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Revenue Canada

Goods and Services Tax:
Returns Processing and Audit

Main Points

16.1  We found that Revenue Canada’s Summerside Tax Centre, until recently its sole GST processing centre,
has steadily become more efficient. It has streamlined several processes, enhanced its error correction procedures,
reduced unit costs and improved the timeliness of its processing operations. As a prelude to decentralizing the
processing of GST returns, Revenue Canada further simplified its processing procedures. The results of a pilot test
point to further efficiency gains.

16.2 At present, standards for returns processing tend to place insufficient emphasis on quality, accuracy,
timeliness and unit cost, and the use of performance information is hampered by problems with the availability
and reliability of data. Better performance measures would help to manage interest costs and improve service to
registrants.

16.3 Revenue Canada can do more to improve the performance of its set of automated validity checks. These
checks are the cornerstone of its pre-payment audit program. However, they are not particularly discriminating in
their initial targeting of inappropriate refund claims. Revenue Canada also needs to consider reviewing and
auditing returns on which refunds are not requested at the same time as it conducts pre-payment audits of refund
requests.

16.4  Many of Revenue Canada’s post-payment audits consume too many staff hours and go on for too long.
Revenue Canada needs to help its auditors shorten their audit times by providing closer supervision and by
encouraging better planning, execution and control of audit work. Audit performance may also be improved by
better selection of registrants for audit.

Background and other observations

16.5 The introduction of the Goods and Services Tax (GST) in 1991 had a huge impact on Revenue Canada’s
activities. The Department had to develop a completely new processing operation and techniques to verify the
accuracy of the returns submitted by almost 2 million registrants, ranging from small entrepreneurs to
multinational corporations.

16.6  In 1993, Revenue Canada opened a new tax centre in Summerside, Prince Edward Island to process all
GST returns and rebate forms from non-Quebec registrants. (The ministere du Revenu du Québec administers
GST processing and audit of Quebec registrants.) The Summerside Tax Centre employs the equivalent of about
660 employees and has an annual operating budget of about $28 million.

16.7 Revenue Canada now processes about 5.5 million GST returns each year, as well as 200,000 domestic
rebate forms and 3 million remittances from GST registrants.

16.8 The Department has begun to decentralize a portion of its GST processing activities to tax centres across
the country. The processing of rebate forms will continue to be done in Summerside.
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16.9  While, in general, GST returns processing is a tax centre activity, Revenue Canada’s audit programs are
performed by auditors in tax services offices across the country. There are two major audit programs. The first is
the pre-payment audit program, which accounts for about 25 percent of auditor time. After the data have been
processed but before refunds are issued, Revenue Canada applies a variety of automated validity checks to ensure
that requests for refunds are appropriate. The checks are designed to capture the requests with the highest risks of
non-compliance. The captured refund claims are sent electronically to tax services offices across Canada for
review and, in some cases, for audit. In 1997-98, the GST pre-payment audit program resulted in assessments of
about $165 million.

16.10 Revenue Canada also performs post-payment audits. These audits account for about 75 percent of auditor
time and focus not only on particular returns but also on registrants with the highest risk of nhon-compliance. In
1997-98, this work resulted in assessments of about $355 million.

16.11 We examined the efficiency and effectiveness of the GST returns processing and audit functions. The
efficient and effective use of resources is important because it has a direct impact on protecting the public purse
and improving service to registrants.

Revenue Canada’s responses to our recommendations are included in this chapter. The Department is in
agreement with the seven recommendations, and its responses describe a number of actions that have been
completed or are in progress to deal with them.
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Introduction registrants. Revenue Canada administers
the GST for the approximately
) 1,925,000 registrants outside Quebec.
GST in general Under a 1991 agreement between the

16.12 The GST is a multi-stage sales governmen: OI Canida iﬂd th_e istere d
tax levied on taxable goods and services. overnment of Quebec, the ministere du

“Multi-stage” means that the GST app"eSRevenu du Quebec administers the GST Revenue Canada

on behalf of Revenue Canada for
O g o e 9000 4 primatly 486000 regitants n_ adminiters th GST

suppliers through intermediate Quebec. The ministere uses Revenue  for the approximately

: Canada’s guidelines and policies but
producers/suppliers to consumers. To ; . . 1.925.000 registrants
ensure that the value added at each Staggroduces its own audit strategies and T g

of the supply chain is taxed only once, a administrative procedures. The GST outside Quebec.

mechanism exists by which suppliers Canadministered by the ministére is recorded

obtain a refund of GST paid on their in Revenue Canada’s databases.
purchases. (Suppliers of exempt goods af@ 16 The Harmonized Sales Tax

services are exceptions to the rule; they (HST) collected in three of the Atlantic
are effectively treated as consumers.) A provinces is an integral part of the GST

claim for recovery of GST paid“(_)n a program. For simplicity, in this chapter the
business input is known as an “input tax o ST also includes HST.

credit.”

16.13 GST registrants must submit Returns processing

returns to Revenue Canada on a monthly, )
quarterly or annual basis, depending on 16-17 The processing of GST returns

their sales volumes. GST charged to and rebate forms begins when incoming

customers and input tax credits claimed diail is opened and sorted by type of

purchases are both recorded on the returfocument (see Exhibit 16.1). At this point,

If the total GST charged by a registrant the documents are identified and checked

exceeds the input tax credits claimed, thd© completeness and special conditions,
registrant is expected to remit the excessSUch as attached correspondence and

to Revenue Canada. This is known as a Payments. The returns and forms are
“debit return.” If input tax credits claimed placed in batches and sent for document

exceed the GST charged, the registrant preparation and data capture. Information

seeks a refund from Revenue Canada. [rom the returns and forms goes into the
This is known as a “credit return.” GST mainframe computer system. The

documents with errors go to the error
16.14 Depending on the nature of their corrections section. There, to the extent
operations and their circumstances, possible, errors such as incomplete
registrants may also be eligible for variouseturns, incorrect registrant names and
rebates. For example, municipalities are business numbers, incorrect reporting ~ Revenue Canada has
eligible for a rebate designed to lower theperiods, and mathematical errors are begun to decentralize
effective rate of GST applied to them.  corrected. At times, in order to obtain )
Rebate entittements may be included in correct information, departmental officers GST processing.
GST returns and, if they are large enoughcontact the registrant.

to offset the net GST otherwise payable, _ ,
they will produce a credit return. In other 16.18  Until recently, Revenue Canada’s

cases, rebate entitlements are claimed orpdMmmerside Tax Centre was responsible

separate form. for processing all GST returns and rebate
forms sent in by non-Quebec registrants.
16.15 In May 1999, there were Revenue Canada has begun to

approximately 2,411,000 active GST decentralize a portion of its GST
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Automated validity
checks select about
30 percent of the
credit returns and
rebate forms; about
97 percent of the
items selected are

subsequently waived.

Exhibit 16.1

processing activities to tax centres acrossl6.20 Automated validity checks select
the country. Rebate forms will continue toabout 30 percent of the credit returns and
be processed in Summerside. rebate forms. These items are
automatically referred to tax services
offices across Canada according to the
registrant’s location (see Exhibit 16.2).
There, a departmental officer brings up on

Pre-payment audits

16.19 After data from GST credit a computer screen information about the
returns and rebate forms have been selected items. The officer examines each
captured in the mainframe computer item, and considers such factors as
system, a series of automated validity  industry type, prior filing history and prior
checks is applied to the data (see audit results. The officer then decides

Exhibit 16.1). These checks are intendedwhether to pay the amount claimed (called
to detect credit returns and rebate forms “waiving” the item) or to conduct a more
that may not comply with legislation or in-depth examination. About 97 percent of
that may warrant investigation for some the items are waived. Generally, for the
other reason. In other words, automated approximately 3 percent of items

validity checks are based on the requiring further examination, an officer
Department’s assessment of risk contacts the registrant to ask for more
associated with credit returns and rebatesnformation and/or documentation. If

and reflect its policy of periodic scrutiny. satisfied, the officer approves the item for

Processing and Pre-Payment Audit - Summerside Tax Centre

FROM
REGISTRANTS

PROCESSING

PRE-PAYMENT

Remittances Credit Returns Rebate Forms Debit Returns

Review and correction of such matters as incomplete returns, incorrec

Bank Deposits ' ] . > ;
registrant data, incorrect reporting period, and mathematical errors

Y

Credit return, rebate form and debit return information entered into the
registrant database

Y
Automated validity checks applied to

AUDIT credit returns and rebate forms only

Returns/rebates not selected by Returns/rebates selected by the

the automated validity checks automated validity checks
Public Works and Governmeit Credit returns and rebate formg
Services Canada instructed tp sent electronically to the
produce cheques and send t applicable tax services offices
registrants for further review
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payment; if not satisfied, the officer
adjusts or rejects the item.

find problems with refunds that were paid
in the past. This is the purpose underlying
the post-payment audit program.

Post-payment audits 16.22 Post-payment audits are handled

by the tax services offices (see

Exhibit 16.2). Relying heavily on their
aimed at preventing inappropriate knowledge of the registrant population,
payment of refunds claimed on credit external sources, leads from other areas of
returns and rebate forms. This means thathe Department — for example,

the activity is focussed on detecting pre-payment audit or income tax — and
overstated or ineligible input tax credits analysis of departmental databases, teams
and rebates. However, Revenue Canada of post-payment auditors select registrants
also wishes to find other kinds of for examination. They normally select
non-compliance with the many registrants who are expected to represent a
requirements of thExcise Tax Ag¢tand to high risk of hon-compliance.

