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Abstract

The purpose of this paper isto document and trace the causes of the poor and
declining revenue performance of the income tax in India and to suggest measures for
improvement based on a review of internationd experience. The paper starts by reviewing
evidence that the performance of the income tax in India has been poor compared with other
countries with similar per capita GDP. Furthermore the performance has a negative secular
trend. It is then argued that this is due to low or faling compliance rather than other
handicgps. This can, in turn, be traced to ineffective adminigtration due to a reliance on
enforcement tools with limited potentid, inappropriate organizationa structures, lack of
computerization and inefficient alocation of limited manpower resources coupled with a
growing taxpayer population.

Internationd experience in adminidtrative reform is reviewed paying particular
attcntion to Mexico, the Philippines, Singapore and Spain and the process of computerization
that has taken place in many CIAT countries, particular attention is paid to information
system reform. organizationa restructuring and auditing in order to derive appropriate policy
lessons for India



1. Introduction

Large scae evasion of income taxes is a well known characteristic of the Indian economy and the
principal cause of a substantial underground economy .* Apart from making the tax system inequitable, tax
evasion increases fiscal pressure on the government, which in tumn leads to inflationary deficit financing
and inadequate expenditure on essentia infrastructure and social safety nets. These pressures aso Jimit the
scope of reduction in import tariffs and indirect taxes.

Since 1991, Indian tax reforms have dealt primarily with refom:x of rates of tax and, iy @ lesser
extent, with widening the base of taxes. Relaively little effort has been made to initiate improvements in
tax administration or strengthen enforcement of existing tax rulesin order to curb evasion. Yet, as the
experience of other developing countries suggests. tax reform which is not accompanied by suitable changes
in tax administration is usualy ineffective. In light of this, an examination of the nature of income-tax
enforcement and directions for its reform is necessary.’

The purpose of this paper is to examine Indian income tax enforcement and suggest measures which
can lead to its improvement. These suggestions draw upon a number of studies of Indian income 1ax
administration, 8 Well as international experience.

In broad terms, tax enforcement covers a range Of activities d of which contribute to the ability
of the government to ensure that taxes due 10 it, according to the prevailing law, are indeed collected.
Logically. the first step is to designate a body to whom the task of collecting the tax is delegated: the tqx
administration. Specifying the legal authority of the tax administration to undertake various activities
needed to collect taxes from those required to pay taxes is the next step. Legal powers of a tax
adminigtration range from the prosaic -- such as the power to design tax forms -- to the controversid and
coercive power to enter and search dwellings of private individuals. These powers determine the extent to
which it is feasible for a tax administration t0 set up an adequate information system to ascertain taxes due

from various individuals (or other legal entities); t0 assess and collect these taxes, and to penalize those not



comply@ with their tax obligations. The legd basis for Indian income tax administration and enforcernent
is laid out in the Income Tax Act, 196 1. The powers specified in this Act are comprehensive and broadly
in acordance with powers delegated to tax adminigtrations in other countries’

The actual use of powers by the Indian income Tax Department (ITD), however, is far from
adequate. The internd organization of the Department and the structure of delegated powers is perceived
to hinder effective administration. The information sysem is outmoded and grosdy inadequate, Assessment
and tax collection are carried out inefficiently, and are plagued with mounting arrears. Penalties are
frequently watered down through various forms of amnesties, are imposed on very few tax offenders, and
that too after protracted delays owing t penalty and court procedures. Oun the other hand, tax procedures
are cumbersome and impose substantial compliance costs on taxpayers. Such harassment is. allegedly
aggravated by widespread corruption within the ITD. In consequence, the contribution of the Indian income
tax to government revenue has deteriorated over the past 25 years and tax compliance has declined steadily.
There is therefore a need for drastic reform of income tax administration in India

The rest of this paper is organized as follows. In Section 2 problems with the Indian income tax and
jts administration are examined in greater detail. The section begins by comparing the performance of the
Indian income tax with other countries 10 assess the seriousness of the problem in proper perspective. |t
then discusses possible causes for the poor and deteriorating performance of Indian income tax revenues,
and argues that tax evasion is the mgor cause. This leads to an examination of the proximate causes for
falling 1ax compliance since the mid-1960s. The section doses with an examination of the major problems
encountered with enforcement of the income tax by the ITD. Section 3 describes recent experience of other
developing countries with administering income taxes and in reforming their tax administrations. Finally,
Section 4 concludes with an assessment of lessons for Indian policy makers, drawing on reforms suggested

by studies both of the Indian context as well as internationa] experience.



2. Dimensions of the Problem

This section attempts to substantiate the following broad hypotheses:

The performance of the income tax in India has been poor by international standards and has been
deteriorating over the past three decades.

Compliance with the persona income tax has deadily worsened over this period.

The two principal tools of enforcement in India search and seizure activity, and prosecution of tax
offenders, have been ineffective in influencing levels of tax evasion.

Problems with the internal organization of the Indian tax administration render it unable to cope
with a steadily increasing workload.

International Comparison: |s the prodem with income tax collection in India redly saious in compaison
with other counries & a compardble levd of devdopmat? Teble | presats besc arosscountry  datidtics
on ux dfat in the lae 1980s For countries with per capita income beiow (US) $360, tax revenue formed
about One seventh of their GDP in the late eighties. In contradt, in countries with per capita income between
$1620 and $6000 tax revenues amounted to a titth of their GDP, while in countries with per capita incomes

exoeding $6000 it amourted to one third of GDP. Income taxes accounted regpedtively for about 35 per
cent, 6.8 per cent and 11 per cent of their GDP for these three groups.” Correspondingly, developing
countries tend to rely morc on indirect taxes, particularly on foreign trade. Tradc taxcs. largely import

duties. accounted for 53 per cant, 312 per cat and 0.72 par cent of GDP for the three groups repectively.



TABLE !: TAX STRUCTURE AND PER.CAPITA INCOME

DOMESTIC (FOREIGN

RANGE OF | AVERAGE | TOTAL INCOME TAXES OTHER
GNP PER GNP PER | TAXES TAXES ON | TRADE { TAXES
CAPITA CAPITA TOTAL | INDIVI | CORPO | GOODS AND { TAXES
(US$) (Us's) DUAL | RATE SERVICES
(a) As a percemage of GDP
INDIA 311 11.3 2.1 1.0 1.1 5.2 4.0 0.1
Below 360 239 14.0 3.5 1.4 2.2 4.6 5.3 0.7
360 - 749 517 19.7 5.7 2.5 2.9 4.7 7.6 1.5
750 -1619 1127 18.6 6.0 2.2 4.1 6.1 4.6 1.9
1620 -6000 2996 19.8 6.8 2.1 3.8 54 3.1 4.7
ALL 1241 18.1 5.5 2.1 33 52 5.1 22
DEVELOPING .
Above 6000 13477 31.2 11.0 8.5 2.4 9.4 0.7 10.1
(b) As a percentage of total taxes
INDIA 311 100 18.4 8.7 9.6 45.8 35.1 0.6
Below 360 239 100 24.7 9.7 15.6 32.5 37.8 5.0
360 - 749 517 100 29.2 12.9 14.9 24.1 38.6 7.7
750 -1619 1127 100 32.1 11.7 21.9 32.5 24.9 10.4
1620 -6000 2996 100 34.4 10.8 19.2 27.3 158] 240
ALL 1241 100 30.5 11.5 18.2 289 28.4 12.2
DEVELOPING
Above 6000 13477 100 35.1 27.1 7.6 30.2 2.3 32.4

