RGST: issues to debate
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THE government is ready to impose the Reformed General Sales Tax (RGST). The opposition is hell-bent upon rejecting it. Caught up in this vortex of petty politics, empty rhetoric has swept under the carpet some serious issues that should be highlighted and debated before the tax is imposed.
There are some serious issues attached to the implementation of this consumption-based tax, which can also be called a value-added tax (VAT), that need careful study. The experience of other countries in this regard provides guidelines on the tax`s potential to earn revenue for the government.
For instance, so far no one has brought up the issue that the minimum requirement for implementing such a tax is an automated economy — where the bulk of financial transactions are done electronically rather than through the exchange of hard cash. This is essential if one is to have an account of transactions recorded at the moment rather than put down on paper much later, providing ample time and opportunity for figures to be fudged.

Even a layperson is aware of the Pakistani economy`s level of automation. An economy run on plastic is a distant dream in a place where debit cards are not the norm for the bulk of the purchases at major retail outlets. Against this backdrop, it needs to be asked how the government plans to introduce a system that is predicated on automation.

This, however, is not the only way in which the Pakistani economy is ill-prepared for this sales tax. The fact that a large part of Pakistan`s economic activity takes place in the informal sector is also not conducive to this tax, which is suited for a formal economy. Many experts including people such as Nobel Prize-winning economist Joseph Stiglitz are, hence, of the opinion that this tax should not be imposed in economies with a large informal sector — the informal sector, in the case of Pakistan is about 45 per cent of the economy.

Another issue that the government has deliberately kept in the dark is the impact of this tax in the early stages of implementation — expenses go up while revenue collection goes down.

The initial cost of the implementation of this tax is high as the government will need bigger machinery to collect taxes from a large number of taxpayers. And as the tax collection becomes routine, the extensive machinery will be sustained by the government for the process.

At the same time, there will be an instant drop in revenue collection as 80 per cent revenue of the present sales tax comes from 10 products and the reduction of the tax rate from 17 per cent to 15 on these items can and will lead to a shortfall. And while the government may dismiss this by pointing out that a more broad-based implementation of the tax will lead to higher revenues the truth is that no one can predict accurately the estimated revenues collected when such a tax is first imposed.

This much is also clear from the various presentations made in the standing committee of the National Assembly debating the bill at present; none of the figures presented by the various sectors about to come under the tax net complement each other. In fact, RGST revenues will be decided on the basis of how broad the tax base will be and what the level of compliance is, both of which are hard to predict. After all, ours is a society of tax evaders. Consider that according to the Federal Board of Revenue`s (FBR) own figures, there are only 0.161 million registered sales taxpayers in the country of which 43 per cent do not file their returns. In other words, there are no guarantees in Pakistan that the imposition of this tax would lead to greater tax enforcement or greater evasion.

But while these issues have not been highlighted at all — especially by the emotional detractors of the bill — there is another serious challenge that has not received the attention it deserves though it has been brought up occasionally. The imposition of this tax can and has led to higher levels of corruption. And this is a problem not limited to developing countries; documented economies have experienced this too. For instance, a 2004 European Commission study revealed that losses from fraud amounted to 10 per cent of net VAT receipts in some member countries. In Sri Lanka, the reported scam is worth around Rs24bn, a sizeable part of the collection from the tax.

One cannot even guess at the leakages that will take place here. And the fact that the FBR, whose reputation in this regard is well known to everyone, will be in charge of deciding how much tax is owed by whom or which organisation and how much is to be refunded by the government, only strengthens the allegations that this tax will lead to more wrongdoing.

It is worth remembering here that the Pakistan government has in the past declared five major exports sectors tax-free because it could not control or check the refund fraud. And this time around, we are intending to tax most sectors and most business activities. The country is already struggling with allegations of corruption and we are all set to provide new avenues to greedy and less scrupulous people.

This is not to say that this tax needs to be scrapped altogether. The point, instead, is that the government really needs to do its homework and first establish the conditions and the infrastructure that can make it effective. And this can only happen if there is a sincere effort at encouraging a rational debate on the issue rather than simply exchanging emotional platitudes.
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