Chapter: 2
Business Processes and Organisation: Income Tax



INTRODUCTION
2.1
In the last decade income tax, together with sales tax, has become the principal source of revenue for the federal government. Its contribution to total tax revenue stands at 28 percent, and its share in GDP has increased from less than 2 percent of GDP in the early 1990s to 3.6 percent of GDP by the end of the decade. The inflation adjusted annual increase in income tax revenue was 10.7 percent between 1990-91 and 1999-2000, which compares with the real increase in non-agricultural GDP of 4.2 percent. 
 The revenue is raised at a cost that amounts to less than 1 percent of the revenue collected.
 

2.2
Despite these reassuring statistics, there is widespread disaffection with the functioning of the income tax department and its performance. There is a consensus among a broad spectrum of taxpayers, tax practitioners, tax administrators and policy makers that the system breeds mistrust and hostility between the tax department and the general public, and that without a fundamental redesign of the system, the department will not be able to meet its ever increasing demands for revenue generation. 
2.3
There are several factors that have resulted in this state of affairs. Some of these are rooted in the income tax legislation, others are an outcome of the constitutional structure of the country, others are the result of a complex web of lobbying and political compromises, and still others are dictated by the revenue crunch that is faced by the country. The exemptions allowed to various types of incomes in the second schedule of the ITO 1979 are examples of tax policies and of political compromises with implications for tax administration, which are not within the ambit of the tax department. Similarly, exemption allowed to agricultural incomes from federal income tax has its basis in the constitution of the country, that in turn limits the taxpayer base and increases the burden of tax on the non-agriculture sector. The income tax department cannot be faulted for the consequences that arise from this constitutional anomaly. The serious revenue crunch faced by the government has made revenue generation the touchstone of tax policy. This policy has been translated by tax officers in their dealings with taxpayers into operating principles that see little value in pursuing the loftier goals of fair play and justice. 

2.4
There are, of course, other factors that have a bearing on the efficiency and effectiveness of the tax administration. These include the quality of training and motivation of officers and staff, their salary structure, the resources at the disposal of the department, the degree of automation, the tax education of the general public, and the level of documentation of the economy.  

2.5
The system of income tax audit, collection and appeal has essentially remained unchanged for more than three-quarters of this century.
 The other tax systems of the world from where these procedures were borrowed have undergone a paradigm shift over time. A major shift in these systems is in the concept of ‘assessment of income’ which is now seen as the responsibility of the taxpayer, and the role of the tax officer is to facilitate the taxpayer in that function, while at the same time establishing and demonstrating capabilities for detection & penalty for that under-declaration and mis-declaration of income could be detected and penalised. 
2.6
The present tax administration in the country is seen by many as a legacy of the colonial period. The relationship is premised on mistrust and relies on vast discretionary and coercive powers vested in the tax administrators over the taxpayers. The existence of unbridled discretionary powers in turn allows the possibility of abuse and acts as an instrument of harassment and a source of extortion. It allows tax administrators to behave arbitrarily and discriminate between taxpayers. The outcome is a loss of faith by the taxpayers in the fairness of the system. Various tax amnesty schemes have also contributed to the erosion of faith in the fairness of the system. At the same time, lack of proper audit capabilities provide opportunity and incentive to the taxpayers to under-declare their incomes. The problems of tax evasion and non-compliance are partially a natural reaction to a system that is perceived by taxpayers as unfair, discriminatory, incompetent, and corrupt.

2.7
The problems of the system manifest themselves in the processes and in the daily grind of the system. They surface at the time the taxpayer has to file his return, or is called upon by the department to bring his books of accounts, or when he has to claim a tax refund or go into appeal against the decision of the department. To understand the problems of the taxpayer as well as the tax administrators, we need to get an insight into the precise working of the system and its various processes. This is one of the objectives of this chapter, i.e. take a close look at the processes in the tax department and identify their limitations. The second objective is to propose a restructuring of the administrative system and its processes that address the identified problems. The third objective is to suggest a transition from the present system to the proposed structure. 

2.8
The scheme of the chapter is as follows. Section 2 gives a brief overview of the importance of income tax in the context of Pakistan. Section 3 outlines the present organisational structure of the income tax administration. Section 4 provides an analysis of the key processes. Section 5 presents a proposal of how the system could be restructured to address the problems identified with the present system. Section 6 outlines the transition to the model suggested in section 5. The last section contains some concluding remarks. 

Overview of Income Tax Revenues in Pakistan 

2.9
During the last decade there has been a marked shift in the structure of taxation in Pakistan. While the overall share of taxes in GDP has not changed significantly, the share of direct taxes has increased from 2 percent of the GDP to 3.8 percent between 1991 and 1999. This share in GDP is comparable with other countries with a similar per capita income. In countries with per capita in the range of $360-750, the percentage share of income tax in GDP in 1986-87 was 4.74 and for developing countries as a whole this share was 5.21.
 

2.10
The share of income and corporate tax in total tax revenues has increased from 18 percent to 28 percent over the last decade. The 28 percent share of income tax in total tax revenue compares with 22 percent in India, 36 percent in Malaysia, 35 percent in Philippines, 38 percent in the U.K., and 56 percent in the U.S. 

2.11
Indirect taxes have also undergone a major shift in their relative importance. There has been a decline in the share of taxes on international trade (from 5 percent in the early 1990s to 2.25 percent by the end of the decade) and an increase in sales taxes from less than one percent to 2.5 percent over this period.
 
Indirect Taxation in the Guise of Direct Taxation
2.12
As mentioned above, income and corporate tax revenues have increased from 2 percent of the GDP in 1990-91 to 3.6 percent of the GDP in 1999-2000. The two-percentage point increase in income tax (as a share of GDP) is largely attributed to an increase in withholding taxes. These taxes account for approximately 70 percent of total income tax revenue. Of these about 54 percent were non-adjustable or treated as final discharge of liability. Within this category, some taxes, such as tax on dividends and on interest income, can properly be regarded as income taxes but there are several others, which are in the nature of export duties, import levies, turnover or other indirect taxes. Once adjustment is made for these indirect taxes, the performance of the income tax collection is less impressive. Overall about 42 percent of the withholding taxes are in the nature of indirect taxes.

Tax Base and Tax Compliance

2.13
The number of active tax-filers in Pakistan is about 1.05 million, which is 0.07 percent of the population. The number of persons in the registers of the income tax department is about 2.0 million, out of which about 1.2 million have been assigned national tax numbers. The percent of population on national tax register is 1.4 percent of the population which compares with 2.2 percent in India, 13.6 percent in Argentina, 53 percent in France and 82.5 percent in Canada. The cross-country comparison is usually not very useful because of considerable differences in ‘the economic structures, tax laws and administrative procedures’. 

2.14

Among tax filers the number of companies was 18,000 in 1997, which paid 53 percent of the total tax revenue. The salaried taxpayers, which numbered 410,000, contributed about 7 percent of the total revenue.  The number of taxpayers who filed under the self-assessment scheme was 359,000.
 