16.21 Pre-payment audit activity is

Exhibit 16.2

Pre-Payment and Post-Payment Audits - Tax Services Offices

PRE-PAYMENT AUDITS POST-PAYMENT AUDITS
Credit returns and rebate forms sent Registrant selected for post-payment auit
SOURCE/ electronically to the applicable tax as either a national or local initiative
INPUT services offices for further review
AUDIT Tax Services Offices — Decisions Tax Services Offices — Decisions
WORKLOAD e Waive (approve for payment without Determine scope of work and develop

audit); or
e Pre-payment audit required

audit program

Approved for
payment

Audit

Auditors review specific
documentation, perform
selected audit procedures, etd.

Approved with
no chang

Y
Public Works and Governmen|

Services Canada instructed td _ (where applicable)

Rejected/
Adjusted

\J

Notice of assessment sent to
registrant

produce cheques and send tof
registrants

Report of the Auditor General of Canada — September 1999
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16.23 In 1997-98, the GST Observatiﬂns and

pre-payment and post-payment audit .
programs resulted in assessments of abold@commendations

$520 million. The net revenue assessed
In 1997-98. the GST was approximately $624 per direct audit GST Returns Processing
J

hour.
audit programs GST processing centre has improved its
resulted in Focus of the audit efficiency
16.25 The GST document processing
assessments of 16.24 Exhibit 16.3 illustrates a facility, located in the Summerside Tax
about $520 million. simplified GST administration framework Centre, started operations in October

patterned on Revenue Canada’s official 1993. In 1998-99, the Centre processed
activity structure. Our audit examined theabout 5.5 million GST returns,

efficiency and effectiveness of Revenue 200,000 domestic rebate forms, and
Canada’s GST returns processing and 3 million remittances. It employs the
audit activities. Further details are found equivalent of about 660 full-time

at the end of the chapter in the section employees, and costs about $28 million a

About the Audit. year to operate. This includes the
Exhibit 16.3 Facilitation
. . Provides forms, interpretation bulletins, advajpce
GST Administration at rulings and answers to inquiries
Revenue Canada
Collections
Collection of GST owing
Registrant Database Processing Audit Policy and Legislation
Maintenance of complete Prompt and accurate Audit to ensure that Issuing of policies and
up-to-date and accurate processing of: registrants are complying assistance in developing
database of registrant " o remittances > with their obligation to and amending legislation
information e GST returns report complete apd
accurate information and
o rebate forms ; L
calculate their tax liability
e refunds requested

l

Dispute Resolution

Review of notices of
objection and handling of]
appeals to courts

1

Monitoring and Reporting

Maintenance of appropriate information systems for use by departmegntal
officials and for reporting to Parliament on GST administration

Our audit dealt primarily with the shaded boxes. We did not audit the processing of remittances.
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equivalent of about 65 full-time
employees and $1.4 million for income
tax and excise tax processing.

16.26 GST registrants have to file
returns monthly, quarterly or annually,

depending on their sales volumes. Retumsyocessing fell from approximately $3.48

are generally due toward the end of a
month, resulting in 12 peak volumes a

Revenue Canada — Goods and Services Tax:
Returns Processing and Audit

16.28 We calculated that the unit cost

of processing a standard return that has no

errors fell from about $0.66 in 1995-96 to

about $0.37 in 1998-99. Similarly, for

returns accompanied by a payment but

containing errors, the unit cost of - .
Efficiency gains have

in 1995-96 to about $1.91 in 1998-99. bheen made in several

Taking 1998-99 document volumes and

year, with higher peaks for the quarterly ysing the 1995-96 and 1998-99 unit cost&r€as-
and annual periods. To accommodate thigye calculated that efficiency gains

fluctuation, the Department must be
flexible when allocating resources. We

between the two years amounted to about
$2 million.

found that the rate at which documents are

processed varies during the year but, as The use of performance measures and

noted in Exhibit 16.4, about 90 percent Ofbenchmarking for GST processing is
the documents get processed within limited

16 days and most of the remaining
workload is processed in the next 45 days:6-29 Good management of GST
The percentage of transactions processedleturns processing involves handling a

within 16 days has generally increased.

16.27 Managers and employees in
Summerside and at headquarters have
worked together to streamline several
workflows. Efficiency gains have been
made in several areas: mail extraction
processes have improved; redundant
document preparation work has been
eliminated; data capture methods have
been improved; and error correction
procedures have been enhanced.

Percentage Completed

given volume of documents according to
specified standards for quality, accuracy,
timeliness and unit cost. At present,
Revenue Canada has a lot of historical
information on volumes of production, but
less data on quality, accuracy, timeliness
and unit cost of processing. Although
information on cost and production
guantity exists in tax centres and at
headquarters, management does not take
full advantage of it to optimize the use of
resources and further improve efficiency.

Exhibit 16.4

100
Average Time to Process Documents -
- 1995-96 to 1998-99
80 < .
~ .
/
/ 4 ‘
60 II ,/
/ — — — 1998-99
/ ’
40 S s e 1997-98
) 1996-97
20 — 1995-96
0 | 4/ | 4/ | |

Cumulative Elapsed Days to Process Documents

31 60 90 90+

Source: Revenue Canada
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Management does not
take full advantage of
available information.

Since 1993, Revenue
Canada has not
undertaken
benchmarking
activities with

other large
processing centres.

16.30 About 40 performance standards Department’s responseThe Department
were recently established for processing fully agrees with the importance of
operations at the Summerside Tax Centrestandards for returns processing. In
However, only volume output information 1997-98 the Department began a project
is used. Very few efficiency measures  to significantly improve GST/HST returns
have been developed and reported. Also,processing and establish performance
standards deal mostly with units measures using the Balanced Scorecard
completed per hour but do not specify theapproach. Existing processes were
expected level of quality, such compared with best practices in other

as percentage of errors and percentage revenue lines within Revenue Canada and
completed in a specified time period. concepts were imported from elsewhere, in
Another shortcoming of some standards iparticular the manufacturing industry.

that they may be aggregated to a point These improved processes are captured in
where relevant information is lost. For  the revised GST/HST Accounting and
example, the focus is on the number of Processing Procedures (GAPP) manual
documents in the work-in-progress file asthat describes how processing is now

opposed to, say, the age of the being performed. As noted in
work-in-progress items at peak and paragraph 16.54, these changes have
non-peak times for given types of already produced measurable
transactions. improvements.

_ Key activities were identified as part of
16.31 Since 1993, Revenue Canada hag,e development of the new GAPP, and as
not undertaken benchmarking activities poted in paragraph 16.30, about
with other large processing centres to  4q performance standards have been
assess the quality of its practices and  astaplished. The next step will be to
technologies. The performance standardsdevek)IO a Balanced Scorecard of
have not been compared with similar  standards, including quality, accuracy and
measures used in other government timeliness. The first task will be to confirm
processing operations such asthe  the desired quality and accuracy
ministére du Revenu du Québec, orin  characteristics through a survey of client

private industry. In the context of the newpeeds, and benchmarking of performance
Canada Customs and Revenue Agency, |evels attained by other revenue

benchmarking against similar administrations and private industry. It
organizations could indicate whether somgnguid be noted that the move of GST/HST
service delivery options — such as processing to multiple tax centres provides

contracting out — would further improve ihe penefit of closer internal

efficiency. benchmarking against other revenue lines
and between centres.
16.32 Revenue Canada should update
its GST returns processing standards to
include quality, accuracy, timeliness and
unit cost, and should measure
performance accordingly. Where
appropriate, standards should
differentiate between peak and
non-peak times and among various
types of transactions. Standards should
presume the use of efficient processing

The Department will carefully take this
recommendation into consideration as it
continues its development of a balanced
set of performance standards for GST
processing. Service standards and actual
performance will be published regularly.

Reliability and timeliness of
performance information are deficient

procedures and, where possible, 16.33 Having reliable and up-to-date
performance should be benchmarked data is crucial to managing a high-volume
against similar organizations. processing function like the Summerside

16-12
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Tax Centre. Managers receive data by and reporting components of ARMS to
activity on labour-hour usage, production,ensure that the majority of currently

and cost compared with budget. available and useful financial reports will
Information comes from various systems continue to be accessible.

that operate on different cut-off periods.

