Bxecuive
of the Inland Raverue Department

Introduction and sunmary of issLes

1 In addition to being a Chief Executive of a large government department, the
current role of the Commissioner of Inland Revenue as defined in law also includes
specific roles, powers and responsibilities for administering the tax law, especially
with respect to the application of that law to individual taxpayers. Current
responsibilities for tax administration are expressed in the Inland Revenue Acts while
responsibilities of chief executives of government departments and ministries are
defined in the State Sector Act 1988 and Public Finance Act 1989. One person is
charged to perform roles relating to all three of these pieces of legislation.

2. The nature of the roles of the Chief Executive and Commissioner of Inland
Revenue, the sheer size of their responsibility and their pervasive impact upon the
lives of all New Zealanders, would suggest that they should form a subject of inquiry
in any fundamental examination of the machinery of tax collection. The
Organisational Review of Inland Revenue has been charged with that examination and
has considered the two roles. However, the Review Committee has also been
concerned about the roles for a number of more specific reasons which are now
discussed.

3. The Inland Revenue Acts imply substantial independence for the Commissioner
of Inland Revenue in administration of those Acts and in applying the law in
prescribed, and sometimes quite specific, ways to the affairs of individual taxpayers.
The Commissioner is specifically allocated roles, responsibilities and powers under
the tax legislation,

4. The legislative scheme relating to income tax dates back at least to 1916. During
the intervening years the activities involved in administration of taxes have changed
substantially from a manual process, where the return of each taxpayer was subject to
individual attention by the Commissioner or by an officer of the Department, to the
present system where most taxpayers have their tax liability determined by a computer
process on the basis of their self-assessed returns. For the majority of New Zealanders,
who have most of their tax deducted from their income at source, paying tax has
become a relatively routine affair which seldom involves individual attention from an
officer of the Department in the determination of final liability for that taxpayer.

5. The changing nature of the business of tax administration over seven decades
raises the question of whether the degree of independence of the Commissioner
implicit in the legislation should continue to be extended to processes which are
largely mechanistic and require general managerial skills rather than particular skills
in applying tax law to the affairs of individuals.
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6. Another factor impacting on the appropriateness of the present revenue
legislation, and the independence of the Commissioner in administration of that
legislation, is the accountability framework governed by the State Sector Act 1988 and
the Public Finance Act 1977. These two more modem Acts impose new
responsibilities on chief executives which may not have been conceived of at the
inception of the current scheme of revenue legislation. The integration of the three
areas of legislation, which now collectively determine the framework for tax
administration in New Zealand, has therefore been a focus of concern for the Review
Committee and has been examined in conjunction with questions as to the appropriate
level of accountability and independence for the Chief Executive and Commissioner
of Inland Revenue.

7. The first Report of the Valabh Working Party recommended, as part of the terms
of reference, that the Organisational Review was

To consider ad meke recommencktions on the future statutory and administrative rdes ad
responsibilities, and the assodated accountahlities, of the Chief Executive and Commissioner(s) of the
Departrment of Inand Reverue or similar entities.

8. The Valabh Working Party also considered it important to clarify the basis upon
which information regarding the tax administration was to be provided to the Minister,
and to recognise by legislative amendment that the administration of the Inland
Revenue Acts was subject to the finite resources allocated for that purpose.

9. Examination of these matters has led the Review Committee to consider what
structural arrangements will best provide for clear accountabilities, an adequate level
of independence for the tax administration and effective integration of the three pieces
of legislation governing tax administration.

10. As with other areas of the Organisational Review, the Review Committee has
made comparisons with overseas jurisdictions. However, as New Zealand is very
advanced in developing public sector management and accountability arrangements,
overseas comparisons have been of limited value in this area. Many of the issues
addressed in this appendix have not yet been dealt with in other countries.

11. Three areas are now discussed:

* integration of the Inland Revenue Acts with the State Sector and Public Finance
Acts;

 monitoring and reporting frameworks for the tax administration; and

 providing structural focus for the accountability and independence of the tax
administration.

Hﬁyatim of the Inand RavenLe Ads with the Sate Sedar and
Ic Fnance Ads

12. The State Sector and Public Finance Acts are taken as a 'given’ in the Review
Committee's analysis of these issues. Any alteration to these Acts is outside the terms
of reference for the Review.

V0
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13 As aresult, the fundamental question is:

How does the business of tax administration operate within the framework of the State
Sector and Public Finance Acts?

14. In answer to this question, specific reference to the current tax legislation (which
IS not a 'given’) is also required. At present, section 4 of the Inland Revenue
Department Act 1974 makes the Commissioner responsible for the administration of
the Inland Revenue Acts. However, the Inland Revenue Acts are non-specific as to the
categorisation and allocation of work that will allow tax administration to take place
and the level of resources to be made available for tax administration. Consequently,
there is significant scope for the application of the State Sector and Public Finance
Acts in defining the accountability and monitoring frameworks that ensure efficient,
effective and economical completion of the work involved in tax administration.

15. The three areas of legislation need to operate together as each has a distinct
contribution to make to defining the legal framework for efficient, effective and
economical tax administration. However, if impediments exist to the effective
integration of these three areas of legislation, the Review Committee is required to
address these impediments.

Theinterest of the Chief Executive and Conrissianer in voluntary
conpliance and integrrity of the tax system

16. Ultimately the Minister of Revenue is responsible to Parliament for the tax
administration. Accordingly, the Minister must have the power to direct the Chief
Executive/Commissioner on any matter relating to the operation of the tax
administration in accordance with, and subject to, the relevant statutes.

17. The State Sector Act and Public Finance Act focus primarily on responsibility and
accountability in the management of government departments, including the Inland
Revenue Department, whereas the Inland Revenue Department Act focuses primarily
on the responsibility and independence of the Commissioner in the administration of
the Inland Revenue Acts. The Inland Revenue Acts set the rules for quantification of
liability and for treatment of taxpayers. A balance is required between managerial and
Commissioner independence on the one hand, and accountability for efficient,
effective and economical management to Government on the other.

18. Three sets of legislation govern tax administration. Some reconciliation between
these is required as the potential for Ministerial direction and control appears to be
very restricted under the Inland Revenue Acts but is not constrained in other respects
except through:

* convention and good management practice;
» aspecific provision in the State Sector Act regarding individual employees; and
» the requirement in the Public Finance Act that financial instructions be 'lawful'.

19, Section 33 of the State Sector Act makes specific provision for the independence
of chief executives with respect to actions on individual employees, but there are no
other clear statements in this or any other legislation of any respects in which chief

21
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executives are independent from the wishes of their Ministers in the administration of
departments. However, section 4 of the Inland Revenue Department Act charges the
Commissioner, and not the Minister, with the administration of the Inland Revenue
Acts and the Inland Revenue Acts specify very little scope for Ministerial
intervention. There is a need for reconciliation in order to provide a coherent
framework for the management of the Inland Revenue Department.

0 Tre key to recondliation and belance is to determine the Spedd features of the
tax admnistration for which the Gommrissioner requires indgpencace under tre
Inand Revene Ads and which constrain Ministerial drection, contrd and
accountahlity under ather legdation. The goaad fedrg(s) of the tax administration
ey aso saveto celinedte gorganiate boundaies for manegenid indspendence uce
the Sate Sedar ad Rubdlic Anence Ads

21. The operation of the tax system, and its effective, efficient and economical
administration are critically dependent on a strategy of voluntary compliance.
Taxpayers' perceptions about the integrity of the tax system underpin this strategy.
One factor influencing taxpayers perceptions in this regard is the freedom of the
application of tax law from political influence. This freedom is important to ensure
that taxpayers feel that their own affairs are receiving impartial treatment and that the
affairs of other taxpayers are also being treated impartially. Therefore, the
independence of the Commissioner in applying tax law to particular taxpayers is
crucial.

22. The managerial (Chief Executive) interest in the integrity of the tax system stems
from a concern to collect tax in the most cost-effective way. Greater voluntary
compliance on the part of taxpayers, and self-assessment, are widely recognised as
particularly cost-effective forms of tax collection.

23. Even in a hypothetical situation where a strategy of voluntary compliance was not
pursued, the integrity of the tax system would be of vital interest to both the
Commissioner and Chief Executive functions in order to protect the constitutional
rights of taxpayers as individuals.

24. Therefore, both the Commissioner and Chief Executive functions have an interest
in voluntary compliance and the integrity of the tax system. The interests overlap and
the managerial (Chief Executive) interest in cost-effective administration is in
addition to the narrower, adjudicative interests of the Commissioner function in
impartial application of tax law to taxpayers' affairs. The interests of the
Commissioner function in voluntary compliance are therefore a subset of the wider
interests of the Chief Executive function.

Defining the limits of palitical influence and indgpendence for the
Corrmngsonerard Chpgf Becuive of IRD

25. It follows that the effective integration of the State Sector, Public Finance and
Inland Revenue Department Act must not put the perceived integrity of the tax system
at risk but must also allow for accountability and associated managerial independence
for the Chief Executive. To protect the integrity of the tax system the Minister, the
Commissioner and taxpayers should all be assured that there is a 'no-go' area where

2
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the Commissioner exercises a wholly independent judgment. Clarification is required
as to precisely how the perceived integrity of the tax system is to be protected in
instances of Ministerial direction over aspects of tax administration. The intention of
the criteria and procedure outlined below is to darify how decisions should most
appropriately be made given the framework of the State Sector and Public Finance
Acts and the requirement to protect the integrity of the tax system.

26. First, some minimum criteria are required to determine the point at which
accountability and Ministerial direction adversely affect the integrity of the tax system
by threatening the independence of the Commissioner. These criteria are intended to
define a protected 'mnimun or 'no-go' area. Good management practice would
ordinarily provide a buffer somewret above the minimum level suggested by the
criteria below. The Minister should normally leave matters of administrative policy
and procedure for the Chief Executive to determine.

27. The following procedure is intended to provide a principled basis for resolving
any situation where there is confusion over whether Ministerial control and
accountability conflicts with the independence of the Commissioner. A transparent
process is required in the event that the existing procedures of mediation and
discussion have not achieved resolution. This procedure is not intended to replace
existing procedures of discussion between the Minister and the Commissioner and of
mediation (by the State Services Commissioner for example) in the event that the
different views cannot be easily reconciled.

28. Three criteria define and protect the 'no-go' area:

o the Commissioner must exercise independent judgment on the tax affairs of
individual taxpayers and must not be subject to Ministerial direction in relation to
those decisions;

» the Commissioner is not subject to any directions relating to any interpretation of
tax law by the Commissioner; and

e any directions given on any other matter are given for the purposes of
administration of the Inland Revenue Acts and as reflected in the proposed section
4 of the Inland Revenue Department Act and are consistent with the State Sector
Act, Public Finance Act and other relevant legislation (the human rights legislation
for example).

29. The Minister may issue a direction even after contrary advice from the
Commissioner, provided that:

« such adirection is consistent with the criteria above; and

» the direction is made by Order in Council and is gazetted and tabled in Parliament
as soon as practicable; and
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 the Order in Council is tabled with the Commissioner's written advice and
sufficient information so that the intent of the order is clear and any consequences
for resource allocation and performance are signalled appropriately; and

» the direction becomes effective seven days after the Order in Council is made.

30. The written advice from the Commissioner may also incorporate the views of any
other chief executives and organisations who are affected by the direction.

31. There is ample precedent for transparency in government direction over areas
where officials or official bodies have statutory or semi-judicial responsibilities. The
criteria and procedure outlined above are consistent with the recommendations first of
the Public and Administrative Law Reform Committee in 1986 and then of the
Legislation Advisory Committee in 1991, which have been approved by Cabinet. The
recommended procedure is similar to that which overrides a recommendation of the
Ombudsman for the release of official information.

32. The above analysis derives a clear protection of independence for the
Commissioner functions arising from the administration of the Inland Revenue Acts.
The Review Committee's proposed replacement draft of section 4 of the Inland
Revenue Department Act ensures the protection of the integrity of the tax system is
preserved by extending the protection of independence to all dedsians invoiving
individual taxqpeyers, whether these are related to the performance of Chief Executive
functions or to the role of the Commissioner.

33. The protection of independence includes decisions on individual taxpayers that
are related to the performance of the Chief Executive functions. As noted above, the
interests of the Commissioner of Inland Revenue in voluntary compliance and the
integrity of the tax system are a subset of the total managerial interests in these
matters. This is because the Chief Executive, in addition to being concerned about the
impartial application of the law to individual taxpayers, is also concerned about
collecting tax in the most cost-effective way.

34. There may be cases where the Chief Executive and Minister disagree with respect
to a Ministerial direction but the direction is unrelated to the integrity of the tax
system as defined above and as set out in the proposed draft of section 4 of the Inland
Revenue Department Act. In such cases a tabling procedure is not appropriate. These
issues are common to other chief executives of departments and ministries.

A care and meregenent provision

35. As it is not possible for the Chief Executive of IRD, operating within limited
resources, to ensure that every cent of due taxes is collected, explicit recognition of
the management of limited resources in the efficient and effective collection of taxes
IS required.

36. Consistent with good management practice, care and management of limited
resources should be applied by the Chief Executive across the full range of functions
of the tax administration, including functions which are subject to the convention of
managerial independence and the statutory independence of the Commissioner in
administering the Inland Revenue Acts. There is some doubt, however, as to the extent
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to which the present wording of section 4 of the Inland Revenue Department Act,
charging the Commissioner with ‘administration’ of the Inland Revenue Department
Act, implies that care and management of limited resources overrides the more
specific tasks and duties of the Commissioner defined in the Inland Revenue Acts.

37. A legislative provision giving explicit recognition to management within finite
resources is required to be drafted as an amendment to the Inland Revenue
Department Act.

38. In the United Kingdom, where the courts have determined the scope of the duty of
care and management, the implication has also been drawn that the Revenue is legally
bound by any views it may have expressed to taxpayers about the application of the
tax law, on a care and management basis, to their affairs. This may have the
undesirable consequence of introducing uncertainty with respect to the future
application of tax law to taxpayers and of effectively binding the Commissioner on
Issues where this is not appropriate and where a formal ruling has not been considered
or given.

39. Iftaxpayers have the option of seeking binding rulings it is difficult in principle to
justify also binding the Commissioner by a process of implication. It would seem
appropriate to give explicit recognition to this situation in the context of the proposed
binding rulings regime. This regime should therefore specifically provide that a formal
request for either a general or specific ruling becomes the only basis on which
taxpayers can bind the Commissioner.

40. A draft of a revision to section 4 of the Inland Revenue Department Act is
included with the recommendations in Section 9 of the Report.

IMonitoring and reporting framewaorks for the tax administration

41. The Review Committee considers that the provision of independent advice to the
Minister on the purchase of outputs will be beneficial in the processing of the extra
information suggested below. This advice may be in the form of a full-time purchase
adviser, or an advisory board.