2.15
In any given year only a very small percentage of salaried taxpayers are assessed for income tax purposes, as is the case of taxpayers who qualify under self-assessment scheme. Effectively only about 250,000 or 25 percent of tax-filers are subject to any degree of tax assessment. This includes all company cases, which are subject to 100 percent tax audit unless the entire income of a company is subject to presumptive tax. These taxpayers are not chosen on the basis of their risk profile nor because there is a prima facie inconsistency in their accounts but because these are the residual group once the salaried persons and self-assessment group are effectively excluded for detailed audit. The 250,000 audits/assessments are handled by an officer cadre in grade 16-18, who number about 650. This means a workload of about 400 audits/assessments per officer per year. Therefore, it is not surprising that an overwhelming number of tax audits are conducted in haste and are perfunctory. 

2.16
For income tax purposes, the population of the country could be categorised as: (1) cases with no incomes or whose incomes are below the income tax threshold, (2) cases which fall within the taxable bracket but are exempt from payment of income tax under Schedule II of ITO, 1979, (3) cases which fall within the taxable bracket but have successfully avoided entering the tax net, (4) cases which are within the tax net but under-report their incomes, (5) cases which are within the tax net and correctly report their incomes but where there is the possibility of differences with the tax department on the extent of their taxable income.

2.17
In a country with a per capita income of $480 and with 40 percent of the population below the poverty line, a very large proportion of the population belongs to the first of the five categories listed above. The second of the five categories is the result of political lobbying and constitutional anomalies. The exemption of agriculture incomes is the most glaring example. The third category is probably among the most difficult to tax. This category consists of vendors, small workshops, small shops, self-employed and similar inconspicuous categories of taxable individuals and trades. Collectively, they could raise a substantial amount of revenue but individually their contribution would be small. The tax department appears least equipped to mount an effort to bring about tax compliance from this category of the population. The fourth category consists of small and medium sized companies, traders, registered and unregistered firms, association of persons, and self-proprietors. This is where the potential of raising tax revenue is the greatest. The last category consists primarily of salaried individuals, large companies, multinationals, banks, and financial institutions. The last category, which contributes the bulk of income tax revenues, also bears the brunt of harassment, extortion and the abuse of discretionary powers.
2.18
A measure of the extent of tax evasion is provided by the value of assets declared under the recent tax amnesty scheme. Under this scheme, assets of Rs120 billion were declared, which could not be explained through known income sources. A tax at the rate of 10 percent on these assets raised Rs12 billion in revenues. Assuming that 10 percent was a low tax rate and that under normal course of events a marginal tax rate of 20 percent would have applied, the extent of tax evasion could be taken as Rs24 billion. If these assets had been created within the last 10 years, the annual tax evasion would amount to Rs2.4 billion. This is about 2.27 percent of the income tax revenue raised in 1999-2000. 

2.19
While property and commercial surveys, if conducted frequently can identify individuals and businesses that are outside the tax net and also limit the scope of tax evasion, these do not address one important source of tax leakage, namely ‘flight of capital’. If tax that is evaded and reinvested back in the form of domestic assets is easily detected through surveys, tax evaders could start investing in foreign assets. The extent of this leakage may already be significant and could gain momentum if local avenues of evading taxes are effectively plugged. This is a strong case for detecting evasion primarily through effective tax audit and supplementing it with regular surveys to identify non-filers and cases of under-declaration and false declaration. If tax evasion is detected at the audit stage, than it can be caught before it finds its way out of the country. This report makes a strong case for strengthening tax audit among other reforms in tax administration.

2.20
The reforms we are suggesting focus on tax administration and tax processes. A good tax system requires a good tax policy but more importantly, an administrative system that can put these policies into practice. Tax reform efforts in the past have concentrated primarily on issues of policy; the issue of improvement of tax administration and of processes has not been given the importance it deserved. The core subject of this reform effort is the improvement in tax administrative structure and simplification of processes. We begin by looking at the organisational structure of the tax department.   

ANALYSES OF KEY PROCESSES AND ORGANISATION
Organisational Structure of the Income Tax Department

2.21
The organisation structure of the income tax department is given in Figure 2.1 and Figure 2.2. The Central Board of Revenue (CBR) is the apex body in the federal revenue administration structure. The CBR is a statutory body constituted by the CBR Act, 1924. It is a purely administrative body, which by assignment of law exercises the powers of administration, supervision and control in the area of federal taxation. A Chairman heads it. Member Direct Taxes reports directly to the Chairman. Also reporting directly to the Chairman are Member Tax Policy, D.G. Inspection (Direct Taxes) and D.G. Training and Research. 

2.22
At the CBR, the supervisory function was until recently distributed among Member (Income Tax), Member (Tax Policy) and Member (Judicial). The post of Member (Judicial) was abolished in July 2000 while the post of Member (Tax Policy) has frequently remained vacant. Thus  Member (Income Tax) is virtually responsible for all administration, tax collection, assessment, tax-education and all policy related matters. 

2.23
The Income Tax field formation consists of 5 regions. A Regional Commissioner of Income Tax (RCIT) heads each region. Under each regional commissioner there are a number of commissioners with administrative jurisdiction over an income tax zone. Except for company cases these jurisdictions are territorial in nature. Each income tax zone consists of 4-6 ranges. An Inspecting Additional Commissioner (IAC) heads each range. The IAC is a supervisory officer for 5-7 circles. The officer in charge of a circle is the Deputy Commissioner of Income Tax (DCIT)
. The circle plays a pivotal role in the tax administrative system. Each and every taxpayer is assigned to a unique income tax circle where his income tax records are kept, and his tax returns assessed, and where he turns to for assistance in tax-related matters.
2.24
The DCIT is the junior most officer in the officer cadre of the department but is responsible for the most critical functions related to the tax process, namely that of tax assessment and tax collection. The ‘assessment’ work encompasses: (a) carrying examination and audit of the books of accounts, if available, to determine accounting income or to estimate income if books are not available, and (b) to convert the accounting income, so determined, into taxable income under the provisions of law.   This is in addition to a number of other functions that he performs. He is the administrative head of a circle staff of about seven members. Together with the circle staff he is responsible for the maintenance of various tax registers, tax returns, and other tax related records and files. The entire tax assessment process, beginning with issuing of notices to writing of assessment orders, goes through the DCIT. Once the assessment order is issued, the collection process begins, with the DCIT overseeing the recovery and taking decisions on which of the several methods available at his disposal to adopt and at which stage. Although senior officers supervise his work and are expected to ensure that he follows the due process of law, the DCIT has a lot of discretion in the exercise of his powers. 

2.25

The DCIT is typically also responsible for the monitoring of withholding taxes and of advance taxes. The appellate commissioners and the departmental representatives at the Income Tax Appellate Tribunal also elicit his comments if a taxpayer goes into appeal against the decision of the DCIT. The DCIT also devotes a considerable part of his time managing data collection from tax returns, which are routinely required by the CBR for tax analysis purposes. 