Information on labour hours and Better performance measures will help

production quantity is captured manage interest costs and improve
simultaneously in ARMS (A Resource  service to registrants

Management System). Salary and other
operating expenses are initially captured 16.37 The prompt processing of GST
in other systems and are then reflected inreturns is a service to registrants. It also
ARMS after a three- to five-week delay. reduces the government’s interest costs.
ARMS information is most reliable at The Excise Tax Actequires that interest
year-end when all data have come in.  be paid to registrants on amounts owed
beginning 21 days after the receipt of a
16.34 We found that there can be wide credit return. Similar rules apply to rebate There can be
discrepancies in production information claims. According to departmental . . .
for a given year across systems, and ovekgcords, in 1997998 thepinterest charges wide discrepancies
number of years. For example, the ARMSncurred by Revenue Canada for late in production
production statistics for the months of  payment of refund and rebate claims information
August 1997, April 1998 and May 1999 amounted to about $13 million, about .
showed no production even though the  $3.2 million of which related to
Summerside Tax Centre was operating transactions processed by the ministére du
during those months. Such discrepanciesRevenu du Québec.
are due to inconsistencies in data input
between systems at Summerside, and ard6.38 Monitoring the performance of
not corrected because the data containedeturns processing operations requires a
in ARMS are not reconciled with data  variety of performance measures. One of
contained in Summerside’s local system. these measures ought to be the amount of
Management is aware of the discrepancidsterest the Department has paid out each
between the systems. year on overdue refunds, compared with a
target amount. However, the Department
16.35 To establish a unit cost, we reliedhas not set a target for what it would
primarily on data supplied by consider a reasonable interest cost of
management at the Summeside Tax administering GST.
Centre, since these data come directly
from automated systems that form part 0f16.39 Not all of the interest cost is
Summerside’s regular reporting systems. attributable to the Summerside Tax
The data do not have the large time lags Centre. As well as the number of days it
that the ARMS data have. takes to process the documents at the
Centre, interest costs are influenced by the
16.36 Revenue Canada is completing number of days required for the tax
the phased implementation of a Commonservices offices to review refund claims

Administrative System, which will rejected by the automated validity checks
eventually replace the Department’s entirésee paragraphs 16.70 to 16.73) and the
Resource Management Information number of days required for Public Works
System, of which ARMS is a component. and Government Services Canada to issue
It is still uncertain how many of the the cheques. Nevertheless, any reduction
currently available financial reports the in the time the Summerside Tax Centre
new system will be able to deliver takes to process its documents would

immediately. The Department plans to  contribute to reduced interest costs and
temporarily maintain certain processing improved service to registrants.
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16.40 The Department has carried out phone inquiries from registrants) and error
studies on how to achieve its turnaround correction staff at Summerside (who must
standard for processing documents while deal with second copies of returns
maintaining workload at a consistent submitted by registrants).

level, but it has not analyzed its
processing activities specifically to find
ways to reduce interest costs.

16.44 While reducing interest costs is a
valid objective, it must be balanced
against the potential monetary loss
associated with the payment of improper
refund claims if adequate time is not
allowed for examination of the claims.

16.41 Aside from generally improving
the timeliness of processing, one way to
reduce interest costs would be to give
priority in processing and error correction16.45 Revenue Canada should

to the large refund claims; these result in monitor and control the amount of its
high interest costs if they are not portion of interest charges, and should

processed speedily. This would be
consistent with the current practice of
giving high priority in the mail extraction
procedures to cheques over $25,000.

16.42 Using data supplied by Revenue

Canada, we found that in 1997-98,

refunds were issued to registrants on abo.
2 million credit returns and rebate forms.

The Department estimates that about
30 percent of these refunds included
interest. The actual interest expense for

Improving the
processing of
documents can reduce
costs and improve
service to registrants.

the management of items awaiting data
capture and in the processing of mail
received from tax services offices, we
calculate that, as a rough order of
magnitude, there is scope to reduce
interest costs by between $800,000 and
$4 million per year.

16.43 Improving the processing of
documents can reduce not only interest
but also other costs, and can improve

service to registrants. For example, after §

set date following the end of the filing
period, the GST system automatically

the year was $9.8 million, or about $16.3
per cheque on which interest was paid. |

work with Public Works and

Government Services Canada to find
ways to better manage interest costs and
improve service to registrants.

Department’s responsetrhe Department
agrees with the need to monitor and
c?ntrol interest costs. Interest costs are

U

incurred when all stages of the process —
returns processing, pre-payment audit and
cheque production — take longer than the
time provided for in th&xcise Tax Act

?ecause interest costs are the result of

rocessing delays and not their cause, the

epartment believes that processing time
should be the primary performance
indicator and thus the focus of attention
for process improvements. Concentrating
directly on the reduction of interest costs
could unfairly skew the focus of
processing; for example, the rapid
handling of large-business returns would
become more important than
small-business returns. The Department
will therefore control the level of interest
osts by focussing on improved timeliness
and quality for all business clients so that
a fair allocation of the benefits is

generates notices to registrants who haveaCh'eved'

not filed their returns. Even if returns havdhe Department continues to seek process
been received, if they are not processed improvements that will reduce the initial
within this timeframe the system processing time, and the time taken to
automatically generates the notices and produce the cheque. Improvements in
incurs additional expenses for printing anthese two areas will allow more adequate
mailing. This also results in increased  time for consideration of the validity of
salary costs for client service officers at the claim. Taken together, these

the Summerside Tax Centre and at tax improvements will reduce the risk of
services offices (who must respond to  improper payments and the total time

16-14
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taken to process returns. The results of realigned income tax processing was
returns processing improvements to date management’s aim to provide in future a
are already evident, as reported in 16.54, single tax form combining all types of

and work will continue in this area. The instalments and a GST return, and a single
Department also continues to work with statement of account for all taxes.

Public Works and Government Services Decentralization would also allow each
Canada (PWGSC) to reduce the time taxpayer to deal with only one tax centre.
taken to process payments, and significanfthe Department also wished to ensure that
progress has already been recorded. For each tax centre, except for Ottawa, would
example, Revenue Canada now providesmaintain employment at approximately
PWGSC with daily payment files, and  the current level.

cheques and direct deposits are produced
within three business days. In the near 16.43  The Department has told us that

future, PWGSC will offer electronic data it did not perform a cost-benefit analysis

interchange payments that will provide gf thetavlgl |I_abIeGaSI$: rn?tlves for : It
next-day deposit into the client’s bank ecentralizing returns processing.

wished to put in place a fairly uniform
account. o

organizational structure among tax

centres. This would facilitate the

GST returns processing is being management of all tax streams.

decentralized
16.50 We expect that there will be some

16.46 In October 1996, the Departmentnegative consequences of decentralizing The Department did
announced its decision to “realign” its ~ GST returns processing. These not perform a
processing of income tax and GST returngonsequences include initial start-up costs . .
Under this initiative, the Ottawa Tax such as purchasing additional equipment cost-benefit analysis
Centre will become a national call centre and training staff. Also, the processing of of the available

and payment-scanning facility. The GST rebate forms is to remain at .

personal and corporate income tax returnSummerside. This means that registrants alternatives for
processed by the Centre are being who file regular GST returns and rebate decentralizing GST
distributed among the remaining tax forms will have each document processed

centres. Also under the initiative, GST  at a different location. This could cause T€turns processing.

processing is being decentralized: some difficulties in matching documents,
document handling functions now increased costs to the registrants and, if
performed solely by the Summerside Taxthere are delays, increased interest costs
Centre will be done at other designated on overdue refunds and rebates.

tax centres. Summerside will keep some
GST processing and will begin processin
income tax returns.

6.51 Decentralizing GST processing
eans that functions will be performed at
several sites across the country, with lower

16.47 We did not audit the entire volumes than at Summerside. Moreover,
rea"gnment process. However' we should electronic flllng of GST be
understand that Revenue Canada decidethtroduced, the volume of work would

to reduce the number of tax centres that decrease further. This raises the possibility
were processing income tax returns that unit costs of processing may increase.
because the introduction of electronic Departmental officials informed us that, to
filing of personal income tax returns and deal with the possibility, they conducted a
other initiatives had left an excess of ~ thorough review of Summerside’s

processing capacity. procedures for processing GST returns and
developed a plan to simplify the activity
16.48 Revenue Canada officials in a way that could be transplanted to

informed us that the rationale for partiallyother tax centres. This meant, for
decentralizing GST processing when it example, finding substitutes for certain
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local area network-based computer offices across the country. The work
applications that at present can be run involves verifying the data submitted by
only at Summerside. registrants. This typically means obtaining

additional information, often by visiting

16.52 A key aspect of simplifying the the registrant

process was to pave the way for “lean

production” techniques that can achieve 16.56 The pre-payment audit program
low unit cost in an environment has been in existence since the GST
characterized by small volumes of a began. It is intended to prevent the
variety of transactions. This will require inappropriate payment of refunds claimed
each tax centre to develop innovative  on credit returns or rebate forms. Refund
processing techniques to deal with unique&laims are subjected to a series of

situations it may face and, where automated validity checks. A claim that
appropriate, to share such “best practicedfails one or more checks is referred
with other tax centres. automatically to the appropriate tax

services office. There, a departmental
16.53 In November 1998, the official reviews the claim and decides
Department established a GST pilot either to waive it (in which case the claim

project at Surrey Tax Centre. This project,j pe paid) or to have it subjected to an
was not intended to determine whether Orin-depth review and possibly a

not decentralization nght to pe pre-payment audit.
undertaken. The project was intended

solely to iron out the practical difficulties pre-payment audits are an essential
of transplanting processing operations. part of Revenue Canada’s GST
16.54 To determine the likely impact of enforcement activities

The pre-payment audit decentralization on processing costs, we 1657 The pre-payment audit program
compared the unit cost of two activities —an detect, on a timely basis,

program can detect, data capture and error correction — in thion-compliance by registrants resulting
on a timely basis, Summerside Tax Centre for the period  from, for example, bookkeeping errors,

. April 1998 to October 1998 (before the  gyplicate refund requests, a
non-compliance by pilot project commenced) with the unit  misunderstanding of one of the numerous
registrants. costs at both Summerside and Surrey  requirements of thExcise Tax Acgtor

during the pilot for the period April 1999 fraud. While post-payment audits can
to June 1999. Our comparison indicates detect the same types of non-compliance,
that hourly production rates were higher i'f'egistrants may receive refund payments
both tax centres during the pilot than  for several years before being selected for
Summerside had achieved previously.  sych an audit and only a small percentage
This improved performance may be due tgg registrants undergo post-payment
Revenue Canada’s efforts to simplify  audits. Furthermore, a post-payment audit
processing. may occur too late to recover
inappropriate refunds. This would be the
GST Pre-Payment Audit Program  case if, for example, the registrant had
made fraudulent refund claims and had
ceased to be in business before a
post-payment audit was conducted (see
Exhibit 16.5), or if the registrant were to
experience financial difficulties during the
post-payment audit.