Source : Burgess and Stern (1992).°




India, with a per capita income below $360, belongs t0 the first group of countries. Irs
performance is distinctly poorer than rhe average for this group, with total tax revenue forming
about one ninth of GDP. India's performance with respect to collection of income taxes is
especially wesk, with income taxes generaing about 18 per cat of all tax revenues @& agAnd a
group average of 25 per oat. This causes a sronger reliance on domestic indirect taxes

In absolute terms, the performance of Indian income tax collections appears especially
poor. For instance, the persond income tax generated ebout Rs, 50 hillion in 1989-90, which wes
less then the entire amount spent on the fertilizer subddy thet year!” The number of income tax
assessees in 1989-90 was gopraximatdy 52 million, forming less than 06 per cent of the tozal
population.®

From the crass-sectional evidence in Table 1 as well as from the experience of many
devdoping countries it is evidat tha the process of economic devdopmat is usudly assodaed
with growth in the rdaive contribution of pearsond income taxes to revenue This reslts from a
varjery of facwrs, such a5 awidaing of the wxpayer population, increase in personal incomes, and
improvemants in adminidration and enforcement  technology. The Indian  experience runs counter
10 this generalpattern: the contribuion of income taxes hes dminished over the pegt two decades
deiite economic goamth. Over me paiod 1970-90 the share of Indian income tax revenues in totd
centrd tax revenue fell from 14.7 par cat ta 9.7 per cat. The proportion of persond income tax
in non-agricuturd GDP? fdl from 2. |7 per cent to 1.89 per cent.!® Not only is the standard of
income tax collection in India low by inrernatianal standards, it appears to be deteriorating in
recat  decades

The implications of me fdling capadty 1w collect income wx ae serious. The govemman
is foced to rdy inceedndy on exdss ses ad audoms duies as wdl as adminiderad price
hikes for public ssdfor produds Thee taxes are regressive and inflaionary. They aede problams
of coordination of indirect taxes between the central and state governments. The resulting
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cascading effects distort relative prices, besides encouraging excessive vertical integration. Imports
are discouraged by the high levels of tariffs and spending on essentid infrastructure and socid
savices is redricted. Direct taxes are inherently less regressive, being related more closely to

ability to pay of taxpayers, and less distortionary.

Proximate causes; What were the principal causes of this deterioration? The fact that agricultural

income js exempt from the (Central) income tax under the Indian Contitution, the high exemption
limir Of the income tax, and falling tax rates can al be ruled out as possble explanations. Figure
1 reveds that the share of agriculture in GDP declined subdtantially between 1965 and 1992,
Moreover, the ratio of income taxes to nonagriculturd GDP displayed a falling trend over this
period. 1 Since the income tax exemption limit is about three and a half times per capita income,

only a smal fraction of the population not engaged in agriculture is actualy subject to the tax.
However, Figure 2 shows that the ratio of the exemption limit to per capita income fell
substantially from about 6.5 in 1965, to 3.5 in 1992. Hence, while the exclusion of agricultural
income and the high exemption limit contribute to the low level of income tax revenues relative
to nonagricultura GDP, they cannot explain the deteriorating trend. Findly, Figure 2 reveds that

the average effective tax rate increased over this period, despite reductions in top margina rates.
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Falling compliance appears to be the principal cause for deteriorating income tax
collecrions during this period. Das-Gupta, Lahiri and Mookherjee (1995) (hereafter DLM) have
examined the time series behaviow of an aggregate index of compliance with the persond income
tax. This compliance index messures the fraction of taxes due that were actualy coliected.’? The
compliance index is displayed in Figure 3. While subject to considerable year-to-year fluctuations,
the index followed a secular downward trend. In particular, the levet of compliance in1991was
less then half thet in 1965.

It is intereting to contreg the downward tred in tax compliance with the upwvad trend
in income tax revawues Bven dita aduding for inflation, revenues incessed dhaply, expeddly
since 1985-86. This revene gowth hes mesked the fall in compliance levels Pt another way, the
growth in revenue is bdow whet ought to have bemn achieved, given the gromth 1n nonagricultural
GDP ad in tax raes duing this paiod

Causes Of deteriorating compliance: Possible explanations for the declinein tax compliance were
analysed in DLM. These include macroeconomic variables (nonagricultural GDP and inflation),
tax dructure (magind tax raes and the exemption iimit), and enforcematt eforts of the ITD
{search ad sgzure adivity, quatity ad quelity of esssssments pendties and  prossoutions).
Beddes thexe vaidies the efedts of tax amnedies ae examined in DasGupia axd Mookherjee
(1995a).

The condusons of thee pepers throw some light on the causes of fdling compliance
Variables with statistically Sgnificant negative effects on tax revenues and compliance inciude tax

rans the examption limit, audt intendties andtax amnedies Since the examption timit- dedined
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during the past decade. it could not have contributed to declining compliance. especiaily since
1980. The candidates tor explaining deteriorating tax compliance cq therefore be ramoved doan
to the rise |n tax raes the fall in audit intendties and the repested offering of amnedies

The evidence sugoests thet marginal tax raes exardisad a significant negdive efect on
both compliance and reverues  In other words the fail in compliance tended to outweigh the direct
effect of changing the tax rete India gppears to have been operding on the negatively sloped part
of the Laffer auve Morever, contrary to the dowmrward movement-of the maximum marginal tax
rae the average magnd tax rde roee subdatidly snce 1965, owing partly to the effedts of
inifation induced bracket cegp, therdy saving to reduce compliance

Audit intensities turn out to be the only dimension of ITD enforcement effort which
exadsd a dgnficat dfed on compliance. Consequently. one fadtor contributing to the fdl in
compliance has been the declining fraction of taxpayers coming under scrutiny assessment.
comhined with the redudion in time devated to individud soutiny assssamants especially dnce
the mid-1970s.® Prossoution effot (messred by number of  prossoutions launched againd tax
evasion, OF ucoess with regpedt to convidions abtained or compounding of tax offensss) hed no
appreciable impedt on rax compliance Seach and sszure (messred by vdue of asts sdzed in
seaches. the prindpd tod of the ITD in colleding information about taxpayer assts had a
statistically significant positive effect on compliance. but the magnitude of this effect was
nedighle

T a x amnestics ju 1965-66, 1980-8 1, 1985-87and 199 1-92 had negative effects on
compliance and revenue* The dredt recdpits from the amnedy were subdantialy outweighed by
a numbe o induoad dfeds on filing behavior. ad on penaties collected duing nonamnety
vears. Morever, repeeted amnedies sgnd week ability of the govemment to enforce the income

tax. The only exogation 10 this pattern was the 1975 amnesty, which exerdsad a positive impact on

1



compliance and revenues. This amnesty. however. coincided with an internal emergency
characterised by stronger enforcement of laws and curtailed civil liberties. and the positive
comptliance effectsobserved in 1975 couid owe to this rather than rhe amnesty.