2.26
The DCIT reports directly to the IAC. The IAC, in addition to his supervisory role, has the power, under law, to undo the assessment undertaken by the DCIT. The exercise of this power has serious implications for taxpayers – a subject we revisit in Section 4.  
2.27
Income tax circles can be broadly categorised as Company Circles or Non-Company Circles. Within the Company circles, typical assignment of cases is alphabetical. Thus, companies with names starting with A to E may be assigned to Circle #1 and those whose names start with F to I may be assigned to Circle #2, etc. However, there may be special circles created to assess special types of businesses. Thus, all cases dealing with banking may be assessed in the same circle irrespective of their names. In addition, there may be circles created by the CBR to deal with a certain class of cases or by the RCIT for specific cases.

2.28
The non-company circles are typically territorial, that is, all cases within a territorial region are typically assessed in one circle. There are also certain special circles, which are not territorial. Examples of special circles are salary circles, or doctors’ circle. In addition, there may be circles created by CBR and RCIT to deal with certain class of cases or specific cases. With the exception of cases, which are assigned to special circles, all non-company cases within a given geographical area are assessed in a designated circle. 

2.29
At present there are a total of 989 officers working in grade 16-22 of which 650 are in grade 16-18. Majority of these are assessing officers. 

Organisational Structure for First Appellate Forum
2.30
Under the present organisational structure, the first appellate forum i.e. Appellate Additional Commissioner of Income Tax or Commissioner of Income Tax (Appeals) operates under the administrative control of the Member (Tax policy). These appellate Commissioners are also assigned responsibilities on territorial basis e.g., all appeals relating to Companies Zone 1, Karachi are required to be heard by the Commissioner of Income Tax (Appeals 1), Karachi. In total there are approximately 30 appellate zones. 
Analysis of Some Key Processes in the Income Tax Department

2.31
There are three key stages in the income tax process: (1) declaration of income by the taxpayer, (2) assessment of taxable tax by the tax department, and (3) tax collection. For most taxpayers declaration involves filing of tax return in which they report their income and their tax liability. Taxes are typically paid during the course of the year as withholding or advance taxes or at the time of filing of tax return. In the next stage, the tax department makes an assessment of the taxable income. This process varies for different categories of taxpayers. However, in substance, it represents examination of books of accounts if maintained (account cases) or estimation of income where books of accounts are not maintained (no account cases) to determine taxable income. Once the assessment is done and there is some additional tax demand generated, the department proceeds with tax recovery and collection. The collection process can be postponed or stayed if the taxpayer goes into appeal against the decision of the assessing officer. 

2.32
Within these processes there are several processes that one can identify within the tax administration system. Some of the important processes are discussed below. (A comprehensive list of these processes is given in Appendix A).

Registration Process

2.33
At present this important function is centralised at the national level though operationally it is undertaken at a circle level. The taxpayer files his application for National Tax Number (NTN) at his territorial circle and is issued by the Central Unit at CBR. The NTN is delivered to the assessee directly by the CBR at his postal address. Despite the simplicity of the process, obtaining NTN is still a major chore for applicants. 

File Management and Record Keeping Process

2.34
The flow chart for this process is given in Appendix 2.I.1 The file management and record keeping process at the circle begins once the returns are received at the circle. Within a circle all the record keeping responsibilities are with the record keeper. On receiving the tax return the record keeper enters these in the NTN register and in the stock register.  Typically in a company circle the record keeper places these returns on a file after they have been initialled by the DCIT, and then the file is placed in a cabinet.  There is no standardised filing system; therefore each record keeper has devised his own filing and coding schemes.  

2.35
In salary circles, tax returns are made into bundles and sent to Data Processing Centre (DPC) for data entry.  DPC inputs data from these returns into the computer and sends them back to the circle. These bundles are sorted at the time of assessment and after assessment orders are made, these returns (with assessment orders stapled) are mostly placed back in the bundles and not in the filed. 

Assessment Process Under Normal Law 

2.36
The assessment under normal law varies across taxpayers in terms of the information that the tax officer demands during the course of the assessment. In the following sub-sections we will concentrate principally on the application of normal law to companies. 

2.37
Of the total of about 1.05 million tax filers, approximately 200,000 are assessed annually by nearly 650 assessing officers
. Of those assessed, approximately 18,000 are companies. The income tax collected from companies is approximately 50 percent of the total income tax revenue generated in the country. 

2.38
 The formal process for assessment under normal law is described in the form of a flow chart in Appendix 2.I.2. The first step, which DCIT carries out, is a preliminary analysis to determine the type of information required to determine taxable income. This decision depends on the status of the records and information of the taxpayer. Once the determination is made, he sends a notice to the assessee under Section 61 of the income tax ordinance (ITO) for information he requires in addition to that provided with the return. This information could include books of accounts, vouchers, ledgers and any other document, which the assessing officer deems necessary. Where further information is required, another notice under Section 61 of the ITO is issued. This notice can be issued several times if additional information is required.   

2.39
At times the assessing officer finds some discrepancies in the information provided by the taxpayer or has questions about their veracity or needs answers to some other queries that have a bearing on determining his taxable income. In such cases the assessing officer puts these questions to the taxpayer through a formal notice under Section 62 of the ITO. The purpose of this notice is to give the taxpayer an opportunity to explain and support his declared version with documentary evidence. This notice may be given more than once. After considering the taxpayer’s response to his notice, the assessing officer frames the assessment order. Based on the assessment order, tax calculations are made and recorded on an IT-30 form. The assessment order, the IT-30 and the demand notice are then served to the taxpayer. This completes the assessment process.
2.40
The DCIT is legally entitled to continue this exercise for three years from the date when the return of income is filed. There is no legal right with the taxpayer to require the DCIT to finalise the examination within a specified period. The whole process can restart if an assessing officer is transferred before finalisation of an assessment order. 

Appeals and Administrative Review Process

2.41
An appeal may be filed if the taxpayer disagrees with the assessment order of the assessing officer. See Appendix 2.I.3 for the flow diagram of an appeal process. (Mistakes, which are apparent from records already on file, may be rectified on application by the taxpayer or suo moto by the DCIT). The first appeal is to the commissioner of appeals, CIT (A).
 The taxpayer or his appointed representative files grounds of appeal along with the appeal. The appeal has to be filed within 30 days of the receipt of the assessment order. The CIT (A) sends a notice of hearing and on the appointed date the taxpayer or his representative presents written and oral arguments. The commissioner of appeals gives his decision through an appellate order. The CIT (A) can adopt one of the following courses of action: (1) cancel, dismiss or annul the decision of the assessing officer, (2) confirm the assessment, (3) modify the assessment – usually reduce, (4) set-aside the assessment (i.e., order reassessment). 

2.42
The taxpayer or the tax department can appeal against the decision of the CIT (A) in the Income Tax Appellate Tribunal (ITAT) within 60 days of the service of order by the CIT (A). The ITAT is the final court of appeal for issues pertaining to facts of the case. If there is any point of law, which emerges from the order of the Tribunal, that point of law may be appealed to the High Court by either the taxpayer or the tax department. Both parties can also appeal against the decision of the High Court in the Supreme Court.