16.55 In general, GST returns
processing is a tax centre activity. It
consists of performing relatively routine
procedures on documents submitted by
registrants. Registrants are rarely
contacted, and data are not usually
verified in detail. By contrast, Revenue 16.58 During our visits to tax services
Canada’s GST audit programs are offices, officials told us that pre-payment
performed by auditors in tax services audits are a significant source of leads for
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future GST and income tax audits. Our Revenue Canada can do more to

sample of post-payment audits (see improve the effectiveness of its

paragraph 16.77) indicated that the largestutomated validity checks

identifiable source of these audits was the

pre-payment audit program. 16.61 As indicated in Exhibits 16.1

and 16.2, two steps are taken to select

refund claims with the highest risk of

error. First, automated validity checks are

applied to the credit returns and rebate

forms being processed by the Summersid@he automated

inappropriate payments at the rate of Tax Centre. Second, tax services offices validity checks are
. . review the items rejected by the checks to

$1,518 per direct audit hour. These . . . :

. ) determine which should be waived and  not particularly

included large refund claims that had been

requested by some well-known and which should be audited. discriminating in their

festazlishid pusinesse_S, and;hat Were 1662 A high percentage of credit initial targeting of
ound to be Inappropriate and payment oy, ng and rebate forms continue to be .
prevented after only a few hours of work. rejected by the automated validity inappropriate refund
The_ $1’5_18 per hour represents a net Cas&1ecks.Approximately 30 percent of the ¢laims.

saving: since the pre-payment audits credit returns are rejected by the

prevent payments from being made, ther%utomated validity checks (see

16.59 As an indication of how effective
pre-payment audits are at detecting

non-compliance, consider these results. |
1997-98, pre-payment audits prevented

is no potential for bad debts. Exhibit 16.6). This indicates that the
checks are not particularly discriminating

16.60 We are pleased to note that in their initial targeting of inappropriate

Revenue Canada is increasing its refund claims. If the checks were refined

pre-payment audit activities. Resources to better target the high-risk credit returns
allocated to the program in 1999-2000 and rebate forms, and if the tax services
have increased by 9 percent over 1997-9&fices could better determine which

In addition, the Department has initiated rejected returns were most likely to be in
an enhanced compliance initiative, the error, the offices could likely reduce the
main focus of which is to identify and time spent reviewing the rejected returns.
address potentially abusive refund claimsThe saved time could be used to audit

The following case is based on a real case of GST fraud currently being pursued by Revenye Exhibit 16.5

Canada. It illustrates the type of GST fraud that Revenue Canada uncovers, and the importance of

a well-performing pre-payment audit program. Fraud Case lllustrating the
Importance of Pre-Payment

Several individuals set up corporations and registered them for GST. The corporations then filed Audits

credit returns — the input tax credits claimed exceeded the reported GST revenue. Some of the
credit returns were rejected by Revenue Canada’s automated validity checks, reviewed by auditors
and approved for payment. In total, over $20 million in GST refunds was paid to the corporations.

The filing of credit returns was not unusual given the stated nature of the corporations’ business.
However, in reality there were no purchases or sales, and the refund claims were fraudulent.

The fraud came to light when one of the corporations was selected for a post-payment audit.
Because of the way the individuals structured the corporations’ affairs, Revenue Canada has not
yet identified any assets that can be used to recover the amounts paid out. Its investigations are
continuing.

We believe that one of the best ways for Revenue Canada to deal with schemes such as this is to
prevent the refund cheques from being issued in the first place. This is the primary purpose [of the
pre-payment audit program.
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There may be more
efficient and effective
checks that Revenue
Canada could use.

Exhibit 16.6

GST Credit Returns for 1997-98

Source: Revenue Canada

additional returns or to perform more rejected by the checks. Other ways to
detailed audit work on the ones rejected. make the current checks more effective

) include:
16.63 In 1994 we noted that little

analysis had been done on the usefulness + analyzing the amount of revenue
of each automated validity check. Since assessed from each check to determine
then, Revenue Canada has made some Which checks are the most effective in
refinements to the checks. Some were detecting amounts that should not be
made in response to legislative changes, refunded; and

such as the introduction of the HST.

Others were made to correct errors in the . mtroqlum_ng a point-scoring sys_tem 0
: ; give a weighting to each check. This
computer logic or to improve the cost

effectiveness of specific checks. HoweverSyStem could be used both to reduce the

) ; . number of rejected items — they would
there has still been little analysis of the . .
; . need to exceed a certain point score to be
relative cost effectiveness of each check . :
. ejected — and to better indicate which
for the purpose of reducing the number of o) . .
. . . rejected refund claims should be audited.
refund claims being rejected by the
system. The percentage of rejected returns.65 Other automated validity
is approximately the same as in 1992-93checks may be more efficient and
effective. While the current checks reject
many credit returns and rebate forms, it is
possible that they are not detecting some
high-risk refund claims. There may be
more efficient and effective checks that
Revenue Canada could use. To help
identify these, Revenue Canada could
consider:

16.64 The automated validity checks
used most often are those that determine
whether the amount claimed by a
registrant on a return (or the cumulative
amount claimed on a series of returns)
exceeds a pre-determined threshold
amount. Increasing these thresholds for
the registrants with the lowest risk of
non-compliance might significantly « analyzing the results of post-payment
reduce the number of refund claims beingaudits to identify refund claims that

Amount

Number Percentage ($ millions) Percentage
Credit returns (A) 1,851,000 100.0 18,379 100.0
Less: automatically approved
at the Summerside Tax Centre B) 1,325,000 71.6 7,619 41.5
Rejected by automated
validity checks (C 526,000 28.4 10,760 58.5
Less:Waived for payment (D) 509,000 27.5 9,854 53.6
Audited (E) 17,000 9 906 4.9
Dollars assessed from audit F) 157
Percentage waived
of those rejected [(Dx (C)] 96.9 91.6
Percentage audited
of those rejected [(BEx (C)] 3.1 8.4
Percentage assessed amount
of audited amount [(F= (B)] 17.3
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passed the checks but were subsequentlyi6.69 Revenue Canada should

found to have errors; enhance its ongoing program to review
and revise the automated validity
« developing checks based on checks. It should also consider
registrant profiles; and reviewing and auditing debit returns at

the same time as it conducts

- selecting credit returns and rebate pre-payment audits of credit returns.
forms at random for audit, thus helping to

determine levels of compliance and Department's responserhe Department
possibly identifying new checks that agrees Wl_th the re_commendatlon to_
should be added to the system enhance its ongoing program to review

and revise the automated validity checks.

16.66  Debit returns are not part of ~ AS part of this process, the Department  Gyrrently, errors in
the pre-payment audit program. Returns Wil carefully examine the Auditor .

where the GST charged to customers by General's suggestions in paragraphs 16.64lebit returns are not
the registrant exceeds the input tax creditdnd 16.65. Additionally, the Department jqantified until a
claimed by the registrant are referred to d§tends to modify the automated validity .
“debit returns.” While these returns do noghecks to include the appropriate risk ~ Post-payment audit
result in refunds to registrants, they may issues identified in the Computer Assistedis conducted.
contain as much (or more) understated Audit Selection (CAAS) system.

GST revenue or overstated input tax Furthermore, recognizing that one of the
credits as credit returns. Currently, such key ways in which to prevent fraudulent
errors are not identified until a refund claims is to ensure that at the time
post-payment audit is conducted. of registration only legitimate businesses

However’ 0n|y a small percentage of are registered for GST, departmental staff

registrants undergo post-payment audits, are working on a number of initiatives in
and these may be performed several yeat§is area.

after an erroneous return has been filed. With respect to debit returns, it should be

noted that the Department already
assesses all debit returns for risk using
CAAS and the Department advocates the
continuation of its work to further improve
the CAAS system for debit returns. This
notwithstanding, the Department will
examine ways to conduct earlier reviews

16.67 One way that Revenue Canada
could identify incorrect debit returns at an
earlier date would be to develop
automated validity checks for these
returns. Her Majesty’s Customs and
Excise in the United Kingdom is currently

using a I|m_|ted number of .SUCh checks_to and audits of registrants identified as high
select debit returns for review and audit, . . . .
) . risk. Senior departmental officials will be
and is planning to extend the use of these . . -
. Mmeeting with officials from other
checks in the future. Co : :
jurisdictions to share audit strategies and

16.68 Another way for Revenue CanadéipproaChes for both credit and debit

to identify incorrect debit returns at an fetrns.
earlier date would be to expand its

Computer Assisted Audit Selection rejected refund claims add to interest

(CAAS) system (see pgragraphs 16'82_ costs and reduce service to registrants
to 16.86) to select debit returns for review

and audit at the same time as it conducts16.70 Reducing the time required to

Delays in reviewing and auditing

pre-payment audits of credit returns. review and audit rejected credit returns
Revenue Canada officials have informed and rebate forms would reduce the amount
us that the ministére du Revenu du of interest incurred on refund claims paid
Québec already has such a program in  after 21 days. It would also improve

place. service to GST registrants.
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Tax services offices
are having trouble
keeping up with the
workload generated by
the automated validity
checks.