One other important variable identified by DLM in explaining year-to-year fluctuations
in compliance ad revenues wes the irflation rate  Higher inflation tended to reduce compliance
and revenues both via its indirect effect on effective tax rates (owing to lack of indexaion of tax
brackets), & wdl as dredly (by indudng taxpayers to.delay tax paymets or to shift white assets
into black). However. Snce there have ben no noticeable trends in inflaion over the pagt three
Oades i1 canat be viewaed as a caue of the ssodar dedine in compliance

Table 2 reports edimates of the extent to which revenues would heve increesed in @y gjven
year with a switch of the policy that year to the comesponding ‘best pradtice policy over the period
1965-92. based on the importance of different explanatory variables identified by DLM.'"
Limiting atention to pest bes practice is a ndurd way 10 incorporate possble adminidrdive and
poliicd constraints on pdlicy refoms. The edimaes suggess that in the early 1990s, one could
expect a revenue increese of the order of 30 percent by reforming tax Sructure in particular by
redudng marginal tes rates to the level of the mid- 1960s The only reform in enforcement policy
with a dgnificant potentia impact on revenues (of the order of 40 percant) would be in audit policy.
invalving an increese in the frequency and extent of time devoted par audit. Stepping up scarch and
sszure adivity or prosecution effort. the prindpal tools of enforcement policy of the ITD during

the past fev decedes woud yidd negligible revenue addtions

Problems with income tax administration in India: Table 2 indicates that the revenue
improvements possible from reform of conventional policy tools are modest in relation to the

magnitude of tax evasion estimated hy Acharya and associates (I 985) or Virmani ( 1986). Hence
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ENFORCEMENT POLICIES

Table 2: INCOME TAX REVENUE IMPROVEMENTS POSSIBLE WITH BEST PRACTICE TAX AND
(Percentage of Income Tax Rev_enue) J
FINANCIAL | INCOME TAX | EXEMPTION | MARGINAL | SEARCH | ASSESS- | TOTAL| REVENUE
YEAR | REVENUE (% LIMIT TAX RATES| AND MENT WITH BEST
OF NAGDP) SEIZURE | EFFIC- PRACTICE (%
IENCY OF NAGDP)
1965-66 _2.05 41.6 0.0 11.2 221 550 3.17
1966-67 1.99 40.4 5.3 16.5 00| 622 325“
1967-68 1.89 Nn.4 10.6 14.6 2] 647 a1
1968-69 2.03 36.6 11.2 28.1 24| 982 4.03
1969-70 2.19 34.2 12.7 14.5 277} #9.2 4.14
1970-71 2.20 31.6 12.6 13.3 28.81 86.2 4.09
197172 2.29 14.3 23.4 10.9 313.0) 814} . 4.15
1972-73 2.36 108 26.1 10.3 26.8 73.9 410
1973-74 2.32 3.6 31.3 9.7 2021 649 3.821“
1974-75 2.27 2.7 29.4 5.3 23.81 612 3.66{'
1975-76 3.05 16.4 31.9 4.5 2411 769 5.39
1976-77 2.65 16.4 20.5 5.3 23.5| 657 4.39
1977-78 1.98 25.4 23.8 12,9 2721 893 374
1978-79 2.11 23.5 24.8 12.1 16.0| 763 175“
1979-80 2.10 9.1 30.1 7.5 12.3 69.0 3.55
1980-81 1.95 12.9 35.2 6.2 13.5]  57.8 3.08
1981-82 1.71 29.8 27.2 49 1581 778 3.04
1982-83 1.60 25.2 35.6 5.5 16.0 [ 823 2.92
1983-84 1.50 19.4 38.3 5.9 24.0 87.7 2.81
1984-85 1.48 15.1 32.1 6.6 3721 910 2.83
1985-86 1.69 21.7 19.6 5.2 02! 8.7 3.15
1986-87 1.69 17.3 19.6 2.9 3921 79.0 3.02
1987-88 1.62 12.6 21.5 1.2 21| 73 2.87
1988-89 1.85 8.4 26.0 1.3 43.5 79.1 3.31
1989-90 1.84 5.2 28.3 2.1 39.1 ) 746 3.21
1990-91 1.69 0.0 29.7 0.5 39.7(  69.9 2.87
1991-92 1.80 35 31.7 1.7 400 769 3.18
1997-93 1.86 10.8 18.0 00| 339 62.7 3.02
Source: Das-Gupta, Lahiri and Mookheriee (1995)
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policy-makers should examine the possibility of reforming the ingtitutiona setting of income tax
administration in India. The need for administrative reform is also highlighted by the limited
deterrent effect of the two principal tools Of enforcement policy, viz. searches and prosecution
activity.

In a descriptive study of the ITD, Das-Gupta, Mookherjee and Panta (1992) (hereafter
DMP) reported serious problems with the administration of the income tax in India The study was
based on a field survey of five income tax ranges and interviews with officers of the ITD. It
examined the information system, methods of record-keeping, manpower alocation policies,
target-setting methods, performance incentive systems, and appeals, penalty and prosecution
policdes Major probdems were identified in each of thee dffeet egpedts of ITD fundioning, and
ae desxibed bdow in futher deal.

The information system of the ITD appears to be outdated and out of line with
contemporary requirements. Computerization of operations or data on taxpayers is practicaly
nonexisent, while taxpayer record-kegping is primiive and tamper-prone. There is no functioning
sydam of taxpaye identfiction numbas the sytem of tax withhdding is grosdy  inedequete
While a system of third party reporting cxists on paper, percolation of information to assessing
officers is slow. Consequently, audit operations fail to utilize available information concerning
transdtions of  taxpayes

Maypone resurces of the ITD gew sbdanidly slower then its wokloed. However,
DMP found no evidence thet this owed to improved efidency in the utilization of manpower. The
ITD appeared to pay limited attention to the rational alocation and deployment of manpower
across different units of the ITD, or to the dedgn of efedtive sysems of planing and evdudion,
audit selection, work targeting, and employee incentives. In particular, the ITD displayed little

avaaes of the dfeds of thee sydams on revenues and taxpayer compliance For indance, it
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reacted to a growing workload by stressing the disposd of pending assessments and collection of
tax arrears, while dlowing the quantity and quality of scrutiny assessments to deteriorate sharply.
In smulations of aternative manpower deployment strategies, Das-Gupta and Mooklerjee ( 1995b)
find substantial scope for improving the revenue productivity of manpower devoted to assessment.

In penalty and prosecution activity, DMP identified a similar tendency to emphasize
quantity over effectiveness Pendlties and prosecutions have increasingly been oriented towards the
punishment of relatively technicd violations (such as falure to deposit tax deducted a source, or
failure to pay advance tax). The consequence is that relatively less effort has been devoted to
pendizing tax evasion.

On these grounds, therefore, it may be argued that weaknesses in administration represent
a principal cause of the poor performance of income taxes in India. These administrative
weaknesses have atrophied especidly with the sharp growth in workload, arising in turn from the
increasing number of taxpayers. It is therefore appropriate to turn to the experience of other

countries in the area of income tax administration.

3. International Experience

Tax refoms have ben camied out in ssved countries in recat times in what gopears to
be a waldwide movamat tovads modem tax sydams Inda is thedfore in the hgopy podtion
of bang dde to dawv upon intemationd expeience in planing its om rfoms The pupose of
this section is twofdd. Frg, the expaience of sdedted ocountries is used to asssss the importance

of effective administrative reforms in successful tax reform. Second, the experience with detailed
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administrative reforms in these countries is used to identify choices that might be considered
serioudy in designing adminidrative reforms in  India