Monitoring the 'health’ of the tax administration

42. If the accountability of the Minister to Parliament for purchase and ownership
decisions is to be met, the Minister will require reports from the tax administration
agency(s) that take account of the net revenue maximisation objective and the explicit
recognition of management responsibility. The reporting arrangement should allow
the Minister to fully account for purchase and ownership decisions (at the specified
quantity and quality standards - including the integrity of outputs), and to have an
input into the long term strategies and directions of the administration. There is a

similar need for long term reporting across the public sector which may be partly
addressed by the development of ownership agreements and multi-year plans.

43. While, relative to other public sector agencies, the quality of ERDs regular
reporting is regarded as very good, there is considered to be a 'gap’ in the processes as
there is no systematic, formal reporting on the owerall ‘health’ of the tax
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administration. This gap should be filled, preferably in a manner that builds on
existing reporting processes.

44. IRD currently produces a number of reports as part of the Budget planning cycle
and reporting processes under the Public Finance Act. By their very nature, these
reports are output specific and contain detailed performance measures. IRD also
produces a range of strategic documents, such as the enforcement strategy, but these
only give a long term strategic view in these particular areas. In its Second Report, the
Valabh Working Party suggests regular reporting on the health of the tax legislation,1
which is another example of a strategic document with particular focus.

45. However, a more overarching, strategic document which fills in the gaps left by
these other more specific documents is required. This document should identify
pressure points and trends in the 'health’ of the tax administration which should aid in
longer term purchase and ownership decisions. It should also state how IRD is dealing
with any problems developing in the operation of tax legislation.

46. One objective of the Generic Tax Policy Process proposed by the Review
Committee is to integrate the planning cycles for revenue and expenditure. A logical
extension of this approach is to integrate revenue planning cycles with planning for
the expenditure required to collect that revenue. The report on the health of the tax
administration should perform this function. The three-year time horizon envisaged in
the Generic Tax Policy Process should be matched by an equivalent time horizon for
the planning required in the collection of that revenue. A further reason for the
integration of these two processes is the significant interaction that must be expected
between policy and operations. The Minister could then make decisions that supported
the Government's Economic, Fiscal and Three-Year Tax Revenue Strategies.

47. The Review Committee considers that the appropriate mechanism for preparation
of the report on the health of the tax administration should be decided between the
Minister and the Chief Executive. One possibility is that the Chief Executive should
be charged with the preparation of the report as part of their strategic planning
function. Another possibility is that the Chief Executive should prepare the report in
conjunction with an external panel, providing opportunity for wider influence in the
setting of the strategic direction of the tax administration.

Further devdooent and audit of interal guiddlines for the exarase
of care and manegenet

48. In an environment where the exercise of administrative discretion has been
explicitly recognised through legislative amendment, specific means are required to
ensure that perceptions of the integrity of the tax system are not diminished. The tax
administration, under the Review Committee's proposed legislation, will now have
explicit recognition of its ability, for example, to enter into settlements in the litigation
process and in the debt management area. Taxpayers may be concerned about the

1Wbrking Party on the Reorganisation of the Income Tax Act 1976: Second Repart of the Working
Party, Septenber 1993 p &3
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application of this authority and may also attempt to take advantage of the apparently
increased discretion.

49. To ensure the proper and consistent use of managerial responsibility in these
areas, the tax administration will be required to refine or develop internal guidelines
for the exercise of care and management in the administration of the Inland Revenue
Acts. The guidelines should be consistent with the objective of maximising net
revenue over time according to the law and give guidance to staff on the proper
procedures and considerations to take into account as they apply tax law.

50. To give assurance to taxpayers, and to Ministers and to Parliament, as to the
integrity of the tax system, the internal guidelines, and the application of the
guidelines, should be subject to an independent and periodic audit by the Office of the
Controller and Auditor General. The results of the Revenue Administration Audit
(RAA) should be published in a report to Parliament.

51. The RAA would comprise a review of internal guidelines, process and controls,
to determine their adequacy, and a review of a sample of cases to determine whether
the prescribed processes are being folloned. The RAA would be undertaken annually,
with the auditor determining the process and methodology for the audit.

MWWW of ggarts by the Orbudsen and disoutes
resdutionthroughthe

52. Complaints by individual taxpayers about the processes and actions of the tax
administration would continue to be dealt with by the Office of the Ombudsman. The
Review Committee is also proposing a simplified disputes resolution process.
Reporting on the number of complaints and disputes would continue to occur as under
the present accountability arrangements with the Minister and Parliament.

Qutorer charter

53. IRD's customer charter is an important vehicle for outlining to taxpayers their
rights and obligations. As the managerial role in the administration of the Inland
Revenue Acts is explicitly recognised, the external communication of these rights and
obligations is likely to become more important for the maintenance of the perceived
integrity of the tax system. As a result, the charter will require more explicit
recognition of:

* taxpayers' rights to expect that their quantification of their liability will be impartial

and in accordance with tax law;

o taxpayers' rights to expect that their individual affairs will be treated with no
greater or lesser favour than the tax affairs of other individuals; and

* taxpayers obligations under the law, in order to achieve better balance in the
charter between the rights and obligations of taxpayers.
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Informetion provision to the Minister

54. In order to fulfil his/her obligations to Parliament the Minister should have all
relevant information. On occasion, the requirement for information may be perceived
to be inconsistent with the integrity of the tax system and with freedom from political
influence as outlined in paragraph 21 above.

55. As a consequence, the Minister should not receive information on the tax affairs
of individuals, or information that allows the identification of individuals. Exceptional
circumstances where the provision of information may be in the public interest, even
though there is no power to direct in individual cases, are:

 Wwhere the Commissioner is satisfied that information on individuals is required to
develop and frame legislation; and/or

* in a situation where the individual haes already approached the Minister and can
objectively be seen to have waived the right to confidentiality in some particular
aspect of their affairs and the Commissioner is satisfied that the Minister needs that
information; and/or

 any other situation where the Commissioner concludes that he/she must give
information to the Minister (for example, as 'early warning' of issues for which the
Minister may be expected to be required to account for the actions of the
Department).

(Note: this is concerned with the Commissioner providing the Minister with relevant

information. It does not allow the release by the Minister of that information.)

56. The Solicitor General has advised the Review Committee that, as presently
drafted, section 13 allows the provision of such information to the Minister. However,
information must not be disclosed to parties who are not listed as exceptions in section
13. In considering expansion of listed exceptions, due regard should be given to the
likely impact on the integrity, or perceived integrity, of the tax system

57. Provision of information to the Minister, as outlined above, will aid the Minister
in giving directions relating to tax administration consistent with the criteria and
procedure outlined in paragraphs 28 and 29 above.

Providing structural foous for the accountahlity and independance
of the tax administration

58. The summary of issues contained in the first section of this paper raises the issue
of the changing nature of the business of tax administration and whether, as a result of
those changes, some aspects of what have traditionally been regarded as a single
business now require a different legislative prescription. A closely related issue is

whether different functions of the current tax administration should be given different
and specific organisational focus to reflect their changed legislative status.

59. The second section of this paper examines the nature and degree of clarification
that is required in legislation and in the operation of that modified legislation. This
clarification may be given further support by a changed organisational structure(s) for
the tax administration. Specific reasons for considering separate structural focus for

ps)
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some, or all, of the roles of the Chief Executive and Commissioner of Inland Revenue
are discussed in more detail below.

What are the Spedfic reesars for considering separate structural

60. A key element identified in assessing the optimal level of accountability,
responsibility and independence of the Chief Executive and Commissioner of Inland
Revenue, as discussed in the second section of this paper, is the perception of the
overall integrity of the tax system and the consequences of that perception on
voluntary compliance with tax law. The discussion of IRD's customer charter in
Section 9, Roles of the Commissioner and Chief Executive of IRD identifies two
aspects of tax collection which are of particular importance to taxpayers and their
perceptions of the integrity of the tax system. The two points are:

* taxpayers' rights to expect that the quantification of their liability will be impartial
and in accordance with tax law; and

* taxpayers' expectations that the tax affairs of other individuals will be determined
impartially and in accordance with tax law.

61. Functions of the tax administration which have a particularly strong link to these
two expectations may need to be identified and receive separate organisational focus
in order to give a certain 'profile’ of perceived impartiality and independence.

62. Other concerns relating to the roles of the Chief Executive and Commissioner of
Inland Revenue identified by the Review Committee which might contribute to
consideration of reorganisation of functions are:

» whether there is currently an adequate focus on the correct and impartial
application of tax law to the affairs of taxpayers and the development of the
necessary skills to ensure that this application takes place;

o whether the quality assurance and quality control procedures in the final
determination of liability for individual taxpayers are adequate - particularly where
that determination is likely to be somewhat contentious or occur in an adversarial
context; and

» whether the current structural arrangements regarding the roles of the Chief
Executive and Commissioner are optimal in the efficient, effective and economical
management of the tax administration.

Which tax administration functions require spead structural foos?

63. A frequently occurring theme in the discussion of the legislative framework for
tax collection, and in the reasons listed above for consideration of separate structural
focus, is concern over the application of tax law to the affairs of individuals. More
specifically, this concern relates to ‘adjudication’ in the affairs of taxpayers.
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Adjudication can be defined as:

» the exercise of judgment in the application of tax legislation to the affairs of
individual taxpayers or groups/classes of taxpayers in order to determine
liability.
64. Many of the current activities of IRD have elements of adjudication inextricably
intertwined with the other elements that characterise their primary function. Taxpayer
servicing, for example, includes an 'adjudicative’ aspect as IRD officers assist
taxpayers to apply the law in the preparation of their self-assessed returns.
Nevertheless, the primary function of taxpayer servicing is to facilitate the voluntary
compliance of taqpayers in coredly assessrg thelr oan liablity. The primary
function of taxpayer servicing also includes an element of educating and informing
taxpayers - which is not adjudicative. The majority of activity in the taxpayer
servicing area is non-contentious.

65. The present function of taxpayer audit also includes an element of adjudication,
as tax law is applied to the affairs of individual taxpayers to ascertain discrepancies
between the self-assessed returns of the taxpayer and the auditor's best estimate of the
taxpayer's liability. Nevertheless, the primary purpose of the overall audit function is
to encourage voluntary compliance, and therefore the collection of revenue, through
the detediion of nonrooTpiance.

66. The area of particular concern is where there is bath a high concentration of the
adudicative comporert and a dese praximity to the final quantification of an
incividual texayer’s liability. Particular attention should be paid to areas which have
a high potential for contention or are performed in an adversarial context. Special
structural focus for this intersection will address the concerns.

67. One intersection of the components outlined above has been noted by the Review
Committee during its consideration of the disputes resolution process. An important
step in assessing taxpayers' liability correctly is the review of a proposed adjustment to
the self-assessed liability of a taxpayer and the final quantification of that liability. The
Review Committee considers that this review should be performed by a senior officer
who is not the auditor proposing the adjustment. This point in the audit/disputes
resolution process is.

* high profile;

* intimately associated with the exercise of judgment in the final quantification of a
taxpayer's liability; and

* likely to be contentious and occur in a somewhat adversarial context.

68. Binding rulings is another function within the tax administration where these
three points are present. Binding rulings are likely to attract a significant amount of
attention; by definition, binding rulings lock the Commissioner into a particular
interpretation of the application of the law to the affairs of individual taxpayers and
groups of taxpayers; they may give rise to contention as taxpayers' liability is
influenced in a direct and public way.
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69. The Review Committee therefore proposes that the review of proposed
adjustments arising from the audit process, and the new rulings function be included
in the group of functions to be given separate structural focus.

s it feaslde to gve these particular tax administration fundtions
sgaaefoos?
70. Given the reasons for considering structural focus outlined earlier, and given the

description of functions derived above for which separate focus is to be considered,
the feasibility of grouping these functions should be assessed.

71. The new group within IRD responsible for binding rulings is already proposed to
be a discrete group, responsible to its own manager who will, in turn, report to a
‘technical' Deputy Commissioner. Issuing binding rulings is proposed to be centralised
and located within IRD Head Office. Provided that information feedback loops are
maintained to and from the rest of the organisation (the remedial legislation segment
of the policy advice function, for example) the highly specialised nature of this
function would seem to lend itself to centralisation and thus to easier management and
control.

72. Although the review of proposed adjustment is also highly specialised, it is likely
that some geographic dispersion will be required for the review function to remain
within reasonable proximity of the auditors proposing the adjustment, and the
taxpayers whose affairs are being examined. However, this dispersion is not
considered to make the separate grouping of this function unfeasible. Officers could
be assigned or appointed for the express purpose of reviewing proposed adjustments
arising from the audit process.

73. The Review Committee concludes that it is feasible to consider providing
separate structural focus for the preparation of rulings and for the review of proposed
adjustments arising from audit.

|s separate foous desirade?

74. The desirability of grouping the defined set of functions together can best be
examined by reference to the specific reasons given at the beginning of this section for
consideration of particular structural focus.

75. Grouping the functions together will allow concentration of managerial focus and
permit the development of a particular culture and set of skills centred around the
impartial application of law to the affairs of taxpayers. This is particularly helpful
given that the functions are ‘high profile’ in that their operation impinges directly on
the tax liability of taxpayers in a very public and transparent way. This is especially
true for binding rulings which would be routinely published.

76. The high probability that these areas may be contentious and be performed in an
adversarial context makes the increased perception of their impartiality very

important.
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77. The separation of the review of proposed adjustment should provide an additional
quality assurance that the final quantification of a taxpayer's liability, arising from an
audit by IRD, is as accurate as possible.

78. The use of resources, in the two areas proposed to be grouped together, can be
clearly monitored through output specifications and associated performance measures.
The Government, as purchaser and owner of the tax administration, can also
specifically assess the trade-offs associated with allocation of resources between these
and other areas of the tax administration.

79. One criticism of this grouping of functions is that it may represent a somewhat
arbitrary splitting of an otherwise integrated process. The arbitrary split may be
harmful if the division of responsibility for parts of the integrated process creates
unmanageable and perverse incentives. This criticism is one of 'degree’ on two bases:

* the degree to which the proposed division of the process is different from the
arbitrary division of the process that occurs already (managerial convenience has
led taxpayer audit to be separate frombinding rulings, for example); and

« the degree to which any adverse incentives which may apply can be managed.

80. This last point is a function of the structure and managerial framework for the
particular functions and for the tax administration as a whole. These are discussed
below.

81. For the reasons summarised in paragraphs 75 - 78 the Review Committee is
satisfied that the proposed grouping of adjudicative functions is desirable.

What arganisationd structure is nost gpropriate”?

82. The feasibility and desirability of grouping the functions of binding rulings and
review of proposed adjustments have been discussed above, but the most appropriate
structural arrangements for these functions have not yet been discussed. Specific
structural options are now considered below.

One organisation conpared with two arganisations

83. The strongest manifestation of separate focus is for the review of proposed
adjustrment and rulings functions to be performed by an organisation separate from the
rest of the tax administration. This arrangement would maximise the independent
public profile of the high level adjudicative functions.