16.71 We noted that tax services officesThere is a need for up-to-date

are having trouble keeping up with the  procedures to review refund claims
workload generated by the automated

validity checks — both at the initial 16.74 We noted that the Department’s
review stage and later, when the work is National procedures for reviewing credit
assigned to auditors. In 1997-98, returns and rebate forms are not
according to Revenue Canada officials, UP-t0-date. As a result, they are not

72 percent of the pre-payment audits toolfllwayS being foII_O\_/ved. Some ta>_< SEIvIces
longer than 30 days to complete and offices that we visited have published

their own procedures, while other offices
accounted for 13 percent of the amounts S
. . have left the matter up to each individual.
paid to registrants. In a sample of 27

t audits that lected f There is a risk that some reviewers are
pre-paymert, aurt's ai We seec romperforming too little work, thus failing to

among the five tax services offices that Wf?jentify inappropriate refund claims
visited, We_noted delays in completing 17, hile others are performing too much
of them. Nine took more than 180 days t0york — an inefficient use of audit time.
complete. We determined that the audit

delays were caused primarily by the 16.75 Staffing matters are compounding
registrant in 7 of the 17 cases and in this risk. Officials at three of the five tax
10 cases by Revenue Canada. services offices that we visited informed

us that the units responsible for reviewing

the refund claims were experiencing high
16.72 Delays caused by the registrant staff turnover. At two offices, we were
consisted primarily of the time it took the informed that there was a move toward
registrant to provide requested using lower-level staff to review the
information. Delays caused by Revenue claims. If this were to occur, decisions
Canada consisted primarily of the intervalcould be made by staff who lack sufficient
between rejection of the refund claim by knowledge of the office’s registrant
an automated validity check and population to be able to identify the
commencement of the auditor’s work. Taxhighest-risk credit returns and rebate
services officials informed us that these forms. Again, the reviewer might perform
delays were due mainly to the workload €ither too little or too much work on a
created by the large volume of refund ~ Particular item.

claims.
16.76 Revenue Canada should

intensify its review of the procedures
16.73 If a pre-payment audit were to  Used in the tax services offices to review

ultimately prevent a refund cheque from @nd audit refund claims. This would
being issued, the fact that it had taken Include reviewing how the offices
many months to complete would not add control their Worl_<load, and th_e number,
to Revenue Canada’s interest costs. levels a_nd experience of auqllt staff
However, of the 17 delayed audits in our performing the various functions.

Saf“p'_e’ 15 ultimately re_zsulted in a Chequf)epartment’s responsefhe Department

belr_1g issued t(_) the registrant. In total, theﬁs in agreement with this recommendation
registrants’ claims were reduced by and has already completed some work in
38 percent. While this is more than the  pis regard, and has initiated further study

17 percent reduction for all 1997-98 and review activities as suggested by the
credit returns (see Exhibit 16.6), it meansayditor General.

that the registrants received interest for
the period of the delay on 62 percent of . We have reviewed the procedures
the amount claimed. used in the tax services offices (TSOs) to
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review and audit refund claims and planning and audit performance. Some of
obtained from them lists of best practices.our findings are based on a sample of
This information is being included in the 141 post-payment audits that we selected
updated guidelines that are being from among five tax services offices.
developed within the Verification,

Enforcement and Compliance Research Better data and tools would improve
(VECR) Operational Manuals project. Revenue Canada’s audit selection

These guidelines will include updated  Process

procedures as well as review and audit
techniques to process and select credit
returns for examination, and updated
procedures for setting individual and
cumulative thresholds. Increased
monitoring will be performed to ensure
that thresholds are appropriately set.

16.78 As a first step in assessing the
risk of non-compliance, Revenue Canada
groups its registrants into two general
categories, based on their annual revenue.
“Large files” — those representing the
highest revenue — are supposed to have
all tax years audited in full. (However,
owing to staff shortages, not all tax years
are being audited in full in the tax services
offices that we visited.) “Small and
medium enterprises” — those with lower
revenues — are selected for audit using a
V&isk-based approach, taking into account
such factors as the results of any previous
d audits, the industry sector, and how
closely the GST they have reported
matches industry norms. Small and
medium enterprises can be selected for
audit through numerous means, including:

« As aresult of a focus group meeting
held in May 1999 to examine ways to
improve overall program delivery for all
Small and Medium Enterprise programs,
guidelines will be issued shortly to all
TSOs recommending that the initial revie
and evaluation of credit returns be
consolidated within the Verification an
Enforcement area of the TSO responsible
for workload selection. This will provide
for greater consistency in the way “tax at
risk” is identified and further ensure that
experienced staff address the review of . external leads from third parties;
credit returns. Many TSOs have already

moved to this type of approach. - internal leads or referrals from other

units in the tax services office or

« The VECR Branch recently elsewhere in Revenue Canada;
concluded a study relating to team size .

and will be recommending that TSOs movg._ .

. : : SSi

to smaller teams, which will provide for .
closer monitoring of the workload by the . judgment based on sources such as not have detailed

first line supervisor. industry directories and business listings jnformation on how

in the yellow pages of telephone .
GST Post-Payment Audit Program  directories. registrants have been
selected for

16.79 Not all of these selection methods

are equally effective at finding post-payment audit.

'S attax servut:es g_ftﬂce fur}ctli)n. T_e?mst Ofnon-compliance. Some may work better in
pOSt-payment auditors seiect registrants o, ,q industry sectors or geographic
for examination. They generally select the

registrants they believe represent the fegions than others.

highest risk of non-compliance. The file is16.80 Revenue Canada cannot tell the
then assigned to an auditor who plans theextent to which the various audit

audit, performs the work and, if selection methods are being usedo
appropriate, issues an assessment. In thiselp determine the most effective
section, we examine each of the three  selection methods to use for a particular
main steps — audit selection, audit sector or in a particular region, Revenue

Revenue Canada’s Computer
sted Audit Selection system; and The Department does

16.77 The post-payment audit program
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There are deficiencies
in Revenue Canada’s
Computer Assisted
Audit Selection
system.

Canada needs to know how well various select only 7 percent of the post-payment
methods have worked in the past. audits in our sample. Revenue Canada
However, the Department does not have officials at headquarters and some auditors
detailed information on how registrants tasked with using the tool cited certain
have been selected for post-payment auditeficiencies in it. For example,

The audit selection codes currently information on gross revenues and other
captured in the GST mainframe and in th@ertinent business data for each registrant
Audit Laptop System are not recorded are not up-to-date. Also, there are no data
consistently and are sometimes not on export sales. (As these sales are not
specific enough to identify the method of taxed, they can significantly distort ratios
selection. Furthermore, during the period used to highlight potential

covered by our audit, not all offices were non-compliance.) Revenue Canada

using the selection codes set up in the officials identified these and other
Department’s Audit Information deficiencies as early as 1996 but, despite
Management System (AIMS) to their efforts, have not yet been able to
complement the Audit Laptop System. Weesolve them. At present, they are
understand that the tax services offices considering adding the reporting of export
have since begun using the audit selectiosales to the GST returns.

codes in AIMS. 16.84 The effectiveness of

CAAS/ARGO is also hampered by
missing or incorrect standard industry
gclassification codes used to group

16.81 One tax services office that we
visited had routinely used narrative to

complement the audit selection codes, s > )
registrants by industry sector. The use of

we were generally able to determine the ) )
selection method. In the other four officesCAAS/ARGO to select registrants in a

we were unable to determine the selectioRarticular industry sector would not

method for over 40 percent of our sampleCa@Pture registrants with missing or
incorrect codes. Despite recent

items. ) :

improvements, in May 1999 over
16.82 The effectiveness of one of 10 percent of the registrants in Revenue
Revenue Canada’s audit selection Canada’s database still did not have
methods is hampered by some data standard industry classification codes. In
deficiencies and a need for ongoing our post-payment audit sample, 9 percent
training. When Revenue Canada’s did not have codes and, in our view, more
Computer Assisted Audit Selection than 10 percent of the other registrants
(CAAS) system is combined with the had codes that were incorrect.