A brief description of the countries reviewed and their experiences is appropriate a this
point t0 motivate their selection. Mexico undertook a complete overhaul of its tax administration
& part of the economic reforms initiated in the late 1980s. Besides modernization of administrative
systems, tax enforcement was stepped up grestly. Tax performance in Mexico improved markedly
thereafter. Spain completely overhauled its tax information system by.introducing comprehensive
computerization, but took few measures to increase the severity of tax enforcement. It too redized
significant gains and cost economies, though these gains were perhaps less spectacular than
Mexico's. The Philippines has undertaken extensive income tax reform during the past twenty
years but has paid less atention to administrative reform. Improvement in tax revenue realization
has been Sporadic over the period. [n contrast to most other countries, Singapore’s income tax
rezins sved trediiond fedures such as the dosence of sdf-assessment o withholding taxes and,
until recently, fidd audits However, it hes one of the mod attomated tax sydems in the world,
and has a record of successful prosecution of a small number of high profile tax evaders. Its
pasdence with oumoded tax provisons hes not prevented a stidadary tax peformance, owing
largely to its advanced administrative sydemsi® The importance of improved administration n
successful tax reform is, therefore, supported by the experience of these countries. Addtiond
support for this podtion can be found from the expaience of many other countries as wdl. For
example, Indonesia’s income tax has not fared well despite drastic tax simplification and base
broadening, due mainly to slow implementation of administrative reform.” On the other hand,
ocouties axch & Cdombia Coda Rica Eouedor ad Jmaca achieved aibdatid gans from
comprehensive reforms which included administrative reforms. 13

One lesson that gppears waranted is the importance of poliicd  will in initiaing Suoccessful
rfom. The fisd cisss in such countries as Argating Bdlivig Cdombia and Pau duing the

16



1980s resulted in the election of governments with a mandate to carry out economic reforms. This
enabled reforms such & the successful overhaul of tax systems. which had not been possble with
the weak governments that had prevailed earlier. with respect 10 specific areas Of administrative
reform, the most far reaching changes were achieved in modernizing the tax information system.
This involved large scale computerization and use of modern information processing technology,
besides organizational reforms intended to enable effective utilization of information. In contrast,
increased levels of auditing and stepped up prosecution activity did not appear to have been
widespread. Following computerization, reforms in the organizational structure of tax
administration and of empioyee incentives formed a second mgor initigtive in many countries.

These will shortly be reviewed in greater detail below.

Overall Perspective Many countries, paticularly in Latin America, witnessed dgnificant reforms
in tax administration during the 1980s. Silvani (1990) characterized the 1980s as the ‘winning
decade for tax administration’. The motivating factor for these reforms Was the onset of fiscal
crises during the early 1980s. Foreign borrowing could no longer be relied upon to overcome
fiscd problems, neither could inflation which was dready prevaling a a high levd in most of
these countries. The initial reaction of many countries was to introduce reforms in tax law to
encourage investment; index for inflation and broaden the tax base. These reforms were largely
unsuccessful 1 substantially increasing revenues. Consequently, during the 1980s, significant
changes in tax administration were introduced in many Latin American countries. Similar reforms
were initiated in other countries for a variety of reasons. Spain and Portugal embarked on
ambitious tax modernization programs 10 enable them to “catch up” with the rest of the European
Community. The end of the Marcos era in the Philippines heralded many economic reforms,

including tax reform, though administrative reform was less thoroughgoing. Indonesian reforms
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Table3 Tax Collection Costs and Revenues

Country Collection  Costs Revenues

(% of Revenues) (% of GDP)
1980 1989 1980 1989

Colomhia 111 0.68 8.4 9.9
CostaRica 115 0.99 128 15.0
Ecuador 143 0.66 12.8 16.0
Indonesia NA NA 22.8 16.0
(6.6) (9.2
Jamaica NA 1.83 24.8 31.4
Mexico 111 0.22 15.3 18.6
Philippines 0.98 0.79 12.5 132
Spain NA NA 13.6 23.2
Singapore 0.69* 0.80* 175 16.9

Notes: 1. Indonesa Non-Oil Tax Revenue in Parentheses.
2. *: 1984 and 1990.
Sources. Country studies cited in the text.
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were motivated by failing petroleum prices causing deteriorating terms of trade and declining
capital inflows in the early 1980s, leading o a perception that non-oil revenues needed a boost.

Most successful reform initiatives were associated with strong political support from the
highest levels. Such support was necessary to Overcome inertia within the administration and
resistance from adversely affected taxpayers, and to make available necessary finances and
leadership. The political will resulted from the need for elected governments to successfully resolve
ongoing fiscal crises to ensure a continuation of their mandates.

A careful quantitative assessment of the results of reform in different countries is not

available. Two basic indicators are, however, presented in Table 3 for countries ‘which have
successfully overhauled their administrations (as well as for Indonesia and the Philippines).
Singapore's atypicd performance reflects, in part, a deliberate reduction in its tax burden, besides
awage hike for tax employees. Though its real tax revenue declined in 1985 and 1986, iax
buoyancics With respect to GDP for increased from 1.44 during 1980-85 to 15 during 1986.1992
(Das-Gupta, 1994b). Overall, the figures suggest that appreciable gains can be achieved by

reforming  administration.

Specific Reforms

International experience with five gpecific Components of administrative reform are now
described in more detal: information System; organizational sructure; auditing; tax collection; and
treatment of offenders. The review is selective and concentrates on aspects of relevance to the

Indian situation.
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The Information System: The maj or components Of a tax information system include sub-systems
deding with the identification of potential taxpayers, ascertainment of their tax dues from their
own records and from the records of third parties, monitoring the progress of tax proceedings with
particular taxpayers. and keeping track of tax collections. Several other sub-systems, ranging from
those that facilitate internal controt of operations to those that permit tax officers and taxpayers to
make informed decisions are also important. From the point Of view of Indian reform, three reform
uends have been significant. The first is computerization of the information system, which usually
starts with basic taxpayer identification, construction Of taxpayer master files and current accounts,
and then proceeds to an overhaul of systems for tax filing, record kegping and retrieval, and cross-
matching. ,A second initiative involves strengthening Of withholding systems. Introduction of
presumptive taxes forms a third reform which can compensate for weaknesses in the information
system.

The most important reform initiative has undoubtedly been computerization, which brings
with it severd unique bendfits, such as. (i) a tamper-proof, readily accessble and updatable
information base on the identity of taxpayers, their payment records, and third party information;
(ii) crossmatching of information from different sources concerning the activities of any taxpayer;
(iii) efficient collection and tax recovery operations, (iv) sophisticated audit selection programs
and enhanced information on taxpayer activities speedily available to tax auditors during audits;
(v) less corruption owing to reduced scope for person-to-person contact between officids and
taxpayers, and reduced auditor discretion over conduct of audits; (vi) improved taxpayer
information and assistance services, and (vii) a comprehensive information base for manageria
planning and supervision.

Virtually all comprehensive computerization programs have included the following

components. a system of nation-wide taxpayer identification numbers and identity cards, a
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Taxpayer Master File (listing al potential taxpayers, with identifying information); a Taxpayer
Current Account (containing a record of tax related transacriong; and a Tax Data Base, used in
audits, taxpayer assistance and management control. The development of these components
represents the natural first stage of a computerization programme. These were successfully
introduced over a period of about 30 months or less by many Lain American countries, usualy
with cxternal as8gdance from the Inta-Amaicen Tax Confaence (CIAT) ad the Inter-American
Development Bank (IDB).” Countries such as Mexico or Spain, achieved even more
comprehendve  computerization within a rddivdy shot goan of time 198393 for Mexico and
1984-9 1 for Spain.*®

The reums to invesments in informaion technology. gopear t0 have been realized: fairly
quickly: indesd, virtudly no country wimessad ay dgupion in its revenue odledtions duing the
transition period. Virtualy al the CIAT-IDB assisted programs in Latin America realized
immediate bendfits espeddly with respect to odlections and recovay opeations In countries for
which dara on costs of these investments arc available, ! the investments were invariably below one
pacat of avarage yealy tax revenues The absdlute cost OF compuigizaion wes bdow US $10
million, with the exogtion of Spein and Mexico. The toid Mexican invesment hes been esimated
a aout US $18 million, as agand an anud revenue of US $26197 million in 1989,

Computenization brings with it the need for complemetay legd rdfom. Thee indude
dhenges in filing requirements and filing processes and tresment of Sgnetures in- electronically
filed reums ad tax damend natices In addition, issues of taxpayer rights to privacy and security
also have to be tackled. Mexico has introduced a number of innovations designed to track
transactions of smdl taxpayers induding the mandatory ue of <es regidas tha tradk sdes in
rdal eddbisments of invoicss tha cary taxpayer identification numbers of both buyer and
dle, ad the ue of indudry assodation efilisions to register sl busnesses It shoud do be
noted that virtudly all the countries surveyed have a sysdem Of netiontwide taxpeyer identification
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numbers, which have been in place for several decades. The only exception is the Philippincs,
which is dill consolidating its taxpayer identification system.