2.43
Instead of going into appeal, taxpayers can apply for an administrative review of the assessment order of the DCIT. This review is conducted by the zonal commissioner of that jurisdiction. When the taxpayer opts for an administrative review, he foregoes his right of appeal to CIT(A). 

Collection and Recovery of Taxes

2.44
The tax recovery and collection process starts immediately after the assessment order is issued. It starts with the service of a demand notice issued under section 85. The taxpayer is normally given 30 days within which to pay his tax, but this period can be curtailed. 

2.45
On receiving the demand notice, the taxpayer has the following options: (1) pay the tax (2) file a revision petition with the commissioner of the zone, (3) file an appeal before the CIT (A) against the order. If the taxpayer petitions for a revision or goes into appeal, the demand for full tax recovery can be stayed if allowed by the relevant commissioner. 

2.46
If the taxpayer is in default of payment, the law empowers the assessing officer to resort to one of several options available to recover the outstanding amount from the taxpayer. An interest charge of 24 percent, known as additional tax, is a mandatory penalty for non-payment of tax by the due date. If the taxpayer does not pay the tax payable nor seeks revision or go into appeal, penalties (under Section 91) can be invoked which can go up to 100 percent of the tax recoverable. In addition, the assessing officer can recover the tax through persons holding money on behalf of the assessee (under section 92). This means that bank accounts can be frozen or salaries can be attached. The assessing officer can also ask the District Collector to collect taxes as arrears of land revenue (section 94). More extreme measures include attachment and sale of movable and immovable property, and arrest and detention of the taxpayer for a period of up to six months (section 93).

Money and Challan Flows

2.47
The process chart of money flow from the taxpayer to the income tax account of the government is given in Appendix 2.I.4. It starts with the taxpayer depositing his tax with four copies of the challan at a designated branch of the National Bank of Pakistan (NBP) or at the State Bank of Pakistan.
 The bank collects the cash and stamps all the four copies of the challan, retaining two of them while returning the other copies.
 

2.48
The collecting branch credits these funds to a Government of Pakistan (GOP) account at the end of the day and fills a responding branch voucher which indicates the total amount collected in the GOP account for that day for transfer to the main branch of NBP.  In addition to the responding branch voucher and daily statements, two copies of the challan are also sent to the main branch the same night. These are received by the main branch the next morning and funds are transferred to the GOP account at the main branch. The banks where the tax is deposited (NBP or SBP) do not keep a copy of the tax challan.
2.49
At the end of each day, the main branch consolidates all of its deposits transferred to the GOP account and issues an authority to the State Bank of Pakistan to withdraw this total amount from the NBP account maintained at the State Bank of Pakistan.  This authority is delivered to the State Bank of Pakistan the same night. 

2.50
The State Bank of Pakistan, after receiving the authority from the National Bank of Pakistan, immediately transfers the funds from NBP account maintained at the State Bank of Pakistan to the GOP account under the head of income tax.

2.51
The main branch of NBP also develops a summary of all deposits made in the account of GOP that day in the form of a ‘scroll’ and sends this scroll with two copies of challan to the treasury officer (Accountant General of Pakistan Revenue) the same night.
  The treasury officer sends one copy to the Data Processing Centre of the income tax department with the scroll for data entry, and records and files the other copy. The Data Processing Centre inputs the challan and scroll information and sends the copy of the challan and report of all the challans processed to the relevant circle every month.
2.52
The Accountant General of Pakistan Revenue (AGPR) is responsible for maintaining an independent record of collection of tax on behalf of GOP. The NBP and SBP being the recipients of cash do not maintain challans whereas AGPR possesses challan without any other record to reconcile the amount so collected. 

Withholding Tax Process

2.53
Withholding taxes are collected on behalf of the government by withholding agents. Withholding agents could be taxpayers or non-taxpayers such as government departments.  The category of activities, which require withholding taxes, is defined in the Income Tax Ordinance 1979. The process begins with the withholding agent deducting withholding tax from payments made to the taxpayer.  Within seven days of deduction he has to deposit this tax using IT-31 challan in a designated branch of National Bank of Pakistan.  A single IT-31 challan usually contains deductions of several taxpayers.

2.54
The withholding agent sends a monthly report giving details of all taxes withheld during the past month to the designated circle with a photocopy of the challans attached.  He also sends an annual summary of all the taxes withheld during the year.  The income tax withheld on salaries is reported to the salary circle and other types of taxes withheld are reported to company circles or special zones created for this purpose.

Process for Obtaining Exemption or Reduced Rate Certificates

2.55
The scheme of exemption certificate was envisaged to aid the recipients in avoiding excessive or unrequired tax deductions. The following basis has been relevant for issuance of exemption certificates.

· Income of the taxpayer is exempt from tax, or not chargeable to tax, or subject to limited taxation under a tax treaty.

· Tax already withheld from the payments received by the taxpayer is in excess of expected tax liability.
· There are sufficient assessed refunds to cover expected tax liability of the payee. 

2.56
For example, the process for obtaining an exemption certificate for imports by an exporter is as follows (see Appendix 2.I.5 for the flow diagram): The taxpayer fills a standard form and attaches copies of the export order, and a letter of credit alongwith an affidavit stating that the goods being imported are for exports. This form is sent to the RCIT. The RCIT then decides whether to call for a report or not. If he chooses not to call for a report, he may decide to either issue the certificate or refuse it. If the RCIT decides to call for a report, the case goes to the DCIT who examines the case to determine if all the required information is there. Once the information is complete, he sends his report to the IAC who then sends his recommendation to the RCIT through CIT. Based on this recommendation, the RCIT decides to either issue or refuse the certificate. Except for exporters, no standardised procedure for exemption (or reduced rate) certificate is followed. In fact, in most regions no standardised procedure is followed even for exporters. 
Process for Obtaining Refunds

2.57
In a refund case where a refund is due, that is, a case where the taxpayer would receive a refund if the assessment were done correctly, the DCIT decides whether he wants to issue a refund notice or not. He may, for reasons of meeting revenue targets do the assessment in such a fashion that instead of a refund a tax demand is assessed. In this case, the taxpayer is forced to apply for rectification or go into appeal. If the DCIT does an assessment where a refund due to the taxpayer is determined, his next decision is whether to issue a refund suo moto or issue a demand notice conveying refund (a notice of refund is a demand notice where instead of tax demand ‘refund’ is written). In the case where he issues the demand notice conveying a refund, it is then the responsibility of the taxpayer to fill out a refund application and submit it to the DCIT. The DCIT verifies the tax payment through the DPC and then the refund approval process starts. See Appendix 2.I.6 for the flow diagram of the refund process and Appendix 2.I.7 for the flow diagram for the approval process for issuance of refund.

2.58
Once a refund due is verified, it has to go through an approval process before a refund voucher is issued. If the amount of refund is less than Rs50,000 the DCIT can issue the voucher himself. If the amount of refund is more than Rs50,000 but less than Rs100,000 it needs the signatures of both the DCIT and IAC to have the voucher issued. If the amount of refund exceeds Rs100,000 the DCIT and the IAC issue the voucher after receiving an approval from the CIT. The voucher is given to the taxpayer who deposits it in his bank for collection and the department sends an advice to the State Bank about the refund. 