84. Decisions affecting recruitment, retention and the development of a culture
surrounding the correct and impartial application of tax law, would then be the clear
responsibility of a single manager. Management of this area would not be ‘submerged
within the management of the larger tax administration. Resource appropriation and
use by this separate agency would be very clear. The interaction of the smaller
adjudicative agency with the larger tax administration would also require some
transparency as protocols were drafted prescribing the flow of information and actions
required of participants from each agency.
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85. The protocol between the two organisations would need to describe:

o the information requirements of the adjudicative agency, from the larger tax
administration;

 the information feedback from the adjudicative agency to the larger tax
administration as quality management issues are addressed in the review of
proposed adjustments and in the issue of binding rulings; and

» the procedure for implementation, by the larger tax administration, of the outcomes
of the review of individual taxpayers' affairs and of general and specific binding
rulings.

86. Given the complex nature of the interactions described above it is probable that
disputes between the two agencies would arise. In the event that these disputes were
not readily resolvable by the Chief Executives, the logical point of resolution would
be at Ministerial level. However, given that many of the disputes would concern the
application of tax law to individual cases, and given the fundamental objective of
protecting the integrity of the tax system, the involvement of the Minister in this
aoted is nat goroiate. The complex relationship described above is better
managed within one structure because disputes between functions are referred to
higher levels of management for resolution by management fiat if necessary.

87. The 'submersion’ of the high level adjudicative functions within the larger tax
administration should most appropriately be addressed by:

 adequate specification and monitoring of outputs and associated performance
measures;

« scrutiny of the estimates by a Parliamentary select committee; and
» the proposed report on the overall ‘health' of the tax administration.

88. As currently drafted, the Inland Revenue Acts assume that there is only one tax
agency and thus include hundreds of separate provisions of different kinds referring to
the 'Commissioner'. Any organisational split into two agencies would necessitate a
comprehensive rewrite of the Inland Revenue Acts in order to accurately define roles
and responsibilities in tax administration for two different agencies. This effectively
bars immediate separation, as the rewrite is expected to take some years and is a
prerequisite for full separation. For the same reason, New Zealand's tax agreements
with other countries would require renegotiation over some years.

89. Separation of the high level adjudicative functions from the rest of the tax
administration would be appropriate if separate objectives for each of the new
organisations were required to be preserved and were not compatible. However, a
single revenue-oriented objective for the tax administration has previously been
defined by the Review Committee and both the high-level adjudicative and the other
functions of tax administration have a significant, mutually reinforcing contribution to
make to this objective.

90. Further, if the process oriented towards the achievement of a single objective
were the responsibility of two separate organisations, there would be no single
organisation responsible and accountable for the whole process and the achievement
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of a single objective. As noted above, the organisational structure influences the
degree of perverse incentives that may exist. The operation of two agencies may
provide incentives for each to 'blame’ the other for short-comings in the overall tax
administration and for neither to be held completely accountable.

91. The consideration of the integration of the Inland Revenue Acts with the State
Sector and Public Finance Acts contained in the second section of this paper clearly
illustrates that bath the Commissioner and Chief Executive functions of the tax
administration have a vital interest in the integrity of the tax system and in voluntary
compliance. Further, the Commissioner's interest is a SUoset of the interest of the
Chief Executive. The separation of the overall tax administration into two agencies
would not permit full control by the Chief Executive over an aspect in which he/she
has a vital and overriding interest.

92.  Although there could be significant focus on improving technical skills in the new
adjudicative organisation there may also be a corresponding diminution in skills in the
larger tax administration agency as:

* top quality experts are moved initially into the new agency; and
« the technical career path in the larger organisation is truncated; and
* both agencies compete in the labour market for the same resources.

93. An alternative view is that the reallocation of skills between the two departments
might reflect the 'optimal' use of finite labour resources as high quality skills
gravitated towards the higher profile function.

4. On balance, and after careful consideration of all of the above issues, the Review
Committee concludes that the proposed grouping of high level adjudicative functions
should be given structural effect within a single tax administration organisation rather
than becoming the responsibility of a separate organisation.

Options for organisation within asinge agacy

95. Two options are considered for organisation of the proposed group of high level
adjudicative functions within one agency. These are:

« organisation of rulings and review of proposed adjustment under a second-tier
manager who is also responsible for the national delivery aspects of the review
function and reports to the Commissioner; and

o organisation of rulings and review of proposed adjustment under a third-tier
manager who is also responsible for the national delivery aspects of the review
function and reports to a second-tier manager. The second-tier manager is also
responsible for the technical areas which are most closely associated with the
review and rulings functions (ie, taxpayer audit and the senior technical component
of taxpayer services) and reports to the Commissioner.

96. Direct control by a second-tier manager would permit a higher level of managerial
focus/attention on suggested grouping of functions. It would also make a larger
contribution to the perceived profile of this area (both within the organisation and
externally). The higher profile and prestige of this position will also permit the

A
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recruitment and retention of a person with the most appropriate level of skills for this
position.

97. Internal contracting between the second-tier manager responsible for the high
level adjudicative functions and the second-tier manager/s responsible for other
aspects of the tax administration would force explicit consideration of the interactions
and potential trade-offs explicit and implicit in the requirements for a protocol
between separate organisations outlined above. Conflict resolution between two
second-tier managers would be addressed by the Commissioner. This is considered the
appropriate level for resolution of this type of conflict.

98. Although the third-tier management does not provide the same degree of explicit
focus as the first option, the linkages and feedback loops required between the high
level adjudicative functions and closely related areas of the organisation would be
more closely managed. To a certain extent, the proposed grouping of functions has a
quality assurance component which may with advantage be integrated as part of a total
quality management process throughout these closely related functions.

99. Organisation of the defined group of functions directly under a second-tier
manager within a single tax administration agency and reporting to the Commissioner
Is considered the most appropriate structural expression of the high level adjudicative
functions of the tax administration.
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Background

1

During the course of the Review process, a number of concerns have been

raised about the operation of the processes for resolving taxation disputes. These
concerns primarily relate to the following areas:

the disputes resolution process allons a number of opportunities for IRD to
reconsider the correctness of the assessment. The Department reviews
assessments at the objection stage and again when a case stated is requested. The
consequence of this can be uncertainty for the taxpayer, and delay in the
resolution process. It may also mean that the incentives on the Commissioner to
get the assessment right in the first place are weakened. According to the IRD
Report of the Dispute Resolution Evaluation (1993), 29 percent of objections
were allowed in full and 19 percent in part, 10 percent because the previous
assessment was considered wrong and 30 percent because new information had
come to hand. About one-third of requests for a case stated were conceded to
some extent by IRD and cases were not filed for hearing - 14 percent of those for
cost-benefit reasons;

the disputes resolution process, including hearings before the Courts and the
Taxation Review Authority, can take an unacceptable length of time for both the
Commissioner and the taxpayer. Three statistics highlight the problem:

- according to the IRD Report of the Dispute Resolution Evaluation, the
median time taken in the objection/request for a case stated process up to the
decision not to file the case stated, was 8.3 months. (There is now a
legislative requirement to file within six months);

- as at November 1993, almost 60 percent of the cases stated to the High Court
had been filed there for more than 15 months; and

- in 80 percent of the tax cases decided by the Court of Appeal in the last five
years the time lag from the end of the income years in question to the date of
the Court's decision was more than five years (in 25 percent of the cases it
was over 10 years) - and the Court's decision was usually given at the hearing
or within a month;

some business taxpayers in particular are concerned that the Commissioner
effectively plays the dual roles of ‘player' and 'referee’ in the process, given that
the taxpayer is required to submit to a process that is administered by the
Commissioner, if they wish to object to their assessment. Under that process 70
percent of the objections are considered by the same person who performed the
original audit. That inevitably reflects on the independence of audit review,
although any decision to disallow the objection is made by a superior officer.
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* business taxpayers were also concerned that appropriate levels of expertise are
not being applied within IRD, to both the pre-assessment and disputes resolution
processes; and

» the costs of pursuing disputes in the absence of a special fast-track, low cost
process. According to the Report of the Dispute Resolution Evaluation, the
median amount of tax in dispute was $4863 for all objections but $20,115 for
cases filed. Disgruntled taxpayers are less likely to comply in the future if they
feel that the costs of pursuing legitimate small disputes are too high.

Rraposals for dage

2. There are three important areas for consideration in relation to design of a
disputes resolution process. These are:

o the framework within which any disputes process operates ie, objectives,
incentives/sanctions etc;

* the 'pre-assessment’ stage which provides a range of opportunities for dispute
avoidance; and

* the 'post-assessment’ stage in which disputes may formally arise - which provides
opportunities for early resolution of disputes.

The 'pre' and 'post’ assessment distinction is important, particularly in the activities

of the Audit area. The proposals for change outlined below represent a package, and

should not be considered in isolation.

Famawork

3. Before attempting to establish the most effective mechanisms for dealing with
different types of disputes, it is important to identify the framework within which
the mechanisms will operate. This involves specifying:

* the objectives of disputes resolution;

* the factors which will be critical to the success of any disputes resolution
Process;

« any linkages which are important to the effective operation of the process; and

* incentives and sanctions required.

4. Itis useful at this point to clarify what constitutes a ‘dispute’ for the purposes of
this discussion. IRD deals with a variety of situations on a day-to-day basis where
taxpayers are querying the basis of their assessment eg, because they have identified
a subsequent item of information that they believe should be taken into account.
These situations can be accurately described as ‘clarification or confirmation', and do
not involve contentious issues, or constitute a dispute.
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'Disputes’ arise when the Commissioner and taxpayer do not agree on the facts
and/or interpretation of tax law on which an assessment has been based. Although
the distinctions are arbitrary to some degree, it is useful to classify the types of
disputes along these lines.

Raveeinplications
S Lage

These cassstypically ilvvolve sirell - These casss typically involve
business with nonstax spedalist mediumto large businesses. Usually
acMisers and investrent income dsputes involve questions of fact
earers. Disputes usudly involve and law

Smple/non questions of fact.

precedential
Exarple: Whether sdle ofa Exanple Tax treatment of an
businessisagaing enployee alonance.
concemfor GST
PUIOSES.
Conpexty
Thesecasssusually involve small - These casss typically involve large
to mediumsize bisnesses ad coporate taxpayers with extensive
taxayers with conplex bueiness resources and spedialist advisers.
strudtures (such es o/ersess Disputes usually involve complex
gperations andlor links) or business  transactions with substantia reverue
Conplex/ in inoustries with spedal tax and questions of fact ad law
precedential  regines. Issues are often bath an
questions of fact and law

Exanple: Whether FBTis GST Exanple: Transfer pricing.
indusive or exdusive.

Note that small disputes are taken to be those with under $10,000 tax in dispute.
Simple cases are those where the facts are clear, and precedential implications are
small. Complex cases are those where the facts and/or the law is complex and the
precedential implications are high. Revenue implications relate to the amount of tax
in dispute for a given taxpayer.

hedives
5. The Commissioner's objectives in this area should be to:
* prevent unnecessary disputes arising; and

* resolve those disputes that do occur fairly and expeditiously, and in accordance
with the law. (In some cases this will also assist with clarification of the law.)
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Inoentives and sadias

6.

The disputes resolution process should encourage:

the Commissioner to apply appropriate resources to getting the assessment right
in the first place;

the taxpayer to disclose all relevant information as early as possible in the
assessment process; and

both the taxpayer and Commissioner to avoid undue delay in resolving any
disputes that do occur.

Appropriate sanctions on both Commissioner and taxpayer should give effect to
these incentives. This requires an effective linkage between the operation of the
disputes process and the incentives/penalties regime.

Ortical uoessfadars

1.

The success of a disputes resolution process can be measured by whether:
it identifies disputes at the earliest possible stage and enables them to be dealt
with on a timely basis;
true independence is brought to bear in the evaluation of the points at issue by
people with the appropriate skills, knowledge and authority;,

adequate legal analysis is applied to the points at issue to ensure that the law has
been correctly interpreted; and

communication between the Commissioner, and the taxpayer or their
representatives, has been direct and open, with the purpose of ensuring that all
relevant information has been obtained.

Linkeges

8

The disputes resolution process does not operate in isolation. Linkages must be

identified and operate effectively with:

taxpayer services which give taxpayers information which allows them to
voluntarily comply with the tax system;

a comprehensive and consistent regime which provides appropriate incentives
and sanctions both on the taxpayer and the Commissioner ( as noted above ). An
effective regime should have an important influence on resolving difficulties
before they arise by helping to establish expectations and standards;

an enhanced rulings function which delivers responsive, consistent, timely and
accurate technical interpretation of legislation;

a complex legislative framework that imposes compliance costs on taxpayers.
The disputes resolution process should not add to this situation by imposing any
unnecessary monetary or psychic costs on the taxpayer;

the modernisation of taxpayer audit. The majority of disputes originate from
assessments issued as a result of the audit process. One of the objectives of audit
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modernisation is the early identification of remedial legislation issues and the
prompt dealing with these issues through the legislative process. This will reduce
the number of future disputes; and

 the taxation policy development process. Quality policy design and clear
legislative drafting reduce the likelihood of disputes. The disputes resolution
process should include analysis of the causes and results of disputes to ensure
that policy issues are identified and referred to the policy development function
for action.

Rre-assessvent activity - avoiding dgoutes

9. It should be axiomatic that, as far as possible, assessments are correct before
they are issued. This requirement applies generally but, in terms of the disputes
process, is especially critical for assessments issued as part of the audit process.
Pre-assessment procedures should be developed or amended to facilitate preventing
and dealing with disputes in consultation with taxpayers and practitioners. The
pre-assessment activities set out below will provide IRD with a set of administrative

procedures designed to improve the quality and timeliness of assessments and
reduce the likelihood and grounds for subsequent dispuite.

10. Inthe audit situation, steps should be taken to ensure that, before an assessment

IS issued:

« appropriate legal and other expertise is applied, and generally there is adequate
internal review;

* in cases where IRD feels that more contact with the taxpayer will be required
before an accurate assessment can be issued, a notice of proposed adjustment/s
should be issued to the taxpayer, specifying a time limit within which the
taxpayer is to respond,

 if the taxpayer does not accept the proposed adjustments, pre-assessment
conferences may be held with the intention of identifying and resolving issues,
particularly factual issues. These conferences may be formal or informal
depending on the circumstances of each case;

* a'cards on the table' notice supported by an evidence exclusion provision may be
given at the discretion of the Commissioner, where a notice of proposed
adjustment is issued, to provide an appropriate incentive for disclosure of the
factual basis of the arguments of both the taxpayer and the Commissioner;1

1 Section 21a of the Income Tax Act 1976 gperates in this way in respect of offshore meterial except
that it does nat bind the Commissioner as well as the taxpayer and gpdies to agreater level of detall
of documentation then is considered appropriate in awider context. 1RD considers it works well.
Another exanrple is the US Tax Court rule exduding reliance an docurents not previously disdosed.
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* the adjudication of the liability ie, the assessment, is separated from the audit
function. It should become the responsibility of the Final Adjudication function;2
and

 cases where there are significant revenue or precedential issues based on a
completed audit/investigation and where initial agreement by the taxpayer is
unlikely, despite attempts made during the audit process to reach an agreement,
would form the focus of the adjudicative function. Some managerial guidelines
defining 'significant’ cases may include:

- where the value of the amount in dispute is likely to be greater than $10,000 -
this could be the base position and tie in with proposals for ‘fast tracking'
small dispuites;

- cases below this amount where the issues at stake have the potential to affect
a large number of taxpayers; and

- asample of all other cases where an adjustment has been made to a taxpayer's
self-assessed return, whether or not there was agreement reached.