An important component of the information-cum-tax collection system is withholding of
tax a& source. Withholding from wages (PAYE systems), interest and dividends is an important
source Of revenue for most countries studied. An exception to this is Singapore. The Philippines
has compensated for its relative lack of success with computerization with a major extension of
withholding taxes. This was facilitated by a move away from globa income taxation to schedular
taxation, which involves separate tax schedules for different sources of income in order to reduce
the complexity of administering the tax. Creditable withholding taxes on bank deposit interest,
dividends and royalties a a flat rate of 15 percent, and on money market interest a a flat rate of
35 percent were introduced in the late 1970s. These were soon followed by an expanded
withholding system, under which all persons making payments to residents were required to
withhold taxes at rates ranging between 25 and 35 percent, and a progressive (10 and 20 percent)
find withholding tax on property sdes. To encourage compliance with these, a number of penalty
provisons were introduced in 1979 and subsequently strengthened in 1987. To circumvent bank
secrecy laws, centrdl bank auditors inonitor compliance with interest withholding requirements by
commercid banks. The overdl results of these reforms have been striking: the share of withholding
taxes in total revenue collections increased from 7.8 percent during 1972-8 1, to 16.2 percent
during 1982-85, and 19.7 percent during 1986-9 1. In 1990 and 199 1, collections from withholding
taxes amounted to about 3.5 percent of GDP, exceeding those from income and corporation taxes
combined! This experience contrasts with that of India, where a 1991 measure to introduce
withholding from bank interest had to be withdrawn after one year.

In order to ded with hard-to-tax groups (such as retailers, professionds or other gervice
sector  categories) whose incomes are hard to measure, presumptive taxes have been used in
various countries. The most well known example is the tax on red assets introduced in Mexico,
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Colombia and Argentina during the late 1980s. In Mexico, for instance, this is levied at 2 percent
of the gross inflation-adjusted assets of a company, principaly amed at reducing tax evasion based
on * innovative' accounting methods. It is a minimum tax, refundable to companies in years of
above norma profit declarations. This tax has been the most controversia of all the Mexican tax
reforms of the past decade, with numerous court cases filed =~ suggesting that the tax has exercised

considerable hite. Revenue returns have been of the order of 0.3 percent of GDP.%

Organizational Restructuring: The: experience Of other coutries suggests that Indian tax
administrators can consider five potentia sets of organizational changes: increasing functional
specialization; reducing regional decentralization; awarding greater autonomy to the tax
administration; altering manpower atfocation Systems; and retorming employee compensation
policies. These are daborated in turn below.

There has been a generd trend amongst the CIAT countries towards adopting &functional
structurc for tax adminigtration, with different departments speciaizing in different functions (such
as assessment; collections and recovery; information processing; taxpayer assistance; and pendties
and prosecutions). This is aso true of the three Adian countries examined. Indeed, it is difficult
o visualize effective computerization of operations if a tax administration is not organized along
functional lines. There has also been a trend towards unifying administration of direct taxes,
indirect taxes and customs duties. These stand in direct contrast to the organization of the Indian
system, Where different functions tend to be simultaneously carried out by local units in isolation
from one another, and where different taxes tend to be administered by different bodies.

Unlike Indian administration, cerain functions such as planming, evaluation and taxpayer
assistance are explicitly recognized by building them into the organization structures of tax

administrations in many countries. For instance, the Philippines created a management information
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system in 1981, and have a practice of creating and implementing long range pians for
improvements in selected areas. This facilitated the phased introduction of major pieces of ax
reform (such as the Modified Gross income Tax), based on feedback from different quarters, over
a period of some five or six years. Spain has an advanced computer-based planning and evauation
function, making available continuoudy updated dtatistics on collections and audits classified in
various ways (by taxes, regions, functions etc.), projecting future revenues, and monitoring
progress towards achievement of different targets. Computers are -also actively employed jp
providing assistance to taxpayers, with respect to providing answers to taxpayer queries, and
assistance with preparation of tax returns. Computer-based taxpayer assistance is aso provided in
Chile, Colombia, Canada and Portugal.

Another digtinctive feature of the Indian administration is the high degree of
decentralization of tax to local units, with relarively little sharing of overhead * staff' functions,
limited supervison from higher levels, and substantial discretion to local officids. In contrast, the
trend in many countries is to increase the degree of centralized control and resource-shaing. This
makes it difficult for local officers to tamper with records, besides allowing centralization of
audit selection and manpower allocation. For instance, Spain and the Philippines have created
regional offices that act as an intermediate level of the tax adminisiration hierarchy. These regiona
offices have specid branches for collection, assessment and administration. Taxpayer records and
other senstive information are usually stored a central information processing departments, and
are eectronicaly accessible to the entire administration. In contrast, taxpayer files are stored in
single paper copy a locd offices in India, causng limited and delayed access to other offkes.

Greater autonomy of the tax administration is important if the administration is to retain
the flexibility to respond to administrative problems quickly and effectively. Autonomy over sdary
levels, incentive systems, training, and procurement has been increased in varying degreesin a

number of countries, such as Argentina, Colombia, Ghana. Peru and Singapore. An important
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dimension of autonomy concerns the budget of the tax administration. In several countries this is
linked to revenues collected. For example, the Internal Revenue Authority of Singapore is an
independent Statutory corporation whose income consists of agency fees paid w it by the

govemmat of Snggpore The fee is linked to tax collections achieved, rdative to a prededided
target. A second dimension of autonomy pertains to personnel policy. In Peru and Singapore,
extensive autonomy over employment condtions induding the hiring and firing of employess, has
edidged dnce the ealy 1990s Peru's tax adminidraion utilized its powes to dradicdly reduce
gdf drengh and incesse day levds on a mait beds Snggpore revisad wapges in line with
make weges a mesaure that wes mede posshle by the fadt that tex offidds are not pat of the

civil service. The degree of autonomy in Spain, on the other hand, has been limited by the
constraints imposd by the avil savice of which the tax adminisraion foms a pat. In Indig by
Contrast, almost all items of expendtue, ad not just the ovedl budge, require goprovd by

officials outside the tax adminigration. Furthermore, tax offioars fom pat of the dvil savice
therby redricing the soope for introdudng wage and employmantt conditions gppropriate to the
particular nesds of tax adminidration.