Audit Report Generator On-line (ARGO),

the system allows auditors to focus on gy cted in the five tax services offices
specific industry sectors, geographic that we visited, it appears that the

locations and audit issues. The system  .¢activeness of CAAS/ARGO is
contains GST and income tax data, SOMénampered by the lack of training received
provincial sales tax data, and data on v some employees tasked with using the

importers. Auditors can use this system. Revenue Canada officials
information to identify registrants who do ;¢ormed us that high staff turnover may
not fit the usual profile of the industry, or |4 contributing to this.

whose GST and income tax data appear to
be inconsistent. 16.86 Revenue Canada should

continue to improve its Computer
16.83 While we consider CAAS/ARGO Assisted Audit Selection and Audit
to have potential for selecting registrants Report Generator On-line systems. This
with a high risk of hon-compliance, would include dealing with the
Revenue Canada auditors had used it to identified deficiencies, ensuring that all

16.85 Further, based on interviews
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necessary data (such as standard work and, if appropriate, issuing an
industry classification codes) are assessment.
available, and providing additional

training to staff who are expected to use 16.89 While good selection techniques

will help to ensure the selection of

the system. registrants with the highest risk of
Department’s responseAlthough non-complignce, they must be f_o!lowed by
Revenue Canada’s Computer Assisted good _plannlng to ensure the efficient and
Audit Selection and Audit Report effective use of audit resources.

Generator On-line systems for GST are 16,90 Documentation of planning is

relatively new, we have been seeking andjmjted. To assist in the planning process,
will continue to seek ways to improve  Revenue Canada’s Audit Laptop System
them. This ongoing process includes contains suggested planning procedures.
incorporating new data from various The procedures are not designed to deal
sources and increasing the completenessyith many industry sectors or complex

and accuracy of currently available data. jssyes. Given these limitations, Revenue

76 the i td Canada requires its large file auditors to
We recognize the importance of data on augment the planning procedures in the

export sales and will continue our efforts Audit Laptop System with written audit
to obtain such data. We also recognize thﬁlans However, of the eight large file

Importance of standard industry ) ... audits that we believe needed an audit
classification codes and are working Wlth4J|an only four had a written plan

officials from Statistics Canada to addres

this. 16.91 Revenue Canada officials have NMost files in our
informed us that the Department also . .

Although we have been providing ongoingequires its auditors of small and medium sample did not contain

training on the use of these systems, we enterprises to augment the planning audit plans_

recognize the need for continuous trainingrocedures in the Audit Laptop System

and will increase our efforts in this area. with written audit plans. However, most of

the audit files in our sample did not
16.87 Random audits are needed®ne contain these plans.

way to identify the sectors with the

highest rates of non-compliance would bel6-92 Revenue Canada’s Quality

to periodically select a random sample ofAssurance Division also concluded that
registrants in which all sectors have an more documentation of planning would be
equal chance of being represented. This beneficial. It also noted that better training
sample could also be used to measure — both through courses and on the job —
changes in levels of non-compliance ovevould help to improve the planning

time. After many delays, Revenue CanadBl0Cess.

has a project under way to select a randor’rh . .
sample from one industry sector. Sampleér ere are areas of strength in audit
were sent to the tax services offices in  Performance

February 1999, and the first audit results 16.93 Once the audit has been planned,

are due in December 1999. the auditor performs the work. This
includes completing the work described in

More attention needs to be given to the plan and reaching appropriate

audit planning decisions as to which issues should be
pursued and which should be dropped. It

16.88 Once a registrant has been also includes documenting, either in the

selected for audit, the file is assigned to afwdit Laptop System or in hard copy
auditor. The auditor is then responsible foworking papers, the work performed and
developing an audit plan, performing the the key decisions made. Exhibit 16.7
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Thirty-two percent of
the audits had been
under way for more
than 180 days; these
accounted for

70 percent of the
cumulative GST
audit hours.

contains an example of what we considerwork in progress and a standard audit
to be a good post-payment audit. program to be used on its smallest

registrants;
16.94 We noted areas wheadl tax

services offices were performing well. For * another office has developed
example, on most audits: guidelines for dealing with requests under

Revenue Canada'’s audit “fairness
- there was evidence in the working package” and a course dealing with net
paper files (Audit Laptop System or hard worth audits and reasonability tests; and
copy) that auditors had taken into account . _
previous experience with the registrant ~ * @ third office has developed a
when determining which issues to audit; cOmprehensive set of audit programs and
a working paper index for large file audits.

- there was no evidence in the files )
that issues raised were not adequately Som_e aspects of audit performance
addressed: and require improvement

16.97 Our sample of post-payment

audit files revealed some areas in need of
improvement. Many audits took many
16.95 We also noted areas wheseme months and many hours to complete.

tax services offices were performing well. There was usually no evidence of active
For example, two offices had expanded participation by the team leaders. Some
their audits of registrants to incorporate policies were not followed and some
audits of related parties, in the majority oforocedures were not performed. These are
the cases where this work appeared to pbaliscussed below. In addition, the audit
appropriate. Auditing related parties described in Exhibit 16.8 provides
concurrently can determine whether examples of needed improvements.
transactions between the parties were ;¢ gg
handled correctly for GST purposes.

- the files contained support for the
amounts being assessed.

Many audits took many months
to complete.A national report of GST

16.96 We also noted that some tax audits in progress on 22 March 1999
services offices have enhanced the showed that 32 percent of the audits had

standard audit support tools. For exampl?&€n under way for more than 180 days.
These accounted for 70 percent of the
- one office has developed a software cumulative GST audit hours. This means
application to facilitate monitoring of the that audits begun in the past six months

Exhibit 16.7

Example of a Good
Post-Payment Audit

The auditor began by comparing GST revenue, as reported by the registrant on its GST retyrns,
with the sales amount reported in the registrant’s financial statements. The auditor noted an
unexpected decline in GST revenue, and adjusted his audit program to deal with this. This work
revealed clerical errors and sales invoices on which GST had not been charged correctly. These
errors totalled approximately $90,000.

The auditor also checked for clerical errors in the input tax credit account. He discovered that the
registrant was entitled to input tax credits in respect of purchases on which GST of approximately
$50,000 had been paid.

A review of other selected general ledger accounts and bank statements did not reveal any [further
anomalies, so the auditor did not perform any more detailed tests. The audit work was completed

in approximately 100 hours, and less than two months elapsed between the file’s assignment to the
auditor and the issuance of the notice of assessment. The audit working papers contained 3
complete index, a section that provided an overview of the audit and a summary audit program,
and schedules that clearly supported all amounts being assessed. An income tax compliange
checklist had also been completed.
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accounted for only 30 percent of the audithan 180 days. We were also informed that

hours. to make the workload more manageable, a
number of old files had been reviewed and

16.99 In our own audit sample, 67 of  a decision made to discontinue work on

the 141 post-payment audits had taken those expected to generate low or no
more than 180 days, and 14 had lasted gssessments.

more than two years. The average
duration of the 67 audits was 495 days
about 16 months.

_16.102 Registrant delays can add
significantly to the cost of the audit, and
are often beyond Revenue Canada’s

16.100 The extensive length of these control. It can penalize registrants who do
i not provide requested data promptly. .

gﬁggf ggferferecs;rigggdﬂﬁz f:l;issfrirayyvmlpe we undgrstand that th% Derr))a);tmentl:{eglstra“t delays can

both. Delays by Revenue Canada were does impose these penalties, and some add significantly to the

due primarily to conflicting priorities of ~ files in our audit sample indicated that it cost of the audit

the auditors involved. Delays caused by had threatened to impose them, it had not :

registrants were primarily due to a failure done so in any of our sample items.

to respond to requests for an initial 16.103 Some GST audits were not
meeting or to provide requested efficient. Audits that take many hours but
documentation on a timely basis. yield only small assessments are not
necessarily poor audits. Very large,

. complex registrants may take hundreds of
Revenue Canada could have been av0|d<-ﬁ((?)ur2 o au%it and mayyturn out to be in

by b?“?‘r audit plannlng and increased compliance with théxcise Tax ActOn
monitoring of the work in progress. In one :

. . the other hand, a pattern of such audits
tax services office, we were told that

audits had not been monitored because could be a symptom that they were poorly

: done.
team leaders were being rotated every few

months. Detailed monitoring was 16.104 To determine whether audits that
performed only after permanent team  take many hours but yield only small
leaders had been assigned. Another officassessments are good or poor audits, we
told us that for various reasons there hadreviewed the 25 audits in our sample that
been no detailed monitoring, so many  had taken more than 100 hours and had
audit files had been outstanding for moreyielded a revenue recovery of less than

16.101 Some of the delays caused by

The audit file was assigned to the auditor in November 1992. The auditor completed his field work Exhibit 16.8

and sent a proposed assessment to the registrant in May 1995. For various reasons, the notice of

assessment was not issued until December 1997 — more than 18 months after the proposed Example of a Post-Payment
assessment and more than five years after the assignment date. Almost 800 hours had been chaMd#§ Requiring Improvement
to the audit. The assessment was for about $31,000. Penalty and interest had been reduced due to

the excessive time between the completion of the fieldwork and the issuance of the assessment.

Most of the assessment dealt with inappropriate input tax credits on employee automobile benefits.
Other miscellaneous matters were assessed, including $200 of unreported GST on sales to
employees. In our opinion, the extent of testing and documentation to support the amounts
assessed appeared excessive.

During the five-year period, there was a change in the team leader assigned to the audit. There was
no evidence that either team leader had been actively involved in the audit.