There should be provision to get the leave of the Court to adduce further
information, but this would be granted only in special circumstances and after an
appropriately rigorous enquiry.

There should be provision for a ‘waiver' of time limit restrictions (eg, the statute
bar) by the taxpayer for a limited period while the conference process is being
followed.

The notice of proposed adjustment and conference process would need to be
subject to the qualification that the Commissioner can depart from this process if it
IS necessary in his/her opinion to protect the revenue eg, in the case of dealing with
criminal activities. The test case procedures would also need to be retained.

11 Improving the pre-assessment and assessment process with appropriate
managerial oversight should enhance the quality of assessments and reduce the
potential for subsequent disputes. To some extent the process outlined above
reflects existing arrangements, but formalises and establishes these steps as
requirements of the assessment process for audit. The formalising of these
arrangements could either be dealt with by well-publicised communication of the
changes by the Department, or by legislative change.

12. The prompt filing of returns and prompt issue of resulting assessments is basic
to the overall administration process. Concerns have also been expressed to the
Review Committee over delay in the issue of assessments in some cases which has
the effect of stopping the time bar against subsequent amendment of assessments
from running against the Department (four years after the end of the year in which
the original assessment is made). This raises the issue of whether the time bar
should start to run from the filing of the return.

2 This goproach is similar to thet recommended by the ATO Repart, p 279,
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13 The allocation of resources to ensure that audits are carried out within time bars
determined by Parliament is a management issue, and the start of the time clock
should not be deferred. This in tumn raises complex issues about the degree of
disclosure of information required in tax returns and the actions required when the
Commissioner is not satisfied with the tax return furnished. The Review Committee
considers that the concerns raised are important and should be given attention in the
context of the Compliance and Penalties Review underway. The concerns are also
addressed by the proposed evidence exclusion procedure outlined above.

Fost-assessment - dsoutes resdution

14. If every effort is made to ensure that the assessment is correct before it is
Issued, using the procedures suggested in this appendix, the law need no longer
provide the opportunity for the Commissioner to revisit the decision through a
procedure requiring objections to be made to the Commissioner.

15. Currently, the taxpayer must pay at least 50 percent of the assessed liability - ie,
while the dispute is being resolved, if their objection has been disallowed. It would
seem sensible to retain this concept as it provides a strong incentive on the taxpayer
to resolve the dispute as quickly as possible, as opposed to prolonging the disputes
process to avoid paying.

16. However, it would also seem reasonable under these circumstances to give the
taxpayer the opportunity to initiate and pursue their objection directly through the
Courts where the dispute would be subject to normal judicial timetabling, ie the
timetable would not be 'controlled' by the Commissioner. The Commissioner would
respond to the process initiated by the taxpayer. (This is the standard practice in the
US.) There appears to be no clearly discernible reason of principle dictating the need
for a special judicial procedure for taxation disputes, and little weight in the
argument that the normal statement of claim procedure will require more time than
the revised case stated process, given that the pre-assessment process including the
evidence exclusion provision should substantially reduce any need for
interlocutories.

IMinor disputes or gievanoes

17. The three areas, or stages, noted above deal with the formal disputes resolution
process. This process, and more particularly its later stages, tends to be generally
used by larger individual or business taxpayers. Assurance must also be provided
that there are effective processes in place to address the right of ordinary taxpayers
to have any problems or grievances that arise in relation to their tax affairs dealt
with fairly and promptly. These problems may be minor disputes over an
assessment, or may be concerns relating to the use of the Commissioner's powers.

18. The normal expectation would be that the administration has an incentive itself
to have procedures and mechanisms in place to deal expeditiously with these types
of problems, as an ordinary part of good management practice. In addition there
should also be a facility for the taxpayer to take their problem to an independent
body outside of the administration, if they feel that is required.
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19. The current situation is that IRD has a range of internal management procedures
designed to identify and address problems that taxpayers may be experiencing in
their interaction with the administration.

In particular, the Department has established a Problem Resolution Service to
provide a specific mechanism to assist taxpayers. The feedback on this service is
positive. The Ombudsman has commented to the Review that the Problem
Resolution Service network has ‘clearly been of assistance in resolving complaints
informally’.

20. The Ombudsman is available as a further source of remedy for aggrieved
taxpayers. This would appear to meet the requirements for an independent avenue of
resolution noted abowve, and it would be questionable whether the establishment of a
more specific tax mechanism, such as a Tax Ombudsman would add significant
value to the present arrangements.

Qperation of court prooesses

21. A comprehensive review of the functioning of the High Court and the Taxation
Review Authority in relation to tax cases would require considerable time. There is
certainly some evidence that problems are occurring at this stage of the process
which contribute to the overall delays. However three points emerge clearly:

* by its very nature the case stated process itself possesses disadvantages when
compared with the litigation processes associated with the proposals suggested
here;

 as other jurisdictions have found, there are considerable advantages in having at
least a substantial proportion of tax disputes dealt with by a specialist tribunal;
and

 for the tax system to function effectively it is crucial that tax cases be dealt with
promptly and be subject to appropriately rigorous judicial timetabling.

It would require considerable work to determine whether the current arrangements
are fully effective. In principle, a specialist tribunal, with appropriate care taken over
the specification of its functions and appointments made to it, would facilitate
effective disputes resolution in the taxation area.

The proposals for change set out in paragraphs 9-16 above should address the
majority of current concerns with the disputes resolution process. It is therefore
suggested that a period of time should be allowed to see how these changes have
worked. The effectiveness of the disputes resolution process should then be
reviewed two years after all the elements of the proposals are in place, and at that
point it may be appropriate to consider whether a wider review of the operation of
the court processes is warranted.

Sdl dains

22. In relation to small clains, involving amounts under $10,000, a fast track,
non-precedential process for dealing with these type of claims should be available.
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Apart from providing a process more suited to most small disputes it would
encourage voluntary compliance generally.
23. The recent ATO Report, p 331, has recommended the establishment of a Small

Taxation Claims Tribunal within the registry of the Administrative Appeals
Tribunal to deal with amounts of tax in dispute less than A$5000 subject to:

* payment of a non-refundable fee of A$50 by the taxpayer;
« any decision of the tribunal is final and non-appealable; and

« the ATO having the option to refer the matter to the Federal Court of Australia
provided all the taxpayer's costs, including legal representation, are met by the
ATO.

24. In New Zealand, as noted in paragraph 1, it is estimated that cases involving
amounts less than $5000 make up somewhere around half of all disputes that
taxpayers raise with the Department. However, given the costs of pursuing a dispute
to litigation under the current processes, taxpayers may be advised not do so0.3

Rather than setting up another tribunal, it would be preferable for the Taxation
Review Authority to be given that special responsibility, as is the case in America
and Canada.4 This proposal should be pursued in phase 2 of this Review, involving
other parties as appropriate.

3informal informetion from discussions with same NZSA menrbers. And in the Taxpayer Audit
Survey of 1992, 50 percent of taxpayers agread it wes too expensive to dispute an IRD ruling.

41n America, taxpayers who arewilling to forgo any possible gapedls and who have less then
$10,000 at stake for any onetax period mey elect to have thelr case tried by the Tax Court under the
sl tax case procedure, which is sirpler and less costly then the regular procedure. Dedisions
Oelivered under this smell case procedure anounted to 33 percert of the total Tax Court opinions in
1990, S='Litigating with the IRS: Choasing your Forum, Frank S Berall, The Practical Tex
Lawwer, volume 6, Nurmber 2 Winter 1992, pp 75°%5.
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Snmay

25. This appendix sets out a range of options for dealing with different types of
disputes or problems that may occur between taxpayers and the tax administration.
These are summarised in the following diagram, under two groups:

Group I Clarification or confirmation issues;
Process problens.
(Note: these do not constitute a ‘dispute’ for the purposes of the discussion in this
paper.)
Group 2 Small and large disputes of a simple/non-precedential or
complex/precedential nature.

Pddem Sdution Sduion
S92
Sepl (if required)
1 Caification  Taxpayer contads IRD Taxpayer
or Senices

Qapl corfiirmetion

2 'Prooess Taxpayer cotadts IRD Prodem Taxpayer  contads
Padlem Resdlution Officer Qrbudsren
(smell scele)
1 Sl aout Taxayer s prgposed Sl
Qap?2 smpenor Qains procedure within e
'Disputes precedentid  Taxation Review Authority
jurisdiction

2 lage amout Taxpayer takes case to Taxation  Conmissioner or
ador ReviewAuthority or High Cout Taxpayer ey  take
complex/ Gase on gopeAl.
precedentia Conmrissioner responds



Appendix F

lance 0Ods

In the New Zedland tax system

Introduction
1 This appendix:

provides some general background on compliance costs and why they are an issue of
concern;

summarises and evaluates the information that is currently available in New Zealand
about the nature and extent of compliance costs;

summarises and comments on the information available from other tax administrations
about compliance costs;

makes comparisons, where possible, between compliance costs in New Zealand and other
tax administrations; and

provides some general comment on other activities underway in New Zealand in relation
to compliance costs, including the purpose and expected outcomes of this activity.

Baokground

2. The tax system serves two functions:

to raise revenue to fund Government programmes such as health and education; and

to redistribute income in a manner which society considers appropriate, reflected through
the tax rate structure, the taxation regime and social policy measures.

3. Raising revenue through the tax systemis not cost free. The tax system imposes three
COsts:

effidency or exess burden cost: These are ‘costs' generated by distortions introduced
into the economy by taxation, which unduly influence the behaviour of individuals. For
example, the opportunity time lost by taxpayers searching for tax loopholes;

conpliance aosts: Compliance costs are defined as the costs which individuals and
organisations incur in meeting the requirements imposed on them by the tax laws and
practices of the tax administration, over and above the payment of tax, and over and
above any distortions inherent in the nature of the tax. These costs are normally classified
into explicit costs which result directly from meeting tax requirements, psychic costs
resulting from the anxiety that may be associated with what is required to meet tax
obligations and tax planning costs such as fees to tax professionals; and

administrative aogis These are the costs incurred by the tax administration in running
the tax system; ie, the cost to IRD of sending tax returns to customers and processing
those tax returns is an administrative cost. Funds to cover administrative costs come
ultimately from taxes themselves.
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4. Ower recent years in New Zealand, the tax system has been used not only to collect
taxes but also as a mechanism for the delivery of social policy initiatives. These have
imposed additional compliance costs on some customer segments such as employers and
small businesses.

5. High compliance costs are an economic concern as they may impact on employment
and economic growth by discouraging the start up and expansion of business. For example
the consultative document on Tax Simplification considered that high compliance costs
imposed on employers may inhibit the taking on of extra employees and the employer may
instead opt for additional capital investment. Equally, if compliance costs fall
disproportionately on small businesses, this may be of particular concen in the New
Zealand economy where 82 percent of businesses employ less than five staff, and 90 percent
less than 10.1

6. Efficiency costs and compliance costs are inherent in all tax systems. Minimising
compliance costs is important, but the aim of tax policy design is to achieve society's
revenue and equity objectives while minimising the efficiency, compliance and operational
costs overall in a manner acceptable to society. For example, Joel Slemrod in an article
entitled "What Makes A Nation Prosperous, What Makes It Competitive And Which Goal
Should We Strive For?' stated that in his opinion ‘the overall objective ought to be a low rate
broad based tax system, one that minimises the role of the tax system in private decision
making'. An over-emphasis on the reduction of one factor, such as compliance costs, may
increase the cost of the tax system overall. For example, it would be possible to reduce
compliance costs in the depreciation regime, by removal of the choice of diminishing value
or straight line rates which could, in some instances, have a negative effect on revenue.

7. Reduction in the cost of the tax system overall will not necessarily involve trade-offs
where needless costs of compliance or administration are being incurred. In these cases,
costs can be removed with no adverse impact on the objectives of the tax system or
Increases in other costs.

NawZedland situation
8 There are two studies which attempt to quantify compliance costs in New Zealand.
They are:

o The Gorgliance Goas of Baness Taxes in New Zedland, by Sandford and Hasseldine,
undertaken in 1991 (the 'Sandford study); and

» New Zedand Soaety of Accountarts SUamissas an Tax Sinlification, by J Senen
(Chaimen NZSA Taxation Gomittes).

9. There is also a very recent study by Lin Mei Tan and Stuart Tooley of Massey
University of the impact of the recommendations of the Tax Simplification Consultative
Committee chaired by John Waugh (the "Waugh Committeg’).

10. There is no known information on non-business compliance casts in New Zealand.

1 1992/93 Business Activity Statistics.
48
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The compliance aodts of buaness taxes in New Zedad

11. The most detailed and comprehensive information is the Sandford study. The
methodology for this study was a mail survey to businesses. There were two mail surveys:

one to employers concerning PAYE, FBT, ACC and Family Support; and
the other to businesses - covering GST and business income tax.

12. The key results were:

compliance costs of employers' PAYE are exceptionally regressive. Mean costs as a
percentage of turnover vary at both ends of the scale with 2.2 percent for a firm with an
under NZD$30,000 turnover and 0.03 percent where the turnover is in excess of NZD$50
million. The total compliance costs of PAYE taxes were estimated at NZD$195 million
In 1990-1991. This represents 1.9 percent of tax revenue from this source;

total compliance costs for FBT were estimated at NZD$8.5 million in 1990-1991. This
represents about 1.7 percent of FBT revenue. The compliance costs for FBT were lower
than expected. It was suggested that compliance costs were acting as a disincentive for
smaller employers to offer fringe benefits;

total compliance costs for GST were estimated at NZD$453 million (7.3 percent of GST
net revenue). The compliance costs for firms with less than NZD$30,000 average net
GST paid were 87.8 percent of the net GST paid. For firms with greater than
NZD$50million average net GST paid, compliance costs were 0.3 percent; and

combined compliance costs for business income tax of sole proprietors, partnerships,
public and private companies and trusts for business income tax were estimated at
NZD$1,226 million in 1989-1990, or 19.6 percent of business income tax revenue.

13 Sandford classified the results of his work into four broad categories of policy
recommendations:

recognition: For a public and organisational commitment by the tax administration to
compliance cost reduction;

allocation: That the allocation within the tax system of costs between compliance and
administration needs to be considered as a whole;

minimsation: That compliance costs should be minimised, taking into account other
factors relating to the operation of the tax system; and

conensation: That in some cases there is an argument from respondents that on the
‘user pays' principle, the taxpayer be compensated for acting as tax collectors. While
Sandford does not support this claim, there was the suggestion that compensation may be
provided via the tax system itself by way of cash flow benefit. For example, the existing
legislation allows smaller employers a longer return period for filing PAYE.