The previous sedion noted how the increeding raio of workloed to menpower in India hes
caused dgnificant dilution of the freouency and qudity of taxpayer audits. Other countries have
also witessed dgnificat growth in workloed, without sgnificently incressing manpower  dlocated
to audit operations. Most important, this problem was suocesfully confronted without reducing
the efedtiveness of audit oparations The Mexican tax adminisration, for instance, Shrunk jts staff
grength by ove 20 paroat bewean 1988 and 1991, desite an over 20 paoat inceese in the
number of taxpayas ad an 80 pacat inceee in the fradion of taxpayas audited. During the
sre time thee weare impressive gains in the yidd o indvidud audits In Soein the number o
taxpeyes more then doubled bewean 1981 and 1992, but the number of tax ingpedtors and sub-
inspectors émployed increased only 11 percent. In the Philippines the number of taxpayers
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increased 12 percent between 1976 and 1988, but total employment was almost stationary during
this period. By and lage this was made possible by the increasing computerization of operations
which dlov autometion of routine tasks. The task of manpower management is greatly fadlitated
by granting the tax administration autonomy over manpower recruitment and deployment
decisions.

A find area of organizational reform concerns compensation of tax administration
employees. Some countries like Mexico and Peru have recently introduced flexible hiring and
firing polides with use of incative sysems offeing substantial rewads to tax dffigds bessd on
revenue collections. These appear to hgve exercised a significant impact in curbing corruption and
increasing revenues. Spanish tax administration employees, on the other hand, are part of the
gaad avil savice whoe say levds are nat compardde with the private ssctor and rdly little
on positive incentives. Reliance is placed instead on a sophisticated system of decentralizing
decisions and evaluating the performance of individua cost or budgetary centers. The tax
administration i Sngegpore o relies on - non-monetary incentives for employess bedides revisng
wages upwads quite Subdantidly o bring them in lire with maket weges Employess of the tax
adminigration in the Philippines are part of the gened dvil savice where incentives ae provided
by systems of promotion. Smilar w Indian practice, work targets are assigned i n dewiled
quatitetive tems ad suocess of individud employess and depanmes in meding cardly  laid
down targets are monitored and used in performance evaluations. Salary levels are periodically
upgaded. Overdl, the sysem is believed to be characterized by alot of comuption and low work
incentives. In the Indian context, where official corruption is alleged to be more akin to the
Philippines and (pre-reform) Mexico, a system Of positive incentives would appear to be
appropriate. It may be argued, however, that the more fundamental reform involves granting

autonomy to the tax administration, whose budget is linked to its performance; the self interest

26



of the administrators themselves can then be subsequently relied upon to reform employee

incentives without external  direction.

Auditing: The following three dimensions of audit policy are Important: the types of audits carried
out, selection of which taxpayers to audit, and the number of audits of different kinds carried out
by an auditor on a yearly bass. Mogt countries conduct two or more types of audits of differing
intengty. In systems with a high degree of computerization such as Canada, Singapore or the
United States, mechanica checking of returns for arithmetical and prima facie correctness (or pre-
auditing) is usually performed automatically. Cases selected theresfter for audit can be subjected
gither to a desk audit, or a more comprehensive field audit (as in Singapore). The fotmer type Of
audit is uscful in detecting questionable tax deduction claims, while the latter is appropriate for the
detection of tax evasion. For a smal number of serious fraud cases, tax investigations conducted
by specidized teams are often used (e.g, in the Philippines, Singapore and the United States).

In order to maximize the returns to audit, selection of casesis best performed at the
national level so that uniform criteria are applied to al taxpayers. Furthermore, criteria can be
designed to facilitate computerized selection of rewrns as in Camada, Mexico, Singapore, Spain
and the United States. These criteria reflect past experience of characteristics of audited taxpayers
whose reported income deviated substantially from the income subsequently assessed.

In most countries studied, the number of audits carried out per year by a single auditor was
less than thirty, implying an average of about ten days per audit. Audit proportions run above 10
percent in Chile and Portugal, between 2 percent and 10 percent in Argentina, Costa Rica, El
Sdvador, Guaemaa and Mexico, and less than 2 percent in Ecuador, Spain, Panama and the
Philippines. Typicaly countries auditing a larger fraction Of taxpayers (such as Chile and Portugd)

have less intensive audits
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It is instructive to compare these with Indian practice. The standards of auditing in India
have been significantly diluted by the growing workload over the past two decades.” The fraction
of taxpayers audited in India fell from about 60 percent in the early 1970s to below 3 percent in
the 1990s. This, however, masks trends in audit intensity, since the definition of a scrutiny
assessment (the Indian term for an audit) has been progressively strengthened since the 1960s. For
instance, an asesing offioer caried out dmost 400 sorutiny assessments a yeer in the early 1980s,
&s against a litfle over a hundred by the late 1980s. With respect to the audit frequendes expressd
a a propation of the total taxpayer populdion, Indian pradtice does not ssem out of line with
international  practice.

The mgor disrependies aise with respect to the quality of audits. With each assessing
doficr carying out a hundred audits a year, an avaae of three days wae at pa axdt
Moreover, oniy @ small fraction (about 20 percent on average} of the time of tax inspectors is spent
on fidd enquiries 0 the audts ae ovawhdmingy dek audts

Morever, the deddon of which taxpayes to sdedt for audit is predominantly ddegated
to the relevant assessing officers. with little oversight exercised by any centralized body. The
dfficers ae often ised generd guiddines by the ITD oconcaming which taxpeyers to sdedt, but
these tend to designed without much thought to consequent effects on taxpayer reporting
incentives, and also leave substantial room for subjective judgments and discretion to the
asesing  dffices  There was also little evidence that assessing officers utilized information
available voncerning transactions of taxpayers to the ¥TD, or any other systematic procedure.

Another prectice in India thet contregts markedly with other ocountries is the extendve
rdiance on search and sazure opadions by its tax investigation unit. In none of the countries
suded was there a drong rdiance on ssarch and sszure adivity ather as a tod for gatheing

informartion or for initiging prosscution for tax offenses
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The SCope for substantive reforms in auditing practice is illustrated by the expericnce Of
Mexico. Prior to 1988 the auditing system was not substantialy dissmilar from the current Indian
practice. Since 1988 a vaidy of messures were introduced to reduce coruption, and motivete
audtors in a postive manner. These indude tetiance on preprogrammed * laptop’ audts which
sbdantidly reduced the soope for auditor disretion; a system of bonusss based on addiiond
revenues colleded, amounting on average to aoout 130 pearoat of the overdl wage hill; induosd
dtrition of corrupt officials; and increesed job rotation. Vigilance adtivities were a0 sepped up:
for exanple audtors ae abjeted to pdyggoh teds and an audit which yidds no addtiond
revenues can he dosed only by an official from a different department. Seoond, the audit selection
system is now based on a computerized information base; selections are decided by the
programming Depatments of tocal offices on the beds of ditaia issued by the centrd office.
Third, lage taxpayes ae required to be ingected by privae audtors jud as in the cae of
finendd daements the retums are filed dectronicaly, and the third party auditor is hdd partly
reponsible for imegulaities or improper dsdoares in the reum. This hes fread audit manpower
reouross within the tax adminidraion avey from lage taxpayas to midde szed ad srdl
taxpayars

In Span, improvements in audting have been achieved through an ethanced informetion
bese especidly with the devdopment of ‘expat sysems software allowing identification of
taxpayers according to the intersectinn of different criteria relating to transactions and assets. A
national data beee is d0 usd to idenify patetid nonilas Taxpayes ae Heted for audit a
local offices besed on citeria lad down by the canrd office the latter dso lays down targets in
tams of the number of audits to be caried out, and revenues expedted to be redized. However,
there is no sydem of finendd incentives for auditors or Other medheniams to inare auditor
responsibility. For indance, additional tax demends made by auditors are frequently appedled by

taxpayers and Subssouently overtumed, and the tax auditor hes little repongibility beyond issuing
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the original demand. Not surprisingly, levels of tax evasion appear to be quite high: it 15 esttmated
that about 68 percent of income was concesled under the personal income tax in 1992, with special
concentration in construction, restaurant and transport sectors. In these respects, the Spanish
situation IS similar to that in India, despite the deployment of a sophisticated computer system. The
contrasted with Mexico serves to highlight the importance of offering positive incentives to

inspectors.