Revision and Reopening of Assessments

2.59
An IAC can revise the assessment made by a DCIT under him on the basis of ‘a review of assessment record’ under section 66A. Similarly, the DCIT may reopen an assessment under section 65 on the basis of facts that were not present at the time of original assessment. The possibility of revision and reopening of assessments means that assessment process does not reach a closure for the taxpayer even after his assessment has been completed. This is not just a possibility but a reality which many taxpayers have to contend with, and view as a virulent form of taxpayer harassment.

2.60
The commissioner income tax has the power to revise a wrong assessment under section 138. This power can only be used in favour of the taxpayer.

Process of Identifying New Taxpayers

2.61
New taxpayers are identified through both internal and external surveys. In addition, identification of new taxpayers is one of the responsibilities of the inspector of income tax, a member of the support staff of the assessing officer. This functional responsibility has been considerably diluted over time and identification of new taxpayers at the circle level is not conducted in a systematic manner. Tax deductions reported by withholding agents can be a rich source for identifying new taxpayers, indeed for conducting rigorous tax assessment and also for detecting tax evasion. The information from withholding taxes is not tapped systematically either for extending the tax net or for tax assessment purposes.

Summary of Findings

One-to-one system of assessment facilitates collusive arrangements between the assessing officer and the taxpayer
2.62
The current system of assessment is more a bargaining exercise than assessment. Typically, the taxpayer as an opening gambit, drastically under reports his income, knowing fully well that the assessing officer will arbitrarily make additions to it. Typically, an assessing officer starts with the assumption that the information provided to him is false and, often based more upon his revenue targets than the quality of information given to him, rejects the sales figure and arbitrarily adds back expenses to the income. After a series of meetings, where the assessing officer calls for additional information and the taxpayer provides partial information piecemeal, a final tax assessment is arrived at based on an income figure somewhere between the true figure and the one originally declared. The taxpayer may then choose to appeal the tax assessed because he either feels that he has been wronged, or simply because he feels that he can get some reduction at the appeals stage. Both at the assessment stage and the appeals stage, the tax assessed may be influenced by bribes and external pressures on the tax officer. At the end of this long assessment and appeals process, the final amount of tax collected is often substantially less than the true amount.

2.63
Outdated salary structure eroded by decades of inflation has left even senior tax officers with salaries that can barely be called “living wages”. Combine this with the discretionary powers afforded to the assessing officers to accept or reject the declared incomes of the taxpayers, and we have a situation ripe for abuse. Unlike the practice in many other countries, there is no anonymity of the tax officer in our circle based system and therefore the taxpayer gets to know his assessing officer personally and socially even before he comes into contact with him for his tax assessment. This interface is a breeding ground for collusive arrangements between the taxpayer and the tax officer. 
Antiquated filing and record keeping system

2.64
Despite all the advances in information technology, even with recording of return information in computer databases, all assessment work is being done manually. All registers are being maintained manually. There is no automatic sending of notices in case of non-filing of returns, no spreadsheets to do tax calculations, and no availability of case histories or relevant market-based benchmarks. 

2.65
The number of registers that the law requires to be maintained is over 30. Because of manual updating of information, most offices maintain only about half a dozen registers. Even an important register such as the register for arrears may not have current information. A considerable amount of time of the DCIT is taken up in making entries manually in registers since he is required by law to make entries in the demand and collection registers. 

2.66
Manual checks for arithmetic errors of monthly and annual returns submitted by withholding agents are carried out by hand calculators in a laborious and time-consuming process. Often, inaccurate calculations are made which create unnecessary burden on the withholding agents to explain and correct the department’s mistakes.

Arbitrary, Harsh and Unjust Assessments
2.67
The CBR (Circular No. 4 of 1991) notes that, “It is one of the most persistent complaints that assessing officers often make very harsh and arbitrary assessments. Although these are rectified in appeals yet such assessments and the consequent recovery proceedings create much sufferings for the taxpayers. However, no action is taken against the officers making such assessments.” Four years later, matters were not very different with the Settlement Commission pointing out a series of mistakes in assessment orders (CBR Circular No. 14 of 1995). The points made by the Commission included the following:

· The assessments made by the Assessing Officers were generally arbitrary and improper and suffered from grave mistakes and anomalies.

· The assessing officers showed inadequate knowledge of law. If in the case of any limited company or firm they found any unexplained investment in the hands of a director of the company or the partner of the firm, they added back the amount of investment to the income of the company or the firm. 

· They rejected the account books of the assessee even if they did not find any defects in them. They did so by referring to his past history. 

· They accepted the trading results shown by the assessee even if he did not produce any account books.

· They declared the sales and purchases of the assessee to be verifiable even when the assessee had not kept any account books.

· They relied on the reports of their inspectors who reported fallacious estimates of sales or of the value of properties or stock.

2.68
More recently in 1999 (CBR Circular No. 28 of 1999), the CBR decided that in view of the highly exaggerated assessments and the increasing harassment of taxpayers, it would follow the assessments of tax officers in appeal by allotting them computer codes and that in cases of continuation of such defects it would take strong disciplinary action against them.

2.69
The main reasons for the poor quality of assessments are:

2.70
Work Overload and Concentration of Functions: Approximately 650 assessing officers conduct nearly 250,000 assessments every year. In addition to their assessment work, there are other demands on their time. Some of these are:
· Extracting information from fragmentally maintained records to respond to CBR data queries

· Following up on revenue collection after assessment and appeal effects

· Managing circle staff

· Giving views on whether to appeal against the decision of CIT (A)

· Departmental meetings

· Monitoring of withholding and advance taxes

2.71
It is estimated that an assessing officer typically spends only thirty percent of his time on assessment, the remaining seventy percent is spent on his non-assessment activities.


2.72
Unrealistic Revenue Targets:  Each year, the government sets increasing revenue targets for CBR. These targets have little relevance to the tax paying capability of the taxpayer and the economic realities. Furthermore, the main criterion for the evaluation of the assessing officer is not the quality of his assessment but his success in meeting the revenue target set for him. Consequently, assessing officers routinely reject books of accounts as unverifiable and add back expenses to income, simply to create tax demands that help them meet their revenue targets even when they are fully aware that their assessments are faulty and are very likely to get overturned at the appeals stage.

2.73
Inadequate Training:  Income tax officers are civil servants whose basic qualification is the civil services (CSS) exam. Anyone, regardless of his/her background, be it medicine, geology, or social science, can join the income tax department if they have passed the CSS exam. Specialised training in accounting, finance, or auditing is inadequate. Assessing officers do not have assessment manuals, check lists, or industry specific standards to guide them in their assessment work. In the past, supervising officers played a mentoring role for their subordinate DCITs. Through their supervision they guided them on how to conduct good assessments. Today, either because they themselves did not receive proper guidance as assessing officers, or because the businesses have become too complex, they are unable to provide this guidance to their junior officers. Technical knowledge of the assessing officers as well as their supervisory officers has not kept pace with the development of knowledge in the field of accounts, routine audit, and forensic audit.  
2.74
Lack of Specialisation: Assessing officers are unable to competently assess the myriad businesses within their jurisdiction. With the exception of special circles in which a specific kind of business may be assessed, most circles are responsible for assessing all businesses within their geographic jurisdiction. Thus, a single DCIT may be responsible for assessing a school, a flourmill, a rolling mill, a trading company, a pharmacy, a leasing company, a restaurant, and several retail stores. It would take a DCIT years just to become familiar enough to make reasonable assessments based on correct declaration of incomes in all these cases; what to say of becoming expert enough to be able to detect evasion even in a few cases. The fact that officers are transferred frequently also makes it difficult for them to gain sufficient knowledge and expertise of the industry, which is essential for good assessment.