14. As an international comparison, Sandford found that as a percentage of revenue, VAT
in the United Kingdom (UK) in 1986-1987 was 3.7 whereas GST in New Zealand in 1990-
1991 was 7.3. Some reasons cited for this disparity were:

VAT rate was 15 percent and GST was 12.5 percent;

UK traders, unless regular refund traders, all submitted three-monthly returns as against
variable return dates in New Zealand; and

9
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* UK had a much higher threshold rate and only about 125 percent of voluntary
registrations as opposed to New Zealand's 40 percent.

15, Sandford concludes that only much more detailed comparisons between the two
regimes would have revealed the areas of significant difference in compliance costs.

16. The study was undertaken in 1991, but no work has been undertaken to update it. IRD
considers that:

* at the time the study was undertaken in 1991, it provided a reasonable guide as to the
magnitude of the compliance costs imposed by the tax system on businesses. Its main
benefit was that it highlighted that compliance costs are unevenly distributed between
businesses and that work must be undertaken to reduce those costs - especially those
imposed on small businesses and employers;

* the survey provided little quantitative guidance about how compliance costs can be
reduced because it provided average costs rather than marginal cost information, and
changes occur at the margin; and

 where the report has been of great use is in the recommendations and the qualitative
comments made by the survey respondents about the problems being experienced at the
time. However, since the survey was undertaken, there have been considerable changes to
tax policy and operations. At present, no work has been undertaken to update the study,
but paragraph 47 below outlines further research planned in this area.

NawZedland Soaety of Accountants

17. The NZSA prepared a document for the Tax Simplification Consultative Committee in
1990. As part of the exercise, the Society attempted to quantify the compliance costs of 28
typical tax functions for the purposes of gauging the impact of certain changes such as
raising thresholds or combining payment dates. The findings were summarised under the
headings of small businesses, medium businesses, large businesses.

18 The document stressed that the information should only be used for its intended
purpose, that is, to provide a broad overview of the cost savings which nay be achieved by
changing particular functions. The data confirms that the cost of preparing business taxes,
such as PAYE, costs more for smaller firms than larger ones. This is a consistent message
coming fromall research.
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The effediveness of tax sinplification in NewZesland - An Andlysis of
Tax Preparers Rarspedtives, by Lin Mel Tanand Stuart Todey

19, The study evaluates the effectiveness of the Tax Simplification Consultative
Committee's recommendations.2 It does not make any attempt to quantify the compliance
costs savings or the level of compliance costs imposed. The findings of the study were
presented at a conference in Australia in January 1994 but the paper has not yet been
published.

20. The study is based on a mailed questionnaire sent to 150 chartered accountant firms
randomly selected from a total of 1225 accounting firms listed in the NZSA 1992 Yearbook.
Anocther 50 tax preparers were randomly selected from the Yellow Pages of the largest
urban centres.

Hndings an corpiance asts
21. The following measures proposed by the Tax Simplification Consultative Committee
reduced compliance costs:

o annualised FBT;

» the increased period in which to lodge an objection to an ‘assessment’;

 motor vehicle log-books; and

* tax record-keeping period reduced to seven years.

22. Those changes which were not perceived to have reduced the compliance costs imposed

2 The Committee put forward anunber of recommrendations (176 in total) bessd on the following key
principles:
* it should be recognised that most taxpayers honour their responsihilities and are honest;

*  taxpayers generally should be ade to understand and fullfil their own obligations with aminimum of
outsice help, and without fear of meking errars;

* s many taxpayers as possible should be removed from the provisional tax system
* taxrdes shoud have empethy with good business pradtice;
» there should le conmon goprcaches to prablenTs between taxpayer dasses and tax types,

* pay-in detes should be as slandardised as possible and existing tax systens should be usad for any new
taxes,

* thresholds should ke seento be gppropriate;

* the systemfor the payment of interest by or to the IRD should be mede workaldle,

* the penalty regine thet gpplies should e aooepted as reasorelde by the taxpeayer;

 the IRD should help to increase the level of taxpayer understanding by thenselves maintaining ahigh
standard of knowledge ard efficiency; ard

the impact of sodd welfare palices on the tax systemshould be minimised subject to delivering socal
welfare palicies a mininum ocst.
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on small businesses included:

o consolidation of payment dates of PAYE, Specified Superannuation Contribution
Withholding Tax (SSCWT), interest and dividends Resident Withholding Tax (RWT) on
the 20th day of the month;

o the date for payment of GST to the last working day of the month following the GST
return period; and

* notifying the Commissioner by 30 June in the year in which the election for annualised
FBT is first to apply.

23. The study notes that most thresholds were perceived by tax preparers to be appropriate.
Only the NZD$75 FBT exemption was considered inappropriate due to more recent changes
to restrict the exemption to a maximum of NZD$450 per quarter.

24. Further, tax return guides, IRD booklets, Tax Information Bulletins and legislation were
widely used by practitioners. While IRD documents were perceived as clear, the Income Tax
Act 1976 wes not. The majority of respondents identified keeping up with changes in tax
legislation, and reading and understanding the legislation, as the main difficulties they
encountered. Owerall, 56 percent thought the implementation of the Tax Simplification
Consultative Committee proposals made compliance easier for small businesses.

25. Since the Sandford study, the Tax Simplification Consultative Committee and the
exercise by NZSA, there have been some changes which will have impacted on compliance
costs:

» Family Support is no longer paid out via the PAYE system. Therefore employers are
relieved from involvement in its administration;

o Student Loans, Child Support and Employment Commencement and Cessation
information requirements have put additional burdens on employers;3

» electronic filing of tax returns is now available. This facility eliminates the requirement
to file a paper income tax return. Retumns are electronically transmitted from a tax
practitioner direct to IRD's mainframe computer system Manual processing by IRD is
removed and customers receive their assessments quicker; and

» Employer Filing simplified the return forms which employers are required to file.
Information has been amalgamated into one form for PAYE, SSCWT, Child Support,
Student Loans and Employment Commencement and Cessation information.4

26. The Treasury has recently written a report on the topic and their assumptions and
conclusions from studies undertaken to date are in keeping with those of IRD. The New
Zealand Business Roundtable has published a report on the marginal costs of taxation in
New Zealand. This will add a further useful dimension to the picture.

3 Extensive efforts were undertaken by IRD to quantify the conrpliance oosts inpacts of these palicies, but
these were constrained by the limitations of the policy development timetables.

4 |RD estinetes NZD$ 1,274.00 cost ssvings to errployers were achieved s aresuit of this dange

Y
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Conpdliance acsts in ather tax adiministrations
27. There have been a number of studies conducted overseas on compliance costs. Studies
have been conducted in Canada, Australia, UK and the US. Summary details are:

United Kingdom

2B UKVATsuwey. Cedric Sandford. (This essertidly compared VAT oostsin
1977-1978to 1986-1987.)

Pubication dete: 1988

Fumos= To examine the costs of the UK VAT to see what general lessons it could offer for

the public and private sector elsewhere.

Methoddogy: Data wes derived from two mail surveys of VAT traders supplemented by

face-to-face interviews and telephone interviews with some respondents.

Fmdngs an conpliance ads:
when comparing compliance costs as a percentage of turnover, compliance costs reduced
as the turnover of the trader increased. Where the turnover was under £500,000, the
average was £7.80 for every £1000 of goods sold. Where the turnover exceeded £10
million, the average was 3 pence for the same value of goods sold;

 compliance costs are regressive because there are substantial economies of scale in
collecting and remitting the tax;

VAT provides a cash-flow benefit to the trader; and

o demand for quarterly VAT figures has improved the quality of records for many
businesses.

Generd condusion
* keep VAT structure simple;

« the revenue administration should invest in education to shorten the learning curve for
businesses;

* fine tune tax administration; and

« increased filing frequency for larger firms and reduced frequency for smaller firms would
increase equity overall;

Austrdia
29, Conpdliance acets ofpublic companies: incore tax in Australia in 1986-1987.
Jeff Roe
Pubication cete: 1990
FPumose: To estimate the cost of business income tax in 1986-1987 and to address whether
the year studied was a typical or atypical year regarding company compliance costs.

Vethoddlogy: Analysis of the results from 314 public companies which responded to a
postal questionnaire. Results were grossed up and weighted so as to reflect the business
taxpaying population as a whole. The report made a distinction between computational costs
(unavoidable) and planning costs (avoidable).

33



APPENDIX F COMPLIANCE COSTS

Hrﬂrgsmmrrﬂlameaﬁs
 compliance costs were 23.7 percent of public companies' tax revenue of AUD$5650
million with an off-setting cash flow benefit of 16.7 percent (AUD$954 million). (The
figures stated are a direct quote. However, 16.7 percent of the revenue is actually

AUD$944 million);
* net compliance costs were 6.8 percent of revenue (AUD$387 million); and
« overall, public companies incurred mesn compliance costs of AUD$62,604 comprising:
- Computational AUD$34,120; and
- Planning AUD$28,484.
Therefore computational costs account for 55 percent of total compliance costs.

Gengrd codusiont
« completing company tax returns had become more onerous; and

* 84 percent of respondents used professional advisers.

Compliance costs in Australia were high in relation to revenue.

D Theoconpiance acsts ofpersord income tax in Australia: Jeff Rope

Pubication dete: 1920

Rupose To estimate the compliance costs of personal income tax in Australia in 1986-
1987.

Methoddogy: A postal survey of 7000 registered voters throughout Australia sought
information on time spent on tax affairs, fees paid to professionals and any incidental
expenses incurred.

chings an conpliance aosts -
reasons for greater recognition of compliance costs as an issue are:

greater complexity of Income Tax legislation;

increased perception of complexity by professionals and the public;

increased real tax burden over tine;

greater number of taxpayers becoming required to file tax returns; and

- Auwstralian Tax Office (ATO) tax guides and pamphlets are difficult to learn from

» the author noted that Sandford and Slemrod accept that compliance costs of income tax
are likely to be higher if the system is one of self-assessment rather than Commissioner
assessment. (Under self-assessment, as in New Zealand, the taxpayer calculates their tax
liability while, under Commissioner assessment, such as in the UK the taxpayer provides
information to the Commissioner who determines the tax liability of the taxpayer);

 estimated total costs are between AUD$2780 million and AUD$3809 million or 7.9
percent to 10.8 percent of revenue;

« compliance costs in Australia are high compared to the US with similar self-assessment
systers;

A
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* peaple with incomes under AUD$ 10,000 incur relatively higher compliance costs; and
 compliance costs on average account for 2.6 percent of a taxpayer's income.

3L Sl busness oost of conpliance prgject: lan Wallschutzky and Brian Gilbson
(Australia)

Publication dete: May 1998
Sneyduration: November 1991 to November 1992

Rupose To identify issues/areas where compliance costs can be reduced and to explore
possible solutions. The primary focus wes on reporting requirements and record keeping.

IMethoddogy: Conducted case studies of 12 small businesses over a 12-month period by
way of an initial and four subsequent quarterly interviews. Participants were volunteers from
Melbourne, Sydney and Brishane and were selected from a pool of volunteer businesses
built up with the assistance of the project manager, a consultant and appropriate industry
associations.
Hrdngsmocmjlameaﬁs
* generally the problems encountered are with the taxes themselves and not the way they
are administered;

* the scale and importance of compliance costs might have been overstated, though the
project proceeded on the assumption that compliance costs for small businesses were
high;

* after the project finished, researchers were left questioning the basic assumption. One of
the factors for this was the lack of suggestions by participants for changes to the way the
tax system is administered;

* businesses have placed too much emphasis on the cost and problems of complying with
government regulations;

« compliance may take ting, though this generally is not the norm, but most small
businesses do not find tax compliance work difficullt;

» compliance costs, however measured, do not seemto be significant;

* average cost of around AUD$50 per hour may reflect the opportunity cost to small
business;

* average time of 12 hours per month may reflect the time taken by small firms to fulfil
their tax obligations; and

* inindividual cases, time, cost and other problems can arise but these may be as much a
fault of the small business concerned as they are with the 'system.

. Australian Tax Office (ATO): Joint Conmmittee of Public Accounts of the
Australian Parliament

Publication dete: Novenrber 1993

Rupose: This report was prepared by the Joint Committee of Public Accounts of the
Australian Parliament and comprised a review of the ATO over a two-year period.
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Methoddogy: The Joint Committee of Public Accounts inspected various ATO offices,
conducted public hearings and invited submissions.

Hrdrgsmoomjlameaﬁs
e moving to a 'Self-Assessment’ regime, where the taxpayer calculated and paid their
liability, placed added responsibility and therefore added cost on taxpayers;

« complexity of law has increased compliance costs;

* the move to self-assessment did not give due attention to the impact on taxpayers of the
increase in compliance costs; and

* to date, analysis of the compliance cost implications of any tax policy has not been
required.

Gererd codusias,
* taxpayers should have the resources available to understand and have the capacity to
apply the law,

» ATO has aduty to provide this information for taxpayers;

 properly documented plain language guidelines need to be in place before the
self-assessment regime is extended further;

« availability of documented information will increase compliance and reduce compliance
COsts;

* there is a need to redraft the Income Tax Assessment Act 1936 so that the general public
can readily understand the law; and

» compliance costs should be considered during development of tax policy as a matter of
COourse.

The Joint Committee of Public Accounts quoted findings of studies by the Australian Tax
Research Foundation (ATRF) and the Jeff Pope publications, referring to their conclusions
in stressing that compliance costs in Australia were proportionally higher compared to those
of the UK

e 'A 1991 study by the ATRF put the total cost of compliance of public companies in
Australia for the 1986-1987 year at between AUD$646 million and AUD$1341 million,
or between 11.4 percent and 23.7 percent of public companies' tax revenue.’

e Pope -". .. put the cost of compliance for individuals at between 7.9 percent and 10.8
percent of tax revenue or about AUD$4 billion.'

3B The conpdiance acets of enployment-related taxation in Australia:
JPRye RFayleand DL Chen
Pubication dete: 198
Rupose To study and estimate the compliance costs of PAYE, FBT, Payroll Tax and
Prescribed Payments System (PPS) in Australia.

IMethoddogy: A postal questionnaire of 3000 businesses of which 745 responded.
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Conpliance aosts as aperoantsige of revenue
Conpiance
Ravenue (0031 Percertage of
Tax AUDS AUDS reene
PAYE 43,672m 629m 14
FBT 1169m 128m 109

» PAYE compliance costs as a percentage of revenue are regressive - falling from 16.7
percent for employers who remit up to AUD$9999 per year to 0.4 percent for those who
remit AUD$10 million and over. The estimated cash flow benefit is AUD$839 million -
1.9 percent of revenue; and

» FBT compliance costs as a percentage of tax paid are particularly regressive, falling from
42.1 percent where up to AUD$9999 is paid per annum, to 3.7 percent where
AUD$100,000 and over is paid. The estimated cash flow benefit to Government is
AUDS$76 million or 6.5 percent of revenue.

TimegEt by buanesses ontaxwork

Tax Time (mean hours per annum)
PAYE 158.4
FBT 1726

The authors comment throughout that the compliance costs associated with these taxes,
especially FBT, are particularly regressive. This is consistent with other studies undertaken
internationally and is in keeping with comments by Sandford and Hasseldine in the New
Zealand study - The compliance costs were particularly regressive in their incidence, falling
with particular severity on small businesses'.