Tax Collection: The main point of interest here is the extensive privatization of tax return filing
and tax collection operations through commercid banks. The degree of privatization varies, but
the feature itself is common to most CIAT countries, as aso the Philippines and Singapore.* While
tax collection is also carried out through banks in India, the system is poorly designed and
cumbersome in contrast to the systems prevailing in other countries studied. Reform of the Indian
collection system along the lines of systems in Mexico or Colombia could greatly increase its

efficiency.

Appeals, Penalties and Prosecution: It is worth considering the striking reforms achieved by
Mexico in these areas, and contrast the resulting system in Mexico to that currently prevailing in
India

The Mexican reforms were designed to encourage incentives for voluntary settlement by
taxpayers and strengthen prosecution of large tax offenders. First, an * autocorrection’ facility was
introduced to reduce frivolous or drategic pendty litigation whereby penaty raies are reduced by
haf (from 100 percent to 50 percent) if the taxpayer complies with the additional demands made

by the tax inspector. As many as 70 percent of al additiond demand cases are now settled in this
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fashion, serving to reduce the pressure on the appeds and court system. Second. the agppeds
procedure alows only one level of appeals, and is now time bound. The incentive to delay
payments via frivolous appeds have aso been reduced by introducing inflation adjustments tg
pendties, as weli as ligbility rules where taxpayers must compensate the tax administration for
legal expenses incurred in case the appeal is overturned. Finaly the administration increased
prosecution effort markedly, with special concentration on large offenses. More than 500 tax
evason prosecution cases have been launched since 1988, with over 200 people given jail sentences
{in comtrast to only three prosecutions in the entire history of the system prior to 1988).

The Indian system involves excessive delays, even by the aready low standards Of
countries such as Spain and the Philippines. Appeds are not time bound and ex parre hearings are
not alowed. Various amnesty and settlement programs dilute the deterrent effect of pendties, as
does the fact that many prosecutions are launched against tax offenses of a technical nature which
do not involve large scale tax evasion. The discretion allowed to tax officials and settlement
authorities over terms of seulement and granting of immunity stand in sharp contrast 1o the

formula-bound  autocorrection approach used in Mexico.

In conclusion, the experience of many developing countries illustrates the wide range of
reforms that could be considered by the Indian tax administration. Their experience aso suggests
that such a reform process is logistically feasible over a five to eight year horizon. Financing costs
have tended to be low in relation to annua] revenues, and revenue returns have usually been
realized fairly quickly without any major disruptions. Nevertheless, serious reforms require
political will at the highest level within the tax administration, as well as in the government. The
following section attempts to summarize some Lessons that Indian policy makers could learn from
the experience of other countries.
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4. Lessons for Indian Policy

The first point that needs emphasis is that continuation with current administrative and
enforcement practices cannot lead to dramatic improvements in the performance of the income tax
in India. Thisis evident from Table 2 which demonstrated the possibility of at most 60 to 70
percent revenue increases from switching to “best practice” levels of these policies over the
period 1965-92.* However, amost half of this improvement would owe to increases in
assessment efficiency, reflecting a return to the audit frequencies of the 1960s. Changes in tax
structure woulid yield less by comparison. Furthermore, even if both @x structure and tax
administration reform are carried out to the levels of best practice since 1965, the order of gains
insufficient to restore the performance of the Indian income tax to the level of other developing
countries.*

Consequently, reform of income tax administration must be more thoroughgoing if income
taxes are to increase their contribution to revenue significantly. Areas requiring reform have

dready been identified in preceding sections, and are summarized below.

The first main area is the information system. Necessary reform measures includec
computerization, introduction of a nation-wide system of taxpayer identification numbers, current
accounts and taxpayer master files; a major extension of the withholding system; improved
methods of crossmatching of information-from different sources, and a specid drive to track down-
non-filers.”” The second area involves organizational restructuring, where the government could
consider the following reform measures that appear to have been effective in other developing

countries. increased autonomy to the tax adminidration over salary levels, hiring and firing of
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employees. procurement, and privatization of select operations.  increased funcrional
specialization, and inoessed centrelization, in order to reduce disoretion of locel officials and to
improve shaing of ovehead resources the aeion OF new units for long term planing ad
evaudion, and texpeyer savices The third main aea whae rdoms ae necessty is auditing.
There is aneed to enhence the qudity of audits by dlowing auditors more time to cary them aut,
for instance by redudng quantittive noms Audt sdedion proosdures which meke effedtive use
Of available information need to be introduced. Most importantly, improvements in auditor
incentives ad monitoing nesd to be inroduoad to reduce comupion. A fourth possble aea of
reform concems ways Of improving the efediveness of curat manpover resources of the tax
adminigraion to cope with the lage wokload This may invdve the introduction-of rationd
manpower dlocaion plans designed to increese revenues without increesing totd  employment, and
improved training and infrastructural facilities. Finally, appeals, penalties and prosecution
adtivities shoud doee of loogphdes explated by lage sde tax evadas emphedze fomulabesd
voluntary settement, and engege in sdedive but intendve prosscution leunched agandt lage tax
evads

A gradua program of modernization of the tax administration can,be introduced in a
phessd maner. The trangtion requires carefl menegamat to limit resistance from entrenched
interests. To be implemented successfully, the reforms therefore have to be sequenced
goproprictely. Two main sources of resistance can be expected: dfetted taxpayas and cuployees
o the tax adminidraion. Blamets of the refom programme which would goped 0 thee two
groups dhoud be gven drong empheds & the auiss. The expaience of other countries suggests
that with a few notable exceptions. greater emphasis has been given to improvements in the
information sysem within the tax adminidration, rather then heightened adtiviies of audits and
prosecutions. This may have been partly 10 avoid strenuous opposition from middle class
taxpayes
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In similar fashion, the Indian reforms could aso limit resistance from taxpayers by initially
focusing on computerization. and improvements in taxpayer services. The culture of acquiring
information concerning tax offenses Via brute force can be replaced by a less visble but more
comprehensve method based on extended third-party tcponing and withholding. The number and
geographical spread of collection centers for tax returns could be enhanced, specia offices dealing
with taxpayer enquiries could be opened, and processing of refunds could be speedier and offered

on an automated, impersona basis.

The support of internal employees could be sought by including programs of salary
enhancements, improved work facilities, flexible work targeting systems, postive reward-based
incentive schemes, less frequent transfers, and improved training (especially with respect to
computer-based tasks). These changes will necessitate a certain degree of autonomy to the tax
administration. DMP report that their interviews with assessing officers reveded a postive attitude
towards a reform package which included these elements.

Improvements in audit systems could be brought about by redesigned manpower ailocation
schemes, which are unlikely to meet with much resistance from employees. For instance, an
important component. of the intensity O audits O specific groups of taxpayers (defined by
occupation, region or scale of reported income) is the amount of manpower allocated to their
assessment.  Das-Gupta and  Mookherjee (1994b) show that manpower alocation norms have a
drong impact on revenues collected, owing o induced effects on audit frequencies and therefore
on taxpayer incentives to disclose income. For instance, the current practice of organizing
taxpayers into wards and circles, based on size of reported income, has the effect of lowering audit
frequencies for wards (corresponding to low income disciosures) relative to circles (corresponding
to high disclosures). This increases the incentive for a high income taxpayer to disclose little, in
order to be included in a ward where the likelihood of audit is 1ow. This perverse effect can be
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avoided by allocating more manpower to circles, or better ill, abolishing the ward-circle
diginction  dtogether.