2.75
Desk-bound Assessment:  Almost all of the assessments are being conducted on the basis of information provided by the taxpayer, which in the majority of cases is notoriously inaccurate and incomplete. There is very little checking of the information provided through field investigations. Even information such as property ownership, or expenditures on electricity and telephones, or registration of children in expensive schools, while being collected by various bodies of the provincial and federal government, is not readily available to the assessing officer to assist him in detecting tax evasion.

Multiple Audits

2.76
Taxpayers can be subjected to several types of audits by different departments and by different agents within the same department. Other than income tax audit, businesses may be audited for sales tax if they were registered for sales tax, and for withholding tax if they were withholding agents. Separate departments for income tax and sales tax is one cause for this duplication and the lack of coordination within the income tax department is another. Multiple audits could be avoided if information obtained by one set of auditors was shared with others. A single audit could easily accommodate the requirements of the others with little extra effort. It would not only avoid duplication of effort on the part of the tax department, but would also the taxpayer from having to deal with a stream of auditors. 

Complete Disregard for Taxpayer Convenience
2.77
Customer service is a notion alien to the income tax department. In many interactions of the taxpayer with the income tax department, be it assessment, obtaining refunds or exemption certificates, or having taxes withheld adjusted against overall liability, there are unnecessary hurdles and delays that border on downright harassment.

2.78
For example, during the assessment process, information is sought without any analysis or thought. Frequently, the information sought is not amenable for any analysis within the time available to the DCIT. He then asks for a summary of the information available in the books and in a format of his choosing. Even when he knows that he would not need the full set of books of accounts he may do so as a standard procedure followed in the department. Such a request in the case of multinationals can mean a truckload of paper, which the assessing officer has neither the desire nor the ability to use in his assessment.

2.79
The information required is not asked in one go but piecemeal, thus lengthening the assessment process and adding to the hardship of the taxpayer. In addition, files are misplaced by mistake or design forcing the taxpayer to make repeated trips to the department.

2.80
Another instance of this disregard for taxpayer convenience is that appeal decisions are sometimes not given effect in the arrears register, and the department can proceed with tax recovery measures such as freezing of bank accounts. These incidences happen frequently and although bank accounts can be unfrozen later after representations by the taxpayer, it can lead to considerable inconvenience and embarrassment to taxpayers. 

Recent Reform Initiatives by the CBR

2.81
The CBR has in recent years taken initiatives in automation and specialisation for the area of tax assessments. It has also considerably streamlined the process of issuing NTNs, and there are plans to merge tax circles and reduce their total number to a third. These reforms are in line with those being proposed in this paper.  

2.82
The income tax department is in the process of introducing a software called ‘The Circle Management System’ (CMS) as a pilot in a few zones of Lahore and Karachi. If the CMS is introduced on a countrywide basis, it will have a considerable impact on the efficiency of the system.

2.83
Over the years, the department has created special circles to deal with particular types of businesses or professions. Recently, it has taken another step towards specialisation by forming special zones in Lahore and Karachi to deal with all assessment cases pertaining to textiles and cement industries. 

RECOMMENDATIONS
2.84
In the last section we analysed some of the major processes in the income tax department. We identified some of the limitations of these processes. This section proposes a structure that would address a number of concerns raised in the previous section regarding the effectiveness of the existing processes in the income tax department. 

Objectives of Reorganisation:

2.85
The objectives of the proposed reorganisation are:

· Reduce taxpayer, tax collector interface.

· Provide pre-audit anonymity of auditors to reduce likelihood of their interaction with taxpayers.

· Assign and distribute functions and responsibilities in a manner that reduces discretion of assessing officers.

· Promote one-window operation to avoid multiplicity of examinations and audits. 

· Assign functional responsibilities to specialised divisions. 

· Relieve assessing officer from non-assessment responsibilities.

· Move to a systematic basis for selection of cases for audit.

· Strengthen the department’s capability for survey and research.
· Build up the legal and prosecution capacity of the department.
· Streamline the procedure for internal audit and assignment of functions 

2.86
The system that we propose has the following features; (1) universal self-assessment with selective audit (2) centralised information system, (3) survey and research capability, (4) functional specialisation, and (5) a strong emphasis on taxpayer education and customer service. 

Key Features of the Proposed System
Universal Self-Assessment with Selective Audits
2.87
The proposed universal self-assessment with selective audit will be open to everyone and everyone will be susceptible to the probability of an audit. However, the probability of audit will be different for different taxpayers. The criteria used for selecting taxpayers for audit will be objective. Some taxpayers will be selected purely randomly and others on the basis of their risk profile. 
2.88
The number of assessing officers currently in the department is not enough to conduct the anticipated number of audits with the requisite degree of thoroughness. Consequently, we anticipate that a sizeable number of professional auditors would have to be recruited who will, after a period of experience as tax auditors, be merged with the officer cadre of the income tax department. In addition, existing tax officers would have to undergo additional accounting training to strengthen their audit capabilities. 

Pre-Audit Anonymity of Tax Audit Function

2.89
A primary feature of the audit process would be the anonymity of personnel (tax officers) who would be required to do tax audit of cases selected for audit. Tax audit would not only determine the correctness of the declared income, but also provide deterrence against under-declaration of income. A proposed audit structure is given in Appendix B.
Centralised Information System 

2.90
The second essential component of the proposed system is the introduction and strengthening of information technology. The objective is to allow efficient handling of a number of important functions in the department, in particular (1) processing of tax returns, (2) filing and record keeping, (3) tax audit and its supervision, (4) monitoring of tax collection, and (5) policy analysis. 

Survey and Research Capability
2.91
The need for this capability is motivated by the consideration that if taxpayers evade paying their full taxes then the tax department should be able to apprehend them from their expenditures. Some of the expenditures which leave behind a trail and are therefore tractable are: (1) expenditures in physical capital, land and buildings, (2) transactions in financial instruments, (3) purchase of houses and motor vehicles, (4) travel, education, hospital expenses, and (5) hotels and club expenses.

Functional Specialisation 

2.92
The functions of record keeping, processing, audit and collection are very different in nature and each function can be performed more effectively if unencumbered by the responsibility of others. This functional specialisation is being practised successfully in a number of countries. The proposed system incorporates this functional specialisation.

Taxpayer Education and Customer Service

2.93
An important feature of our proposed system is the eventual elimination of circle-based administration. Many reasons for which a taxpayer has to go to the circle would be taken care of at the customer service centres. These centres will also be responsible for taxpayer education and assistance, and for promoting the message of customer service to the tax department. 