International comperisans

The authors note that these comparisons should be observed with caution due to differing
tax systems. International comparisons were taken, only to place Australia in an
international context. Comparisons are relevant to New Zealand for PAYE only.

PAYE congiance acsts as aperceiitage of revernue

Conpliance asis s a
Country Year ofstudy  percentage of revenLe
New Zealand 1990-1991 19
Australia 1989-1990 17 -incl. State payroll tax
Canada 1986 35
United Kingdom  1986-1987 10
FBT conrpliance aodis as a percantge of reverue
Conpliance asis asa
Country Yearofstudy  percentage of reverue
New Zealand 1990-1991 17
Australia 1989-1990 109

The significant difference between these two countries may perhaps be attributable to the
optional nature of FBT in New Zealand. However, this study noted that one in three

57
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lbuenessss in Austrdia hires prafessiondl help to assgt in prepaning and maintaining FST
records adreturs.
Caech
3 Theadministration and conliance aosts ofpersonal incoe tax andpayroll
tax sygars in Caneda 1986 Hanoas Vaillancourt
Publication date: 1980
To provide infomration an the megnitucke and dreradienidlics of conpliance aosis
At the i, the only publidy avallalde siudy deted back to 1980 ad wes consicered aut of
He

Methoddogy - Aproechwas twofdld:

o facetoface intenens with indvidudls. This wes ssen & genardly yidding nore
aoourate reslts tren gther gnore o mail sunveys, ad

* mal suney of endoyers

Hindings an canrpliance acsts -
Gxstoindviduals of tax systlem

o taxoayers prepaing thelr oantax retums take 55 hous onaeage

o taqayers paid on average CADHER0.00 to get atax retum campleted by aprdfessiord;

. mnwrﬂ@dtyoﬂegéaﬁmmwﬁeﬁnetdmadaﬁdmmmrgatax

 amaetad time admoney aoss for dl Gredansis CADS117. 20 per arum

Cestoenpoyers of tax sygem

 corpiance s of evdoyars having to retain and renit PAYE ard parsord inoare
taxes averaged Q1 peroart of goss buaness inoore, ad

* copliance aosts deareese With anineeeinfirmsaz

Admindrative aods to Govammat:

o CADS771 million.

General conclusions

CAD$

Costs to individuals 1,951,033m
Costs to employers 2,752,125m
Costs to financial institutions 27,581 m
Costs to Government 771,064m
Total 5,501,803m

The study dd nat eamine coniance aosts as aparcertace of reenie adledted
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United Sates of Arerica
& Thelncome Tax Conrpliance Goat of Big Business: Jod Sentod and Marsha
Blumenthal

Pubication cete: duly, 1998

FPupose To measure both the overall size and composition of the cost of big businesses
complying with federal and sub-federal income taxes and also to investigate what features of
afirmand its tax situation determine what its compliance costs will be.

IMethoddlogy: A postal questionnaire of 1672 businesses, of which 365 responded, on the
co-ordinated Examination Program of the Internal Revenue Service (IRS) (1329 were active
businesses at the time of mailing).
Fmdngs on conpliance aEs
the total cost per business averaged USD$1.57 million and for those in the Fortune 500
the cost was an average USD$2.11 million;

« approximately 55 percent of the cost of tax compliance for a particular firm will be
associated with use of their own personnel. About 30 percent will be non-personnel costs
and approximately 15 percent of their costs will be associated with the use of outside
assistance;

» the federal compliance cost to federal tax revenue ratio is 2.6 percent;
* large firms incur higher compliance costs; and

a 10 percent increase in size leads to a 4 percent - 6.1 percent increase in compliance
Costs.

Sources offederal tax capliance aosts raised by those sunveyed
* depreciation regime;
» alternative minimum tax (supported as a source by statistical analysis); and

* international tax Controlled Foreign Company (CFC) rules, transfer pricing, expense
allocation, foreign tax credits.

Godusias,

e as complexity increases, businesses resort to computerisation and improving the
efficiency of their personnel;

 as complexity increases, the quality of the information provided to the IRS decreases.
Fourteen companies said they had a lower level of compliance. Seven elected 'simpler'
methods of compliance. Two said they lived with more 'risk. Five said they applied a
tighter concept of materiality;

« compliance costs vary by industrial sector - being higher for oil and gas and lower for
retailing and wholesaling; and

» that state/local taxes are a significant source of compliance costs.

3 The conpliance aosts of the USindividual income tax system
by Marsha Blumenthal and Jod Senad

Pubication dete: 1920
FPumose To quantify compliance costs resulting from the individual income tax system.
D
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IMethoddogy: A mailed questionnaire survey of 2000 households seeking information on
expenditure on time and funds to complete federal and state tax returns.

Hndings anconiance aosts

* 0onaverage, ataxpayer spends 21.7 hours per year on tax affairs;

» the percentage of taxpayers hiring professional advisers increased with income;

o as stated bySandford, Vaillancourt, Wicks and Slemrod in previous publications,
compliance costs are considerably higher for the self-employed. They spent 60 hours per
year undertaking activity to meet their tax obligations. The employed, retired and
homemakers, on average, spent 21 hours;

* Jlowtomiddle income earners have below average compliance costs; and

» high incomeearners pay more for professional assistance and have much higher
compliance costs.

Simmay. NewZedand and olersees studies

37. Most research concludes that compliance costs are a problem and should be afforded
greater attention by revenue administrations when considering tax policy changes:

» ' .. legislation ought to take account of the impact of the proposed law on the costs of
compliance to be borne by affected taxpayers.' - Jeff Pope Charter Megaane, August
1991, Australia; and

' .. like equity and efficiency, compliance costs should automatically figure and be taken
into account in all tax policy debate.’ - Cedric Sandford, article: The Cost of Tax
Compliance' - 1990. (Recommendation to all tax administrations.)

38. Sandford notes that international comparisons must be undertaken with extreme care. It
iIs usual to compare compliance costs as a percentage of tax. But before conclusions are
drawn, allowances must be made for many factors. The method of comparison can be
misleading. It is affected as much by the level of tax revenue as the value of the compliance
costs. Increased tax rates can show remarkably reduced compliance costs.

39. Vaillancourt writes that care needs to be taken in interpreting some of the studies, due
to either a restrictive definition of the costs or an inadequate sample size.

40. Setting aside the difficulties in drawing international comparisons, some consistent
messages Worth noting are:

« compliance costs are regressive and fall more heavily on small businesses;

 compliance costs fall more heavily on business than on wage, salary and investment
INCOMe;

* tax administrations should take formal account of the impact of compliance costs when
considering tax policy changes; and

e under a self-assessment regime, tax administrations should ensure taxpayers are
empowered to apply the law to their tax affairs and understand their obligations.

41. While authors of the studies err on the side of caution when making international
comparisons, the drawing together of data from the international information available does
indicate clearly that compliance costs are an issue world-wide.
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Income tax: conpliance aosts as a percentage of revenue

Country Year of study %of reverue
Canada Not quoted in source material 3.6
NZ 1992 19
UK 1986-1987 10

Consunmption tax: compliance aodts as a peroarntage of taxalde turnover
Country Tax Yearofstudy Taxableturnover %ofturnover
UK VAT  1986-1987 £50t10£100,000 05

NZ GST 1992 NZD$100 to 0.7
NZD$250,000
Consunation tax: conrpliance aoss as a percentage of revernue
Country  Tax Year of study %of revene
UK VAT 1986-1987 37
NZ GST 1990-1991 7.3

Note: Paragrgps 38 and 40 detail the problens of meking intemational conparisors.
Conmpliance aosts as a %of revenue from the studies are assured to be goss

Intiatives baing undertaken by olarssss tax administrations in the
conpliance aEs area
Australia

42. In the case of Australia, individual programmes are being implemented to reduce
compliance costs, such as electronic filing and the conversion of returns from a monthly to a
quarterly basis for small taxpayers. Australia does not have a specific unit looking solely at
compliance cost reduction.

United Kingdom

43. The UK has introduced the concept of compliance cost assessments. These are a
structured appraisal that all government departments must prepare when evaluating policy
proposals likely to affect businesses. Its purpose is to inform Ministers and officials of the
likely costs to businesses of complying with new or amended regulations well before a
decision is taken on whether or not to go ahead with the proposals. Each department has a
Department Deregulation Unit to see that the assessments are prepared. The assessments are
made public. They emphasise recurring and non-recurring (introduction) costs. This is in
accordance with the model of compliance costs proposed by Cedric Sandford. This model
considers that there is a learning curve which means, on the introduction of a measure,
compliance costs are higher than they will be once the change has been bedded down. The
Deregulation Units are to have a high profile.

United Sates

44. The US has introduced Compliance 2000. This is 'a Service-wide planning effort
focusing on short-range and long-range compliance (enforcement) strategies’. As part of this
document, Internal Revenue Service (IRS) states that one of their objectives is to enhance
voluntary compliance. They consider 'a key component to enhancing voluntary compliance
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Is fairness and simplification. Substantial future efforts should be focused on ensuring and
projecting a tax administration system that is fair and simple. The service will devote
sufficient resources to:

* educating, informing and influencing the taxpayer population;
* advocating simpler and more equitable laws;

* redesigning and simplifying the tax administration system to reduce complexity,
ambiguity and inequity in the laws, regulations, forms and notices;

* improving our ability to administer the laws; and

* correcting unintentional non-compliant behaviour in ways designed to educate the
taxpayer and correct the behaviour in a pasitive mode.'

GCeed

45. A common first step by revenue administrations (Australia, US, UK, Canada and New

Zealand) to reduce compliance costs is to make a commitment to consider these costs when

proposing tax policy changes:

o A commitment to simplify the tax laws." - ATO document 'Future Direction for the
Taxation Office 1987; and

 'To provide an efficient service by keeping to a minimum your costs of complying with
the law." - The Taxpayer Charter, Inland Revenue, UK

NawZedland IRD'sgpproach to conpdliance oot reduction

46. A clear and consistent message from all research is that compliance costs are too high.
In New Zealand, IRD has made a commitment to take positive action to minimise
compliance costs and, where possible, reduce them from their current levels. Accordingly:

 a management objective in the 1993-1994 IRD Corporate Plan, requires IRD to have
regard to tax simplification and compliance costs when considering new legislation or
policies. The Corporate Plan states that "Voluntary compliance is improved by keeping
compliance costs to a minimun;

* customer compliance cost savings is a key element in the selection criteria used to
prioritise IRD's information technology development. For example, the Employer Filing
project analysis identified the major benefit as being savings in customer compliance
costs through employers filing a consolidated form;

« the approach of IRD is to concentrate on identifying the specific areas making up the
greater problem which are within its sphere of influence to eliminate or improve; and

e todate IRD hes:
- established a strategic plan setting out quantifiable compliance cost reduction goals;

- established a Compliance Cost Reduction Unit with a Department-wide mandate to
ensure that the objectives of the strategic plan are realised,

- considered what detailed research and information is required so that the impact of
compliance costs can be fully considered in matters of policy; and
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- implemented information technology systems and processes which enable the
consolidation and linkage of information requirements across tax revenues. As a
result customer contacts and the requirements on customers to provide information
can be rationalised.

47. Research to be undertaken requires information from taxpayers:

« to identify the problems they are experiencing and to what extent they can be attributed
to:

- the policy reflected in the legislation;
- obligations imposed by IRD; and
- the accounting and organisational structure of the taxpayer;

* to quantify the compliance costs being imposed upon them so that the impact of proposed
policy and administrative changes can be quantified; and

* to identify possible solutions.

48. IRD has arranged to undertake a survey of customers by way of focus groups and
face-to-face interviews to determine exactly which aspects of their tax obligations are
incurring the high costs so that any issues which the Department may reduce or minimise
can be acted upon. This research was started in January 1994.

Condusias

49. New Zealand taxpayers are concerned about compliance costs. That was a clear
message in submissions and discussions and is reflected in studies. Compliance costs fall
more heavily on business than on wage, salary and investment income. They are regressive

and fall particularly heavily on small businesses which is of special concern in our economy
where 82 percent of businesses employ less than five staff.

50. The Sandford study of 1991 is the only comprehensive indication of compliance costs
in New Zealand. It assessed compliance costs for PAYE in 1991 at 19 percent of tax
revenue from that source; for FBT at 1.7 percent; for GST at 7.3 percent; and for business
income tax of sole proprietors, partnerships, public and private companies and trusts at 19.6
percent. While its conclusions are subject to various qualifications and there have since been
various changes affecting compliance costs, in both directions, the significance of such costs
for tax collection is clear. Excessive compliance costs, may in their effect, amount to a
hidden tax on commercial activity.

51. High compliance costs are also an economic concern as they may impact on
employment and economic growth by discouraging the start-up and expansion of business.
They are also important because of their potentially detrimental effect on voluntary
compliance.

52. Analysis of 11 studies of compliance costs in various countries suggests that, although
such comparisons are problematic, the compliance cost problems in New Zealand are no
greater than those in other tax administrations. Nevertheless, current information does not
take account of recent additional compliance costs imposed by the use of the tax system for
the delivery of various social policy objectives of the Government such as the Child Support
scheme. (It is anticipated that the planned study being undertaken by the Treasury and the
New Zealand Employers Federation will shed some light on this question.)
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53. There are two critical avenues for dealing with compliance costs problems. First and
most importantly, the tax policy development process must ensure that compliance cost
impacts of new policy initiatives are fully costed and considered, to allow Government to
make appropriate trade-offs between these and administrative and economic costs. Equally,
compliance costs must be a matter for explicit focus in the post-implementation review of
legislation and in the identification of remedial issues requiring legislative amendment in
existing legislation. Comment from tax practitioners, in particular, supports the view that
policy design is the most effective means of addressing compliance costs.

54. The Generic Tax Policy Process (GTPP), designed by the Review Committee, has a
particular advantage in explicitly requiring consideration of compliance cost impacts at
various stages of the process. The reliability of the assessment will be significantly assisted
by the greater involvement of tax practitioners and other advisers, external to the public
service, in this process through a variety of mechanisis.

55. The GTPP provides an appropriate structure for the consideration of compliance cost
issues but the effectiveness of this will in a large part be dependent on the quality of
available information about compliance costs. While, as noted, external advisers can assist,
the principal source of this information will be the tax administration itself. This highlights
the second avenue through which compliance costs can be addressed - that is, through the
operational policies applied by the tax administrator.

56. The question of the balance that must be struck by the administration between reducing
compliance costs and achieving other objectives such as reducing administrative costs, is the
subject of discussion in Section 8 of the Report, Objective of tax administration. It is,
however, very clear that the tax administration must have a major role in addressing
compliance cost issues.

57. This role will require several things of the tax administration:

* provision of effective information on compliance cost impacts for the tax policy
design process;
« an effective focus at the operational level on researching information and identifying

compliance cost issues for various taxpayer groups, so that the information required
above is available; and

* appropriate analysis and use of the information discussed in the previous point to
identify opportunities for compliance cost reduction and assessment of the costs and
benefits associated with these opportunities.