The working papers did not indicate how or why the registrant had been selected for audit. There
was no evidence that any reasonability tests had been performed.

The audit had been recorded on the GST mainframe as a large file audit; this was not the case.
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$100 per hour. We found that in over the office’s management with greater

75 percent of the cases, the time spent control over the number of hours spent on
appeared to be excessive in relation to theach audit — a commendable goal — we
size and complexity of the registrant and are concerned that this approach could
the scope of the audit work. This not onlylead staff to unduly limit the scope of their
represents an inefficient use of resourcesaudits.

but also adds to the burden on the

registrants being audited. 16.107 Another way to control the time

spent on an audit would be to increase
16.105 Revenue Canada officials have active participation by team leaders. This

informed us that post-payment audits thatvould also help to ensure that audits do
had taken more than 100 hours and not drag on too long and are performed as

yielded a revenue recovery of less than Planned. Seventy percent of our
$100 per hour constituted only 5 percent POSt-payment audit files showed no

of the audits completed in 1997-98. evidence of such participation.
Team leader Nev_ert_hele_ss, we believe that excessive 16 108 In a recent report, Revenue
invol tin audit audit time is a matter that Revenue Canada’s Quality Assurance Division also
involvement in audits Canada needs to pursue. We found in  reported that team leader involvement in
is limited. sample items other than the 25 just notedyydits is very limited. The report cites

that audit time had been excessive in  various contributing factors, such as group
relation to the size and complexity of the gjze and the heavy demands of other
registrant. In addition, Revenue Canada'sresponsibilities. The Department is

Quality Assurance Division also reported considering reducing the size of groups
that it found many audits conducted in gnq redefining the roles and

1996 and 1997 that had taken an excessingsponsibilities of team leaders.
length of time in relation to the audit

scope, and that many audits went on far 16.109 Revenue Canada should
too long. The report concluded that bettef€nhance its efforts to reduce the
audit planning and greater management duration of its audits and the hours

participation would reduce the time spentréquired to complete them. These
on audits. efforts should include enabling team

leaders to be more actively involved in
16.106 One way to control the number oftheir audits, and providing greater
hours spent on an audit would be to support to auditors in planning and
budget at the planning stage for a certainperforming their work. Efforts should
number of hours. Ideally, budgets would also include making more use of
be tailored to each set of circumstances tpenalties to deter delays by registrants.
provide a better basis for managing and
controlling audit performance. This is not
being done. Instead, tax services offices
often use national averages, developed b
Revenue Canada as part of its annual
budgetary exercise. These national
averages fail to account for the unique « In the budget exercise for
characteristics of each audit. One tax  1999-2000, very specific accountabilities
services office that we visited now have been put in place to ensure the
requires staff to sign “performance achievement of overall program
communications”, stating that, among  objectives. The tax services offices (TSOs),
other things, they will normally complete through the regional offices, will report to
their audits in less time than the national headquarters starting with the six months
averages. While we understand that thesending September 1999 on the progress
documents were implemented to provide achieved in relation to meeting agreed-to

Department’s responseAs described

below, Revenue Canada has already taken
action to improve overall program

Melivery in the areas identified in this
recommendation.
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objectives. The report will include 16.110 The audit period often exceeded
comments on the reasons for any Revenue Canada’s policy without
variances and the action plan to address justification. One of Revenue Canada’s
the variances. This will include status policies is to restrict the coverage of each
reports on files outstanding for more than GST audit to the two preceding tax years,
six months. along with returns filed during the current
year. Earlier years are to be audited only

. The Department has completed a in limited circumstances, and only on the
Team Size study, which recommends a approval of the team leader. This policy is
reduction in team sizes. This will be designed to improve audit efficiency and
discussed with regional and tax services reduce the burden on registrants.
office management with a view to formal

implementation in 2000-2001. 16.111 We noted that the audit period for
Implementing the recommendations from 75 ¢ our 141 post-payment audits

this study will enable the team leaders 10 o, caaded the period called for in the

spend more time with the auditors and  gjicy, in a large number of cases without
become more actively involved in the giification. The Department has issued a
audits. Most TSOs have already directive to its auditors of small and

implemented the smaller team size medium enterprises to reinforce the
structure recommended in this study. policy.

- In collaboration with the Small ) )

Business Advisory Group, the Department6-112  Incorporating a compliance

developed an audit pamphlet, which will "€VIEW of income tax into GST audits is

be provided to all taxpayers/registrants Ot & common practice.The strategy for

when an audit is started. The pamphlet aul(lj't? ofﬂs\mfillt andtmedu;r_n enterr:nses g In cases where only
clearly sets out the responsibilities of the ¢&!'S Tor the integration of Income tax an : :
taxpa))//er/registrant andpthe auditor in the GST audits to the extent possible. In case@N€ tax.'s aUd“e.d, a
audit process. With everyone having a  Where only one tax is audited, a “compliance review”

clear understanding of their “compliance review” of the other tax is of the other tax is

responsibilities, there will be fewer delays9enerally required. This work entails _
on audits. examining specific indicators of the generally required.
second tax to determine the level of

. In May 1999 the Department held a compliance. Compliance reviews offer

; o involvi ol f increased coverage, which should lead to
OCUS group session INVOVIng STt oM e 546 geterrence and increased revenue
TSOs to develop an action plan to |mprov§

. ecovery.
overall program delivery. The
recommendations from this focus group
are being implemented this fiscal year. 16.113 Using the Department’'s own
One of the recommendations coming out criteria, we concluded that an income tax
of this focus group is to make more use otompliance review checklist had been

formal requirements where warranted in 77 of the post-payment audit
taxpayers/registrants or tax practitioners files we reviewed. Fifty-two of these files
are not providing information within contained no evidence that these
reasonable time frames. Prosecution checklists had been completed.

action will be initiated where there is Departmental officials have informed us

non-compliance with the requirements. Inthat they recently made changes to the
addition, the Department will look at the Audit Information Management System to

possibility of increased use of civil provide management with the information
penalties for failure to provide needed to ensure that compliance reviews
information. are done when necessary.
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Auditors often do not
perceive that they
have a promising
career path in the
GST stream.

Support for the GST Audit 16.117 As for training, the generalist
Programs auditors at the PM-2 level in the five tax

services offices claimed that their training

was excellent. Other GST auditors
Staffing and training needs informed us that they lacked training in

specialized areas. In particular, some

16.114 The success of the pre-payment auditors told us that they felt ill-prepared
and post-payment audit programs dependg a“‘?"t c_omplex and specw_;lllzed _
on the availability of enough qualified, organizations, such as pgbllc sector bodies
well-trained and well-equipped staff. The (fo_r example,_mun|C|paI|t|es). In some

ideal number and mix of staff in terms of Offices, technical a_d_vlsors_ h_ave
knowledge, skills and experience varies augmer_ﬁed the O_ﬁ'c'al training program.
among tax services offices, depending onWhen time permits, these experts in

the characteristics of the registrant Ieglslatlve_ |nterpretat|or_1 give
population served by each office presentations on technical topics of local
interest.

16.115 Senior managers in all five tax 16.118 Departmental officials have
services offices that we visited stated thainformed us that they have commenced a
they do not have the ideal complement offumber of initiatives to attract and retain
audit staff and equipment. Two offices ~ knowledgeable staff.
have a surplus of auditors at the AU-1
level (who typically audit smaller
corporations) and a shortage of “generalist6.119 To improve its GST pre-payment
auditors” at the PM-2 level (who typicallyand post-payment audit programs,
do both GST and income tax audits of Revenue Canada needs to know which
small unincorporated businesses). Three activities are working well and which ones
offices have a shortage of senior auditorsneed improvement. This means that the
(AU-3 level) who audit large Department needs consistent and reliable
corporations. information that can be aggregated and
compared with GST assessments.

16.116 Senior managers and auditors in 16,120 Problems in the consistency of
the five tax services offices informed us the data. In previous reportS, we have

that the shortage of senior auditors is  commented on problems of data
made worse by high turnover, due to staffconsistency. In this audit, we again
transfers within the Department as well agncountered inconsistent data. Until

staff departures. Auditors often do not  Revenue Canada can assure itself that the
perceive that they have a promising caregfata are consistent, it will not know which
path in the GST stream, and prefer to  variances in audit results — among tax
switch to the income tax stream. This services offices and year to year — are
perception has its roots in differences in attributable to errors and inconsistencies
the job descriptions of auditors, predatingand which are attributable to “real”

the consolidation of the former performance factors that should be
departments of Taxation (which followed up. These data problems will
administered the income tax) and Customgnit Revenue Canada’s ability to improve

and Excise (Wthh administered the GST)(S pre_payment and post-payment audit
For example, the job descriptions call for programs.

GST auditors at the AU-2 level to .
perform audits of the larger small and 16.121 We noted the following

medium enterprises, while the income ta>Pr0blemS:

audits of these enterprises are done by  « inconsistencies in recording the time
more senior auditors, at the AU-3 level. spent initially to review the

Information needs
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audit-worthiness of a particular return or obtained, and ensure that data can be
registrant; aggregated and analyzed.