2.94
In taxpayer education, some of the important considerations are:

(a) Communicating the change in the philosophy of the income tax department regarding the assessment process. The taxpayers will have to be told exactly what would be different and better for them in the new system of self-assessment, and how this “universal” self-assessment scheme would differ from all the previous schemes with the same name. It is important that the taxpayers get the message that self-assessment does not mean that there will be no cost of making false income declarations, but that with the convenience of self-assessment will come the added repose of honest reporting of all taxable income voluntarily. And that in case of evasion – avenues for which will be fewer under the new system—the penalties for such actions would be strict and swift.

(b) Documentation Requirement. An important component of the audit process will be the maintenance of records by the taxpayer, which will allow for the complete determination of the income tax liability declared by the taxpayer in his return. The taxpayer will be required to maintain these records for three years.  Everyone who is required to file a return will be audited at least once every six years. Thus, this self-assessment scheme with selective audited is not meant to be a game of chance that the taxpayer will be playing with the tax department. Instead it will be a matter of certainty that his returns declarations will be checked for their veracity in detail at least once every six years. 

(c) Record keeping. Much has been made of the inability of our businessmen to maintain proper business records in the past. This is a red herring and has to be ignored. While the tax department should try to facilitate in the education of the small businesses by having short courses in bookkeeping available throughout the year in various locations, they should not pamper them by giving them unnecessary time periods for learning the basics of record keeping. It should be made clear that they would be expected to be compliant in this regard by the time they file their next returns. It is essential for the success of the proposed plan that the government’s resolve on this matter is communicated clearly and that nothing is done by word or act that may undermine the credibility of their resolve.

(d) Penalties. The exact offences and the corresponding penalties, along with the procedures for the determination of guilt and the process of appeals, should be made known to everyone before the next tax-filing season. This is an area that may require considerable training for the assessing officers as well. It will also be important that minor errors are not confused with deliberate misinformation. One way would be to minimise such minor errors by educating the taxpayer in sufficient detail so that he does not make them, and if he does make them these errors are caught relatively early in the returns process. This will require preparing a list of common mistakes by the taxpayers and making it known widely through media.

(e) Means of communication. Television, radio, newspapers and the Internet will be the primary means of communicating CBR’s message to the general public. In the first year the taxpayers would have to be bombarded with the message mostly through television, radio and newspapers. The new philosophy of tax collection, the nature of selective audit, the information required of taxpayers, the penalties for evasion, etc, should be made abundantly clear in the first couple of months of the scheme. For details of exactly how to fill out the return forms, and detailed information of the law, newspapers and Internet will have to be relied on. In later years CBR’s web site should become the primary source of all information about income tax.

(f) Timing. While several aspects of taxpayer assistance, such as help in filling of return forms, are meant to be a permanent feature of CBR’s customer service from now on, the proposed media blitz about the new tax regime and its features would have to be finished several months prior to the pilots coming into operation.

To support these key features we propose the following organisational structure: 

The Organisational Structure of the Proposed System

2.95
The organisational structure of the proposed system is given in Figure 2.3. This structure envisages 5 regions, as at present, each headed by a Regional Commissioner. Under each RCIT there are 6 divisions headed by CITs. These are: (1) Management Information System, (2) Operations and Audit, (3) Legal and Prosecution, (4) Survey and Research (5) Customer Service, Enforcement and Collection, and (6) Inspection and Internal Audit 

Management Information Systems Division

2.96
The Management Information Systems (MIS) division would be responsible for data entry, processing, storage, upkeep, access, and security of all databases. The computer based information technology system that we envisage would be networked and have following features and capabilities:

· A unique tax identification number that would identify each taxpayer.

· On-line access from any point in the network to the centralised database. 

· Ability to enter, process data, correct arithmetic errors, generate notices, and compute taxes and penalties.

· Track tax collection and arrears, incorporate appeal effects, and monitor payment of refunds. 

· 
· Handle electronic filing of returns; receive information electronically from banks, employers, and withholding agents.

· Integrate sales tax, income tax, withholding tax, and customs information through a common tax identification number.

· Allow access to database on property transactions and major expenditures of taxpayers.

· Generate statistical information for policy analysis.

· Make all relevant rulings, SROs, notifications, and legal judgements available to the assessing officers.
· Generate refund checks automatically. (This particular function would be subject to oversight by the internal audit division -- see subsection on “overview of processes’) 

Operations and Audit Division
2.97
Our proposed system relies heavily on improvement in the quality of audit that would make tax audit less arbitrary and less discriminatory. One way of achieving this outcome is to free the auditor from all other responsibilities. The auditor will no more be required to undertake such work as management of circle, collection and recovery, processing of information etc. This is the reason for creating a separate audit division. Moreover, it will reduce interface between taxpayer and tax collectors/auditors.
2.98
The audit division, in addition to conducting income tax audits, would also be responsible for system audit for ensuring compliance to withholding taxes both for taxpayers and non-taxpayers. 
2.99
The audit division in a region would be headed by an official equivalent to a CIT. The division would comprise officers experienced in examination of books and accounts. Officers relieved from present circles would be appropriately assigned audit responsibilities. Audit teams would consist of one or more of these officers with support staff depending on the size of the case being audited.

2.100
The auditors would not have any particular territorial or geographical jurisdiction. Audit would be developed along functional lines being anonymous in nature, until the case is assigned to a particular audit team. 

2.101
Organisational structure of the audit division is given in Appendix B. 

2.102
Audit division would obtain technical assistance from Member (Audit) in its functions such as the preparation of standard audit manuals and checklists etc.

Legal and Prosecution Division 

2.103
This division has the important role of creating deterrence through prosecuting tax evaders. In addition to prosecuting tax evaders, this division will perform the following functions:

· Define precisely the probable offences discovered through the audit and prescribe penalties for them. For example, the offences may be classified under calculation errors, minor errors, negligence, major errors, concealment, and fraud. 

· Assistance to the audit wing on legal issues at the time of conducting audit.

· Handle appeals emanating from the audit process.

· Handle prosecution of cases of concealment/fraud.
· Keep a record of all legal decisions coming out of the appeals process at the Tribunal, High Court and the Supreme Court level. This information would be made available to the auditors and the customer service division to assist them in answering taxpayer queries.

· Interface with CBR on behalf of taxpayers for advance rulings for legal queries.

Survey and Research Division

2.104
The objective of this division is to continuously carry out surveys to provide information to the department relating to the conduct of businesses in the region; identifying the location of assets and properties in that area, etc. This activity would be organised without assigning any jurisdiction in relation to any particular tax payer. 
2.105
The Survey & Division would be responsible to liaise with various departments of the federal and provincial governments, contact private and public institutions, tap banking sources both at home and abroad, and obtain information from newspapers, advertisements, informants and third parties on taxpayers’ incomes, expenditures, bank accounts, properties, assets, and investments. The information on business transactions, distributors, and suppliers can also be effectively combined for determining new taxpayers and under-reporting of sales by existing taxpayers. The division would also bring together in one place information on sales tax, excise, withholding and income taxes, custom duties, and exports and imports.