58. IRD has taken steps to develop appropriate strategies by establishing a Compliance
Costs Reduction Unit. As a matter of priority it will strive to improve the compliance costs
information base.

Nate: The Review Committee acknowledges the assistance of the New Zealand Society of
Accountants, the Treasury and the IRD Compliance Costs Reduction Unit in providing
material for this appendix.



Appendix G
Detailed desarption of agenenc tax
policy pracess

Introduction

1 The Review Committee, as part of its terms of reference, has examined the
provision of tax policy advice to Government and believes that the process described
below will make a significant contribution to improved tax policy outcomes for
Government.

2. The main concerns identified by the Review Committee in relation to tax policy
advice prior to the general election were:

Subect metter

The subject matter is complex, with potentially significant social and economic
impacts, and requires close consideration of issues at both a strategic and detailed
level.

Rdes and accountabiliies

At all levels, roles and accountabilities at each stage of the policy development
process need to be clearly and formally defined.

Quality of palicy acMce

Some concerns were expressed to the Review Committee regarding the quality of
policy formation. It is envisaged that the Generic Tax Policy Process, as described
below, may address many, if not all, of these concerns. However, after the Generic
Tax Policy Process is established, a further appraisal of tax polity development is

proposed in order to ‘fine tune' the process, if necessary, and also to identify and
remedy any residual concerns.

Rocess

Concerns were identified relating to the process for the development of policy. These
are set out below as the objectives for the development of the Generic Tax Policy
Process, and are addressed in the remainder of this paper.

(hedives of the Generic Tax Pdlicy Facess

3. The design of the Generic Tax Policy Process (GTPP) has three main objectives:
To encourage earlier, explicit consideration of key palicy dements and trade-oifs
This objective is intended to ensure that the appropriate amount of policy detail is
considered at the appropriate stage in the process. Ministers should not be overly
encumbered by detail but should have adequate information to appreciate the trade-

offs that are implicit in any policy decision. This objective is addressed by the
sequencing and linking of strategic, tactical and operational considerations.

b
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To provide opportunities for substantial external input into the palicy formation
[rocess
In order to increase transparency and provide for greater contestability and quality of
policy advice, the process calls for input from sources outside Government during
policy development at a conceptual stage and at a detailed level.
To clarify the responsibilities and accountahlities of participants in the process
A prerequisite for division of responsibility and definition of roles of each participant,
is a well defined, structured process. Then, as participants are made accountable and
responsible for phases of the process, their performance can be clearly monitored and
appropriate purchase decisions can be taken by Government.

Figure 1 below provides an outline of a Generic Tax Policy Process. This is
followed by a detailed description of the core process, external input and consultation,
and process linkages and feedback loops.

Foure 1 Generic Tax Policy Prooess
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R Govemment -
5 possibly through |
t .
i Docmmion |z Fiscal Strategy Reconcilation with other
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g : 3. Three Year Tax Revenue Strategy*
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A ;
g oo n | [& Roling Three Year Work Programme*
ow degree of . Extemnal input, as appropriate,
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Cutline of aore rooess
Srategic heses

4. Akey feature of the process is a greater focus on strategic planning in tax policy
development and in maintaining linkages with the strategy in subsequent phases of the

ProCess.

5 Strategic consideration relevant to tax policy begins at the overall economic level.
Objectives such as economic growth, price stability and employment may be
considered at this stage and, in adopting its preferred goal/s, the Government should
be able to evaluate the short and long term trade-offs relative to other goal/s. The cost-
benefit analysis required to evaluate trade-offs at this stage will be necessarily broad.

6. The Government, in pursuit of its economic goals, will then be able to adopt a
fiscal strategy which is supportive of those goals. Broad revenue and expenditure
decisions will be required at this stage, such as:

* deciding between more or less expenditure; and

* deciding between more or less revenue and also between sources of that revenue.
(This decision could be expressed as a choice between taxes and borrowing and
how much of each.)

7. The three-year tax revenue strategy then focuses on determining the Government's
preferred way of meeting the need for tax revenue as expressed in the fiscal strategy. It
Is at this phase that choices between base maintenance and protection, and between
base broadening and rate structures will be considered. It is also at this stage that some
broad policy measures may be considered.

8 If, for example, base maintenance and base broadening are selected as the most
appropriate means to achieve the requirement for more tax revenue, as expressed in
the fiscal strategy, then a review of the range of deductions available to taxpayers may
be indicated in the three-year tax revenue strategy. Other options, such as addressing
the capital/revenue boundary, will have been evaluated in arriving at this broad policy
choice.

9. Each strategic phase requires some firm commitment from Government so that
the intent and objectives of specific policy in subsequent phases can be clearly
specified and the policy implemented. Resolutions adopted by Cabinet will need to be
unambiguous and non-conflicting. Further, these resolutions should be communicated
to the public and to participants in the tax policy process so that the background and
framework for any subsequent initiatives are clearly understood.

10. One way of communicating resolutions at the strategic level is through Budget
announcements and documentation. This avenue is also consistent with another
feature of the GTPP, which is the alignment of the planning cycles for tax revenue and
expenditure into an integrated Budget process.

11. The three strategic phases also require reconciliation with the Government's other
objectives. Social objectives such as income redistribution, for example, will require
evaluation against the economic, fiscal and tax revenue strategies. Mechanisms for

6/
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implementing social policy on income redistribution, such as Family Support, often
require use of the tax system which may need to be considered in the context of the
three-year tax revenue strategy. The overall nature and magnitude of the Government's
social programme may also be a matter for consideration at the economic and fiscal
Strategy level.

Tactical pheses

12. The tactical phases of the GTPP are intended to set the 'ground-rules’ for
subsequent development of policy, giving effect to the Government's major strategies.
The core activities associated with the tactical phases are conceptualising, scoping,
sequencing, prioritising, and allocating resources for the development of policy
initiatives.

13, The first of these phases is the construction of a rolling three-year work
programme. The three tasks associated with this phase are described below and
displayed in figure 2

14. The first task in this phase is to consider the scope and overall magnitude (in the
effect of policy, resource requirements, and elapsed time requirements) of each broad
policy. A clear statement of objectives and intents should also be prepared showing
how it is expected that the policy under consideration will contribute to the
Government's major strategies. A preliminary assessment of the feasibility of the
broad proposal could then enable a decision to be taken as to whether to proceed
further with development of the policy.

15. The next task in this phase is the completion of broad policy design sufficient to
suggest options for external consideration. Using the example of deductions claimed
by taxpayers, as mentioned above, it may be logical that a starting point should be the
present tests for deductibility of business expenditure, apportionment between
business and non-business elements and also boundary issues, particularly when
private benefits may occur. A wider consideration of deductibility issues might also
include specific examination of deductions available for interest and depreciation.
This example is not intended to suggest that these areas necessarily require
examination.

16. Further work including preliminary cost-benefit analysis is then required to
develop policy options that can be subject to external consideration. Cost-benefit
analysis during this, and during subsequent phases, should explicitly address
compliance, administration and economic efficiency costs, contribution to the
achievement of strategic objectives, and also:

* social objectives;

* simplicity;,

* certainty (for taxpayers); and

* implementation constraints.

17. External input may then be sought in a 'green paper' context, as discussed below.
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18 The task of the initial scoping and definition of broad policy, and the preparation
and execution of consultation and external input, should proceed concurrently with the
management, prioritisation and ordering of policy, which is the third group of tasks
required for the preparation of the rolling three-year tax policy work programme.
Consideration of issues during initial scoping and definition, and during ‘green paper’
external input, will have an impact on the prioritisation and ordering of policy.

Foure 2 Tasks required for preparation of the three-year work programme

v
Rolling three-year tax policy work programme
Management activity Initial scoping and
' : < »- conceptualisation of policy
Sequencing, prioritising and
estimates of initial timeframes for
tax policy items. $
Management of the other tasks External input at a conceptual
required during this phase. (green paper) level
i
\ 4

19, The second tactical phase is the preparation of an annual work and resource plan.
This phase is linked with departmental purchase agreements and, in determining
funding required for the GTPP, should incorporate consideration of:

* budgeted resource requirements for the detailed development of the items specified
in the rolling three-year work programme for the year ahead,

« estimated timeframes for development, legislation and implementation of policy in
the year ahead; and

* strategy for communication and external input at a more detailed ‘white paper' level
in relation to those tax policy initiatives specified for the year ahead.

20. Resources required for the preparation of the annual work and resource plan and
the operation of prior phases of the GTPP should also be considered. The plan should
include capacity for unknown remedial activity (the treatment of redeemable
preference shares is a past example) as a contingency on the assumption that some
urgent, high priority work will be required.

21. The relationship between the annual work and resource plan and the rolling three-
year work programme has its analogue in the preparation of expenditure estimates.
There is a three-year time horizon, but greatest focus is on the immediate year ahead.
By definition, the rolling three-year work programme and the annual work and
resource plan should be revisited and/or revised on a yearly basis.
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22. As in the first three phases, Government decisions should be unambiguous and
non-conflicting.

Qperationa desss

23. The culmination of the operational phases should be Ministerial, and then Cabinet
approval of policy that is 'ready to go' and fully implementable. The focus of policy
development and external input during these phases should be on adding the
maximum value, consistent with the stated intents and objectives, to the policy under
consideration.

24. First, detailed development work is required by officials to give effect to the
intents and objectives specified in the rolling three-year tax policy work programme.
More specific and detailed cost-benefit analysis, as described in paragraph 16, should
be conducted at this phase.

25. Using the example of business deductions, as developed earlier, work during this
phase could include consideration of areas such as:

» evaluation of depreciation rates and formulae for specific asset types;

* strengthening substantiation requirements for deduction of expenditure by
businesses yielding private benefit; and

« application of the removal of deductions for interest in specific instances.

26. Secondly, evaluation of alternatives should occur during detailed development
and include more specific, detailed (and accurate) cost-benefit analysis.

27. The outcome of this detailed development work should be presented in the
equivalent of a white paper, for the approval of Ministers and Cabinet. The detailed
policy proposal should then be the subject of a further phase of external input and
consultation as described below.

28. Any recommendations on the implementation detail* and/or specific
modifications to policy, as a result of external input at the white paper stage should
then be subjected to rigorous analysis by officials.

29. Another important activity during this part of the GTPP is communication by
Government with interested parties about the specific nature of the policy under
consideration, including the intents and objectives of that policy. Effective
communication by Government should aid in the provision of constructive external
input.

30. Legislative drafting may occur during the development of detailed policy design
by officials, or as part of the consultation and external input sought in the next phase.
Alternatively, legislation could be drafted during the legislative phases, after the
policy has Ministerial and Cabinet approval.
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Legdative deses

3L The legdative phases in the GTPP are viewed as being much the same as at
present. However, prior phases of the process will have meant earlier and more
thorough consideration of policy against Government's strategic objectives and more
contestability in the advice given to Government (through more formalised external
input at a variety of levels). As a result, the legislative phases, particularly the select
committee phase, should proceed more smoothly than at present.

32. Operation of subsequent phases is also expected to be smoother given the factors
mentioned above.

33. The legislative phases include:

* legislative drafting (Which can occur anywhere in the process from the detailed
development of policy through to the select committee phase);

 Ministerial then Cabinet approval of legislation. (Ministers ensure that the draft is
consistent with the policy intent and then refer the draft through the necessary
Cabinet committees);

« introduction of the Bill into the House (and the first reading);
* the select committee phase; and
* passage of legislation (including the second and third readings).

Inplementation and reviewdesss
34. Another area of increased focus within the GTPP is in the treatment of policy and
legislation after the legislation has been passed.

35. Implementation of tax legislation will occur as at present and include:
« implementation of computer and people-based systers;

o staff training;

* taxpayer and practitioner communication and education; and

* enforcement strategy.

36. However, the implementation phase should be smoother due to the more thorough
and considered process which has preceded it.

37. A new feature contained within the GTPP is the systermatic review of legislation
after it has been passed.

38. After a set period, specified at the time the detailed policy is approved and during
which the operation of the legislation could be monitored, the review would tackle the

following questions:

* Is the legislation effective given the intents and objectives of the policy?
« Can the legislation be improved given the intents and objectives?
 Have the intents and objectives changed?

 How effective/efficient was the policy development process?
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39. The last phase of the GTPP, although not necessarily the last in chronological
terms, is the identification of remedial issues. Remedial issues may be identified as a
result of the post-implementation review described above, or they may be detected on
an on-going and ad-hoc basis through experience gained in administering, and
working with, policy and legislation.

40. The key avenues for identification of remedial issues, other than through formal
review, will be through:

« audit of taxpayers' returns;
« general administration; and
» contact with taxpayers and practitioners.

41. Linkages between policy development and operation of the tax system need to be
comprehensive, routine, and passibly more formalised and systemetic.

42. The process allows for the fact that identification of remedial issues may be a
significant source of important policy development work.

External input and consuitation

43. More formalised external input and consultation are proposed at six different
phases of the GTPP. These phases are:

* at the green paper stage, where policy options acceptable to Government are being
considered (external input could be useful in developing these options for
discussion, as well as in making any contribution to the overall discussion); and

* at the white paper stage, where detailed design issues are being discussed to enable
the policy to be implemented and to best fulfil the Government's stated intents and
objectives; and

* during the legislative drafting phase, to ensure that the translation of detailed policy
into legislation reflects all of the value added at previous stages; and

* during the select committee phase, to make submissions, as at present, and possibly
for any consultative committee to explain the intent of their policy
recommendations to the select committee; and

o at the post-implementation review phase, to assist in the review of current
legislation, as outlined above.

44, At any of these stages in the process there is a 'toolbox' of potential instruments
which can be selected, as appropriate, to generate external input. These are described
below.

Seoondrent of personnd from the private sedtar

Full-time secondment from the private sector to the policy development agencies may
be appropriate if expert personnel from outside Government are required ‘on tap' for
consideration of policy initiatives, or if a closer, and more direct, working relationship
between Government and external personnel is preferred.
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A pandl of private sectar acMsers contracted to provide acvice

For more general issues, especially at the green paper level, a wider range of opinions
may be sought on a regular basis. A panel of private sector advisers with some
stability of membership (yet some provision for rotation) and with members drawn
from a variety of occupational groups, may broaden the consideration of policy issues
and add significant value.

Consultative conmittees constituted for speafic isses

For specialised and technical issues, especially at the white paper level, groupings of
appropriate  subject-matter experts may add the most value to policy under
consideration.

Public submissians on prgposals contained in green or white papers
Public submissions can be used in conjunction with the tools described above, or they

can be organised separately after the release of a discussion document at either the
green or the white paper stage.

FPosslde retention of consultative conmittees through the sdedt committee
process sothat they may explain the intent of their policy recommendations

This could also extend to members of any advisory group appearing before select
committees to explain the intent of their policy recommendations. The aim is to
provide some continuity between the advice tendered to Government, and the issues
considered by the Parliamentary select committee during the legislative phases.