. inconsistencies in recording audit Department’s responsefhe Department
types; and agrees with this recommendation; some
work has been completed and other work
- recording different audit times in the is under way to address these issues.
Audit Laptop System and the Audit

Information Management System in four A d'G|SfT audi_ts W'are included ig the
of the five offices we visited. (In the fifth udit Information Management System

office, differences were being reconciled.)(AIMS) to e_nable managers in the tax
services offices and in the regions to

16.122 Some necessary data are not  better manage program delivery. The
being captured, or are not being Department will continue to modify AIMS
captured in ways that can easily be to provide more information on GST
aggregated.Revenue Canada does not audits, such as the reasons for audit
have aggregated data on the kinds of ~ selection.

non-compliance being identified during The Department is using

post-payment audits, or on the scope of ifg 40 of the-art technology to develop
post-payment audits. (These may be full - tions (GST Power Plav Cubes
audits or restricted to specific issues.) If ugir:]g Improngptu) which will inable all Revenue Canada does
these data could be aggregated and levels of manager’nent to more easily not have aggregated

matched in aggregate to resulting a ; : .
ggregate and analyze information on  data on the kinds of
assessments, Revenue Canada would beg gt 5yits completed and in process. The

better able to determine the most Department is also developing non-compliance being
prevalent_forms of non-c_or_npllance_ and applications for managers using identified.

the _effectlveness and efficiency of its Electronic Business Intelligence System

audits. software that will enable all levels of

management to more easily benchmark

progress in relation to key performance

indicators. These initiatives will facilitate

increased effectiveness in the management

of the GST audit program.

16.123 Some aggregated data are not
readily available. In order to make good
audit selections, management needs
information such as the number of
registrants in each industry sector or in
various ranges of sales revenue, prior . The Department is in the early stages
audits of each registrant, audit hours and of developing a comprehensive

amounts assessed by industry sector, andjanagement Information System to meet
adjustments to assessments made by thethe information needs of all programs
Appeals Branch. Although this within the Verification, Enforcement and
information exists in various databases Compliance Research Branch and to fully
and reports, it is sometimes difficult to  jmplement the Management Information
access and analyze. In these cases,  Agreements that have been put in place.
management must rely on special ad hocThijs system will provide considerable data
reports and registrant tape files that are relating to program delivery and also
updated and distributed every six monthsmore information on the types and dollar

16.124 Revenue Canada should values of non-compliance identified by

: ; : audits.
continue to improve the timely
availability of data needed to manage « The Department is also developing a
the GST audit programs effectively. To  Corporate Performance Measurement
that end, the Department should resolve Framework based on the Balanced
inconsistencies in the data-capturing Scorecard methodology for all programs.
methods, ensure that missing data are  Building this system will entail the

Report of the Auditor General of Canada — September 1999 16-29



Revenue Canada — Goods and Services Tax:
Returns Processing and Audit

redesign of the Department’s entire 16.129 The primary reason given for the
measurement system, from the lost and misplaced hard copy files was the
development of corporate measures to haabsence of an electronic control log to
measures are used and interpreted by  track who in Revenue Canada has the
management and employees. GST audit files when they are transferred
among various units — for example,
16.125 Revenue Canada makes few  Appeals Branch, Special Investigations,

comparisons with other revenue headquarters or other tax services offices.
administrations. Comparing Revenue The primary explanation for the unusable
Canada’s audit selection, planning, diskettes was that they malfunctioned
performance and results with those of  during the audit and the audit working
similar organizations could help it to papers contained therein could not be

measure current success and identify bestetrieved. Departmental officials have
practices, thus leading to improvements. informed us that they are currently
addressing these matters.
16.126 While the ministéere du Revenu .
du Québec uses all of Revenue Canada'sReporting on Performance
The D t tis i systems and policies, it sets its own audit
¢ Department s in strategy. Revenue Canada officials
the early stages of informed us that, while they maintain Agency will be required to establish and
. open communication with the ministére . ) .
developing a . L report on performance in relation to its
on operational and administrative matters, . . ;
. . Objectives and performance expectations.
comprehensive they do not verify the completeness or

. We found that production data for the
accuracy of the data received from the . .
N : GST processing function are collected and
ministére or perform detailed analyses of

management : _ _ :
information system. its audit results. Revenue Canada is closemalde available in a relatively timely

N - manner. However, we found very few
to finalizing an updated agreement with . .
AN . instances of these data being used to
the ministere that provides for a more

. : . rrive at accurate performance measures.
structured sharing of audit strategies, WOYE . S
. s for audit, the Department is in the
plans and audit results. .
early stages of developing a
comprehensive management information
system to meet the needs of its
erification, Enforcement and

16.130 Under its governing legislation,
the new Canada Customs and Revenue

16.127 As for other organizations,
Revenue Canada officials informed us th

they have ongoing dialogue and attend Compliance Research Branch, which is

|nternat|o_nal g_atherlngs W|th_3|m|l<'_1r responsible for the GST audit function. It
organizations in other countries with GST.

is important that the Department correct
(value-added tax); however, they have noth portant t b
. ) the deficiencies we have noted throughout
formally compared their compliance

. . this chapter with respect to the
efforts with those countries. availability, consistency and reliability of
data and that it complete the information
Control over audit files system it is developing. Otherwise, the

new Agency’s ability to report on

16.128 Revenue Canada needs to be abRerformance as required by its Act may be
to locate its audit files when registrants jeopardized.
appeal their assessments. However, for 8
of the 168 pre-payment and post-paymenConclusion
audits in our sample, the hard copy
working papers could not be located. 16.131 Returns processing and audit are
Similarly, for audits of 17 registrants, the two core functions of GST administration.
Audit Laptop System diskettes either Our audit of these functions revealed both
could not be found or were unusable. examples of good performance and areas
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for improvement. In the audit function  processing tend to place insufficient
particularly, we noted that Revenue emphasis on quality, accuracy, timeliness
Canada has identified several areas for and unit cost, and the use of performance
improvement and has launched information is hampered by problems with
improvement initiatives, but the results ofthe availability and reliability of data. In
these measures are not yet known. the Department’s audit activities, the use
of performance information is hampered
by problems with the availability and
consistency of data.

16.132 The timeliness with which
documents are processed at the
Summerside Tax Centre has improved
since the Centre opened in 1993. Our

examination of the timeliness of 16.134 The Department faces a Our audit revealed

) . significant challenge in maintaining a
posF payment audits revealed that many sufficient complement of GST staff with both examples of g°°d
audits have extended over many months . .

appropriate knowledge, skill and performance and areas

and have taken many hours to complete. experience. Staff transfers within the .
for improvement.

Pre-payment audits by their natur_e do nOtDepartment and staff departures contribut
last as long as post-payment audits, but . .
to shortages of staff in particular

these, too, are prone to delays. Both L s
. activities. Training for staff who must
Revenue Canada and the registrants .
perform new functions has not always

themselves have contributed to delays in kept up with the need
the completion of audits. We believe that '
further improvements are possible in the
speed with which documents are
processed and that additional steps can
taken to reduce the delays experienced i
audits. This would result in better service
to registrants and, in some situations, . .
reduced interest charges on refunds paidfO”OWS_ efficiency gains made over the
after the 21-day grace period. Document years In summersme. Revenue Cana!d_a
processing, pre-payment audit and has aIS(_) improved the automate(_j validity
post-payment audit activities are linked, checks it uses to_select,_ for p055|bl_e

and the persistence of problems with p_re-paynjent audit, Credlt_returns with the
timeliness suggests that performance in highest risk of non-compliance. However,

this network of activities has not yet beene believe that further improvements are
optimized possible to make the checks more

effective, and that the Department should
16.133 Revenue Canada has made consider reviewing and auditing debit
progress in establishing performance returns at the same time as it conducts
standards and expectations for its returnspre-payment audits of credit returns. Also,
processing and audit activities, and is  the performance of both pre-payment and
undertaking a major overhaul of its post-payment audits could be improved by
management information systems. At the consistent application of existing or
present, however, standards for returns strengthened procedures.

16.135 Prompted by the decision to
t%ecentralize the processing of GST
Jeturns, formerly performed only at the
Summerside Tax Centre, Revenue Canada
recently simplified its procedures. This
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JJ* About the Audit

Objective and Scope

The objective of the audit was to assess the efficiency and effectiveness of Revenue Canada’s GST returns
processing and audit activities.

The audit took place at Revenue Canada headquarters in Ottawa and at various tax centres and tax services
offices throughout the country.

Criteria

We expected that:

processing and audit of GST returns, and payment of refunds and rebates, would be done on a timely
basis;

management would work continually to optimize the performance of the entire network of GST functions
and activities;

performance expectations for GST returns processing and audit activities would be set out in
departmental plans. Management information systems would track related performance information;

the Department would have recruited, trained, developed and maintained a sufficient complement of staff
with appropriate knowledge, skill, and experience;

operations would be designed and carried out using efficient systems, processes, procedures and work
methods. The performance of risk assessment criteria and audit methodology would be regularly
monitored, assessed and updated; and

adequate information systems would be in place that ensure the reliability, consistency, availability and
security of key information used in GST processing and audit.

Audit Team

Assistant Auditor General: Shahid Minto
Principals: Scott Milne and Jim Ralston
Directors: John Pritchard and Richard Quesnel

Terence Brown
Thérése Desjardins
Nisha Goyal
Patricia Smith

For information, please contact Scott Milne.
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