Reforms in penalties and prosecution policiesar e aiso essential, and are likely to pe
unpopda. However, they ae likdy to reduce harassmet of midde dass taxpayas if oriented
towads punsmet of lage sde tax evasion rather then small sde technical offeses  Of
oouss, the dodng of vaious loophdes exploted by large tax evaders will mest with political
ressance and in this one regpect the govemment hes to dand firm. Incressed autonomy of the tax
adminigration ( for example a leest andogous to that offered to the Resarve Bark of India), is
a possible method of increasing the distance between officials responsible for initiating
prossoutions, and chennds of  pdliticd  influence

Thexe rfoms would necessitete a shift in the fundamental vrientation of e Indian wx
administration, avay from reaively technical dojedtives such as desrance of panding assessments,
better tax recovary percentages, and prossoution Of technical offenses, towads rasng  addtiond
revenues detedting and punishing tax evesion

This givesrie to the fundamental quedtion: is there the requiste pdliticd will to enadt such
teforms in Inda? In may oounries with wesk, damoadicdly deted govarmeats (such &
Argeting, Bdlivia Cdombia or Peru), such a will hes nevathdess bean farthooming, owing 1o
asevere fiscal crisis,; and election of anew government with aciear mandate to carry out
deep-seated structural economic refoms This opportunity was deardy presnt in India in 199 1,
when the current government took over. The likelihood of enacting such reforms have

progessvdy weskened ever snce
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ENDNOTES

1.support [rom the IRIg Centcr, University of Maryl and and the
National Institute of Public Finance and Policy, MNew Delhi, is
grateful ly acknow edged. Revisions were -carried out while pas-Gupta
was a Fulbright Research Scholar a Rutgers University. Support
from the Fulbright Foundation and the hospitality of Rutgers
University are also gratefully acknow edged. We are grateful to
participants in an |RI'S semnars held in New Delhi in Mrch and
December, 1994 for comments on earlier versions of the paper for
comrents. Finally, we thank Satu Kahkonen for her valuable and
detailed conments on an earlier draft O this paper.

2.For example, Acharya and -associates (1985) estimated the size oOf
the underground econony at 18 percent of GW and incone evading tax

at 186 percent and 243 percent of income assessed to tax in 1975-76
and 1980-81 respectively. Virmani (1986) obtains an even higher
estinmate for 1975-76.

3 see, [or exanple, the studies reported in Bird and Casanegra de
Jantscher {1992).

4.5ee, for exanple CECD (1990) and Hussey and Lubick (1992).

5.The disparity is morepronounced if social security taxes are
included in total tax revenue.

6.The figures are based on 3 Year averages for years closest to
1987 for which data were available. O\ per capita is measured in
1987 US dollars for the year 1987. The sanple included 82
countries.

7.See +the Indian Economic Statistics (Public Finance) for 1991-92,

8.5ee the Report of the nptroller and Auditor General of India:
Revenue Receipts = Drect Taxes for 1991-92.

9.The potential base of the Indian incone-tax corresponds roughly
to personal  income from  non-agricul tural sources, since
agricultural incone is exenpt under the Indian conscitucion. Of
course, this base is eroded by the exclusion of various incones for
"merit good® or other, less ‘praiseworthy, reasons. Since data on
personal income from non-agriculture are not avai 1 able, and Non-
Agricultural GDP is closely correlated with non-agricul tural
per sonal income (the correlation coefficient bet ween GDP and
-personal income for 1960-92 was 0.9987), the former is wusually
taken as a proxy for the potential base of the incone tax.

:0.5ee Government of India, Tax Reforns Conmittee (1991).
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11.7he average ratio for 1960-61 to 197/4-/5 was z.1g percent, as
against 1.78 percent for the period 1977-78 to 1992-93. The peak
was achieved JL)Jring 1975-76 amdst the internal emergency, a period
o curtailed civil liberties and harsh police neasures.

12.The conpliance index is the ratio of actual income tax
collections, tO the product of non-agricultural GDP (3 proxy for
the tax base) and the average effective tax rate (conputed by
averaging the effective tax rate across different income groups).
The level of this index is subject to a nunber of biases, but it Is
less likely that vyear-to-year fluctuations are simlarly affected.
This was confirmed by examining how the index was nodified wth
respect to treatment of deductions, and arrears or exclusion of
reqistered firms, for years for which data concerning these
variables were available. ~ 'Indeed, the index is biased upward if

black i ncome is not fully reflected in measured non-agricultural
@P. The reader is invited to consult DM for additional details.

13.7ime sSeries of these variables are reported in -Das-Gupta,
Mcokherjee and Panta (1992).

14.An amesty during the 1975-77 energency did have a positive
eff.ecéI on revenues. As pointed out earlier, this was an exceptional
period.

15.The estimates in Table 2 should be treated with caution and
viewed as illustrative, for a variety of reasons. For  one,
i ndpendent switches of assessnent policy and search and seizure
policy to their respective best practice levels my not be feasible
in any one year, given the manpower and budgetary resource
constraints on the ITD The presence of such conStraints would,
however, reduce the revenue gains possible from changes .in
conventional enforcement policy, thus strengthening our quailtative
conclusion.  Secondly, the estimates are based oy coellicienc
estimates reported in DLM, which are sensitive to changes in the

specification O statistical equations. However, the qualitative
nature Oof the results are less sensitive to specification changes.

16.The country studies are based on Mokherjee (2994b) for Mexico,
Mookherjee (1994c) for Spain, Das-Qupta (1994a) for the Philippines
and Das-Qupta (1994b) for Singapore.

17.8ee Gillis (1990) and Nasution (1994).

18.see Mookherjee (15%4a).

19 .Th list of countries includes Costa Rica, the Dom ni can

Republ i c, Ecuador, H  Salvador, Guatemala,  Honduras, Panama,
Suri name and/ Uruguay.
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20.Besides the basic conponents nentioned, Mexico has conputerized
data-entry from filed returns; information on sales and purchases
by businesses and financial deposits; and has a system for cross-
Tatching Lhese dJdeposits. It has also automated tax <collection,
issue of notices to delinquents, tax refunds and audit selection.

in addition to having conputerized | all sub- syst ens t hat t he
Mexi cans have, Spain is also able to utilize information on luxury
expendi tures by t axpayers, identify non-filers and  provide

conput eri zed assistance to taxpayers. The conputer data base is
also utilized nore extensively for managerial control in Spain.
Essentially the sane level of conputerization as in Spain is
present in Singapore. However, Singapore also has autonated return-
filing and tax paynment systens.

21.These countries are Costa Rca, Chile, El Sal vador,  Spain,
Quatemala and Portugal .

22 .For a conprehensive review of presunptive taxation see, for
exanple, Tanzi and Casanegra de Jantscher (1987).

23 .Furthermore selection of <cases for audit is unscientific or
largely discretionary: See DMP.

24.Some countries such as Mexico have also privatized information
processing functions and the printing and distribution of tax
forns.

25.Further details o these estimates are available in DLM.

26 .Furthermore, the tax structure identified by the regression as
best practice from the point of view of revenues (the 1965-66

structure) involved high tax rates which are undesirable on other
grounds.
27 .The research of vi r mani (19871  suggests t hat non-filing

conprises the bulk of the tax evasion problem in India.
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