45. When advice is purchased from outside Government through semi-permanent
advisory panels or secondment of private sector advisers, the contractual arrangements
should provide for the extension of public service free and frank advice conventions,
and obligations, to the external advisers. This extension will provide a measure of
protection both for the advisers (Who will feel free to tender their best advice to
Ministers and Government), and for the Government (as these advisers will have
similar duties of care and responsibility to their public sector counterparts).

Fracess linkages and feedbadk logs

Time linkages and simutaneous phesss

46. Although each phase of the GTPP is described sequentially, many are linked in
time, and some will occur almost simultaneously.

47. If the Government publicises the output from the strategic phases in the Budget,
then the timetable for completion of these phases will need to be co-ordinated
accordingly. A further linkage at the strategic level is implied through the
reconciliation of the Government's economic, fiscal and tax revenue strategies with
other objectives.

48. Also, if the rolling three-year work programme and the annual work and resource
plan are to give effect to the Government's three-year tax revenue strategy as
announced in the Budget, then work on these three phases may need to proceed almost
simultaneously. Given the significant amount of work that will be required to produce
a three-year tax revenue strategy and, in particular, a rolling three-year tax policy work

3



APPENDIX G A GENERIC TAX POLICY PROCESS

programime, it is likely that there will be an on-going programme of research in these
areas throughout the planning period.

49. The GTPP does not prescribe optimal timing for legislative drafting, indicating
that drafting may occur at any phase from detailed tax policy design through to
alterations to legislation as a result of consideration by select committee.

50. As the development of many major policies is likely to take more than one year, it
is likely that, at any one time, different items of policy will be at different phases of
the process. Work scheduling and resource planning will therefore require sufficient
flexibility to cope with the tracking of individual policy items through the GTPP.

Feedboack loops

51. Policy modifications may be considered at any of the following stages of the
process and have implications for earlier phases:

* detailed consultation and communication;

 Ministerial and Cabinet sign-off of policy;

o select committee;

* post-implementation review; and

* identification of remedial issues.

52. Depending on the nature and degree of any modification suggested at any of the
above phases, reconsideration of policy may be required at the following phases:

o detailed policy design (if the modification is consistent with the intents and
objectives set out for the policy and can be achieved within existing timeframes
and resources);

« annual work and resource plan (if the modification is consistent with the intents
and objectives set out for the policy but requires additional resources or alteration
of timeframes);

« rolling three-year work programme (if the modification is consistent with the three-
year tax revenue strategy but some alteration is required to the intents and
objectives set out for the policy); and

o three-year tax revenue strategy (in the event that consideration of any policy
indicates that some alteration is required to the tax revenue strategy).

53. The GTPP includes the possibility that, even after more thorough evaluation of
policy ideas at the strategic level, and even after increased external input at two stages,
the Government may decide that the detailed trade-offs specified in any policy require
some modification to be made. The feedback loops specified in the process will help
ensure that debate which raises higher concerns is considered at the right level.

Condusion
54. The adoption of the Generic Tax Policy Process as proposed by the Review

Committee, and Government's clarification of responsibility and accountability for tax
policy development, will make a significant contribution to improving the quality of

A
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tax policy formation. These improvements directly address the concerns identified by
the Review Committee relating to the process of tax policy formation and should
indirectly address other policy formation concerns over time.

55. These improvements will result in a significant positive change in the way that
tax policy is developed relative to the past. This change will require a period of
adjustment, including time to implement new procedures.

56. In particular, some adjustment will be required as departments realign their
resources to concentrate on their areas of greatest comparative advantage.

57. It is suggested that a further appraisal of the quality of policy formation be
completed by the Department of the Prime Minister and Cabinet within 12 months of
the process being implemented (ie before 31 December 1994) to examine:

* how the Generic Tax Policy Process is working in practice; and

 whether there are any outstanding problems with any aspect of the quality of tax
policy formation.

58. If at this time concerns about the quality of tax policy formation still exist, then it
should be considered whether:

» the Generic Tax Policy Process has been successfully implemented and/or requires
amendment in the light of experience; and

« any more detailed examination of any aspect of tax policy formation is appropriate.
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1 New Zealand income tax legislation is complex, detailed and difficult to
understand.

Initially income tax waes a relatively minor tax contributing modest revenue to the
Government. For many years, however, it has been a mass broad based tax and has a
significant impact on the functioning of the economy. The subject matter itself is
complex and in a modem economy the tax system has to be tailored to a great range of
commercial circumstances, national and international. It is necessarily sophisticated in
its reach and coverage.

2. All that accepted, from the perspective of good tax administration there are two
major problems with present income tax legislation. One is that in its design it does
not meet modem requirements of tax collecting. It is deficient in two respects. The
original administration base for the legislation dates back to 1916 when the tax
liabilities of the limited numbers of taxpayers were individually assessed. In the world
of the 1990s the processing of taxpayers' returns and the receipt of tax payments is
largely mechanical. At the same time, sophisticated audit and enforcement
programmes have been developed.

The other design deficiency is that layers and layers of major changes and new
regimes have been added on over the years without any attempt until recently to
reorder and rewrite the legislation in a coherent form

3. The basic legislative structure dates back to the Land and Income Tax Act 1916.
The re-enactments of 1923, 1954 and 1976 (which for the first time separated the two
taxes into two statutes) were consolidations incorporating all the amendments since
the previous enactment. They were not revisions shaping the legislation to meet the
current needs. So the present legislation is very dated. It has also grown
extraordinarily as the folloming information shows.

Year of erecnent Noof ssdias NDOf pegEs

1916 10 43

193 177 8

154 26 10

19/6 416 53
(19Breirt of 19/6 83 A8
Act and amendiments)

4. The Australian experience is similar. The Joint Committee of Public Accounts of
the Australian Parliament in its report 'An Assessment of Tax (ATO Report) of
November 1993 noted that when it was first passed in 1936, the Australian legislation
covered 126 pages, but had grown to over 5000 pages. The ATO Report identified
complexity, uncertainty and the legislative style and manner of expression as major
difficulties. The ATO Report recommended what it described as a priority
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simplification redraft within two years and the full simplification of the Act within
five years (para 5.39).

5 Following the recommendations of the Waugh Committee in 1990 and the
Second Report of the Valabh Working Party in 1993 on the Reorganisation of the
Income Tax Act 1976, the New Zealand Government has committed itself to the
rewriting of the tax legislation over a five-year period. The first step has been the
reordering of the income tax legislation by the Working Party. The Working Party's
draft legislation is before the House of Representatives.

That will provide the base from which the rewriting of the legislation can be
carried through. In that process the administration machinery will be updated.

6. Inthat update it will be important for the drafters to keep in mind the distinction
In structure and processes which the Organisational Review is drawing between
adjudication and operations. In the current legislation there are hundreds of references
to specific functions and powers of the Commissioner. The present drafting approach
and terminology do not distinguish adjudication from management. With a view to
emphasising that difference and to allowing for the clear separation of the
Commissioner and Chief Executive roles, so far as practicable, the distinctive
functions and powers of adjudication should be identified and reflected in the drafting.

7. The second major problem with the present income tax legislation is the drafting
approach itself. Certainty and precision are sought through the detailed expression of
policies in the variety of complex circumstances in which they will operate. In the
result the intent is often blurred in a torrent of convoluted language.

Simplicity of expression is recognised as one of the criteria of a good tax system,
and sentence length is an indicator of readability and comprehensibility of the
legislation. An empirical study of the readability of New Zealand tax laws carried out
by Tan and Tower was published in Australian Tax Forum 9 (1992) 355. The study
focused on income tax and GST amendments which had been passed after the Waugh
Committee had strongly recommended that tax legislation be drafted in simple and
clear language understandable to the ordinary taxpayer so that the intent of the
legislation is clear. The study revealed that the average sentence length of the survey
sample of income tax amendments post-Waugh was 135 words. After examining
other indicators of readability including word length (syllables) and the use of the
passive voice and comparing the results with pre-Waugh legislation the study
concluded that no progress had been made in simplifying the tax law to make it more
readable and understandable. It concluded that tax legislation appeared to be very
difficult to read by a high percentage of taxpayers.

The authors of the study made a similar study of Tax Information Bulletins and tax
return guides. Their conclusions were that the usefulness of Tax Information Bulletins
appeared to be limited to individuals with a high level of education and that only the
tax return guides were written in a simple fashion.

In a 19%4 study by Tan and Tooley, 69 percent of the tax practitioners surveyed
considered tax legislation difficult to read. In commenting to the Review Committee
on those findings, IRD agreed that tax legislation wes very difficult to read and
understand.
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It is obvious that those comprehension problems must have a direct bearing on the
difficulties and so the cost of administering the legislation and the cost of complying
with the legislation.

8. The only way to improve the position is to change the drafting approach so as to
seek greater simplification and clearer expression of the intent of the legislation. The
object should be to aid to the maximum the reader's understanding of the text. Two
steps were recommended by the Working Party on the Reorganisation of the Income
Tax Act 1976

* adopting draft guidelines which prefer plain words, short sentences, short sections
and the use of active voice and the present tense.
A striking example of what can be achieved is the Working Party’s redrafting of
the core provisions of the Income Tax Act in 14 simply expressed sections and five
pages of legislative text; and

* stating the purpose and principles of the particular measure.

9. The standard judicial approach to the interpretation of legislation is to consider its
purpose, scheme and language. Clear statements of the policy intent and underlying
principles in setting the rules for determining tax liability would assist all users of the
legislation. A different drafting style which may be appropriate for other legislation
will not meet the needs of tax legislation. If that approach is taken there should be less
justification for attempting to identify and provide in detail for every conceivable fact
situation.

The importance of a changed approach to legislative drafting was recognised by the
Minister of Finance and Minister of Revenue when receiving and tabling the Working
Party report in the House. They said:

The Governent is determrined to achieve a better understoad tax system Its objective is nore logical,
coherent and understandable taxation legislation. The achieverrent of this olgjective will help reduce
conpliance oosts. The rearganised legislation will itself significantly contribute to this am The
structure of the legislation devised by the Working Party will nmeen thet the policy intent of the
legislation will ke dde to be nore quickly understood. Perhgps more inportantly, the restructured
legislation will provide asound and durable foundation for sinplification s the legislation is reviewed
and arended in the future. The Governmrent strongly supparts bath these djedtives.

10. There will always be difficulties in applying tax legislation in marginal cases,
however it is drafted. In these borderline cases clear language and structures and clear
statements of intent will facilitate understanding and resolution of the problem. \What
IS even more important is that the legislation is easy to administer and comply with in
the great mass of cases not near the borderline. There, the key is the clarity of the
intent and of the style of drafting.

Better, more understandable legislation, will produce substantial savings in
administration costs and compliance costs and will at the same time enhance the
voluntary compliance strategy.
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Cotestede

Aetorer ssgrat

Deedneigh lossss

Desgn

District Cffice

Eooomesof e

Fooromes of sage

HP
BHO
Hedronicfiling
FBT

In this Report, used to describe a situation where a set of services
provided by the IRD is opened up to other potential providers

Chief Operating Officer
Child Support

Child Support Agency

Customer Service Centre. A relatively smell office providing direct
customer contact services, typically not necessarily limited to)
counter enquiries. This type of office is proposed in the Report

A separate and distinctive group of taxpayers forming the besis for
structural units

Debt and Retum (a functional unit within IRD). Also a
class of outputs for Parliamentary estinmetes

The direct and indirect oosts arising fromthe distortions introduced into
the by taxation, such as in behaviour because of the
existence of taxes. Also known as the 'excess burden' of taxation

The celivery of tax outputs through field and Head Office units

Refers to the establishment (‘design) of operating policies and
procedures for IRD's operational units

Current local tax offices, undertaking all or nmost of the functions
required in that locality

Departrment of Prime Minister and Cabinet
Departrment of Social Welfare
Refers to efficiency savings thr increasing the quantities of goods

and services produced at a single location

Refers to a situation where there are savings through the sinultaneous
production of a wide range of goods and services at a location or within
an agency

Electronic Deta Processing

Eoual Enployment Qpportunities

Submission of tax returns by electronic mears rather than 0on paper
Fringe Benefit Tax



Feld Gatre

Firel Adudication

HRST

Quiputs/output desses

A relatlvely large field office undertaking all functions and provi gj
arxlght of, and specialist support services for,
Satelllte offices and Qustorrer Service Centres,  This type of office is

proposed in the Report

A functional unit concerned with high level adjudication, especially tax
reassessments in contentious cases

Future Inland Revenue Systens and Technology. This is IRDs
integrated informetion system

Government Conputing Services
Gross Domestic Product

Guaranteed Minimum Family Incore
Goods and Services Tax

Gereric Tax Policy Process

Human Resources

Applications for rulings in pending proceedings, eg disclosure of
relevant documents

Inland Revenue Departrrent
Internal Revenue Service (USA)
Information Technology

A senior menagemert group within IRD, consisting  of the
Commissiorer, DeputyOomnssmnersandReglonal Controllers

IMinister of Revenue

Actual revenue, less administration costs
New Zealand Society of Accountarts
Officials' Tax Committee

The IRD unit that undertakes the mess printing and  meiling of foms,
notices and cheques arising from autoneted activities

Cutputs are the goods and services produced by a department.  For

reporting and accountability purposes, similar outputs are grouped into
output classes




RAC

Regiordl Office

Renedidl legisiation

the 'Revence
Ruling/binding ruling

RWT
Sadlite Office

In the context of non-commercial public sector agermes refers to the
Minister's interest (on behalf of the Government) as ‘owner’ of the
agency in ensuring that the agency hes the ability to produce desired
outputs, to an appropriate cost and performance standard, in the future

Pay-As-You-Eam  Refers to the deduction of taxes as income is eamed
Parliamentary Counsel Office

Prescribed Payments System

Awitness is said to be privileged in relation to a metter when he or she
will not be coneelled to disclose that metter in evidence

An office whose primary task is the centralised hlgr? volune processing
of payments, tax retums and other activities through the FIRST system

Refers to a Minister’s interest and responsibilities for determining which
outputs the Minister (on behalf of the Government) will purchase froma
departrent at an appropriate cost and performance d

Personryear. A person year is the equivalent of ore full-tine staff
member working throughout the year

Revenue Administration Audit. A proposed audit of the tax
administration to ensure that there are adequate intemal guicelines for
the exercise of care and within IRD, and that these
quickelines are being followed

Revenue Assessment and Collection (a functional unit within IRD).
Also aclass of outputs for Parliamentary estinmetes

Regionally based offices, in four geographical aress, responsible for
co-ordinating service dellvery of district offices. %glonal Offices also
uncertake some specialist functions

Legislation enacted to remedy deficiencies or omissions in previous  tax
legislation

Atermoovering the tax administration and tax revenue

Aruling is an interpretation of the application of tax law issued by the
Commissioner of Inland Revenue.  If the ruling is a binding ruling, the
Commissiorer is then dbliged to honour the ruling previously given
Resident Withholding Tax

An office reporting to the nearest Held Centre, which undertakes the
mejor activities required at that location. This type of office is proposed

inthe Report
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Waugh Committee TheTax Sinplification Consultative Committee (1990), chaired by John
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