Customer Service, Enforcement and Collection Division

2.106
Customer service is a much-neglected area in the current system. In our proposed system, a separate Customer Service Division would be given this responsibility. This division would be subdivided into a Taxpayer Assistance Wing and a Tax Collection Wing. 


2.107
Taxpayer Assistance Wing: This wing may have one or more units depending on the size of its service area. For example, a city the size of Karachi may require several units spread across the city for taxpayer convenience. Each unit would be headed by a DCIT. Every taxpayer would be linked to a particular unit of the Taxpayer Assistance Wing. 

2.108
The wing for the Customer Service, Enforcement and Collection Division would be responsible for the following functions:

· Receipt of application for registration and deregistration of taxpayers.

· Receipt of tax returns.

· Receipt of requests for extension in filing of return

· Maintenance of old records and files of the taxpayers (for years prior to the introduction of the new system).

· 
· Receipt of applications for rectification (e.g. rectification of errors in computation or incorrect data entry and initiate the process of authorisation.)
· Attending to complaints for tax refunds.

· Receipt, and follow up on taxpayer complaints regarding appeal effects (Giving appeal effect is itself the responsibility of the Operations and Audit Division). 

· Receive and follow up on requests for exemption certificates and refer to the Operations and Audit Division for decision.

· Taxpayer education.
· Receive applications for exemption certificate on a standardised form. These applications may be approved by the competent authority. For speedier disposal, the approval process may be de-layered.

2.109
Tax Enforcement and Collection Wing: The second wing of the Customer Service, Enforcement and Collection Division would be responsible for:

· Initiation of proceedings under section 56 against non-filers.

· Tax recovery and other related functions.

· Allowing “stay” or instalments against tax demand.

· Levy of penalties and recommendation for prosecution against tax defaulters.

Inspection and Internal Audit Division

2.110
This division, which was previously located at CBR, is proposed to be decentralised and located at the regional level. This division will also perform the function of reopening of Section 65 and Section 66A. These functions were earlier dealt by the DCIT of a circle and the IAC of a range, respectively. The Division will have the following responsibilities: 
· Internal audit of the Operations and Audit Division. 

· Audit of tax refunds issued by the MIS Division.

· Reopening of cases under Section 65 and revision under Section 66 A. 

 
Overview of Processes 
2.111
The income tax process will start with the taxpayers sending their returns to the customer service centres and from there, these returns will be sent to the Management Information Systems (MIS) Division. At the MIS Division, the returns would be checked for arithmetic errors. Where such errors are found, demand notices will be sent to taxpayers. This division will also send notices to non-filers. The Tax Enforcement and Collection Wing of the Customer Service, Enforcement and Collection Division will follow up on tax demand notices as well as track non-filers. All returns will also be reconciled with withholding taxes at the MIS Division. In case refunds are due, refund voucher will be issued. Disputes regarding refunds, and requests for exemption certificates by the taxpayer will be handled through the appropriate wing of the Customer Service, Enforcement and Collection Division. 

2.112
The selection of cases for audit will be handled at the MIS division. The selection would be: (1) random (2) based on information provided by the survey division regarding possible evasion and (3) based on the risk-revenue factors developed by CBR.  

2.113
Selected cases for audit will be assigned to CIT audit who will assign these to audit teams some of which will be constituted around business specialisations. After the audit is complete, the officer in charge of the audit team (who may be an IAC or a DCIT) will issue the assessment order along with the demand notice. All legal formalities for conducting the audit would be undertaken by the audit team. This includes issue of notices under section 61 and 62 and examination of books, accounts and records of the taxpayers. Collection of tax demand generated will be the responsibility of the Customer Service, Enforcement and Collection Division. In cases of serious tax evasion, the matter will be referred to the legal department for prosecution.

2.114
Tax service unit of the Customer Service division will handle cases of taxpayer queries and complaints. The appeal process against the decision of the department will follow the same process as in the present system with the first appeal lying with the commissioner appeals and thereafter with the income tax tribunal, the High Court and the Supreme Court. 
2.115
The key processes under the proposed system are mapped in Appendix 2.II.1 – 2.II.7
TRANSITION

2.116
A three phase transitional solution is proposed. The first phase (July 2001 to December 31, 2001) would be devoted to extensive planning and budgeting, organisational restructuring, training and reengineering of processes as preparation for the implementation of the proposed reform. In the second phase (beginning January 01, 2002) a pilot programme would be run in two income tax regions ( the Southern Region and Corporate Region, Karachi. In the third stage (beginning January 2003), after lessons from the pilot are learnt, the system would be implemented in the other three regions. Before transition commences Enabling Provisions should be introduced in the Finance Act before July 2001 
2.117
The first phase of the transition is a crucial part of the overall plan. It will involve a large number of preparatory tasks. In the second phase the reform programme will come into operation in the Pilot regions. A new organisational structure will be in place and new processes will be put into effect. This will be a period of learning for the department. Many problems and details cannot be anticipated and their solutions will have to be handled as they arrive, and would have to be addressed systematically. The department has to put in place a structure so that these problems are documented, analysed and resolved in a manner that the spirit and integrity of the new system is not violated. 

2.118
During the second phase the other income tax regions will be undergoing the same preparatory arrangements that were necessary for the implementation of the pilot regions. In addition, these regions will benefit from changes and reforms introduced in the pilot regions, which for legal or administrative reasons cannot be introduced piecemeal and have to be introduced at a national level. 

2.119
The third phase would involve extending the reform programme to all income tax regions. 

2.120
In the following we list some of the measures that need to be taken for the successful implementation of the reform programme during the three phases of the transition plan. The time line of how these reforms would be phased in is given in Chart 2.1 – 2.
12.
2.121
Legislative Changes

Phase 1

· 
· Introduction of legislative changes to ensure that the proposed system has legal cover (Budget 2001/2002). 

· The proposed system relies heavily on improvement in the quality of audit that would make tax audit less arbitrary and less discriminatory. For this to be effective, taxpayers will have to fulfil their side of the obligation. Their obligation is to improve the quality of their records and books. This would require legislative change stipulating minimum record keeping requirement for various category of businesses.

· Another important legislative change required is that the power of reopening of cases under Section 65 and revision of cases under section 66A is reassigned to the Internal Audit and Inspection Division.

2.122
Clear Backlog of assessments, appeals, and collections

Phase 1

· Create a special office of commissioners to clear all pending assessments, appeals and collections in the pilot regions.

Phase 2

· Clear backlog of assessments, appeals and collections for all other regions.

2.123
Operationalising MIS
Phase 1 

· Identification of software and hardware requirement for computerisation of income tax records, tax processing, audit selection, MIS, and database management in all income tax regions.

· Obtaining bids for: (1) development of software for use in all regions, (2) purchase of computer hardware in the pilot and other regions, and (3) local area network (LAN) of computers in the pilot regions.

· Provision of funds for software development for use in all income tax regions.

· Provision of funds for hardware purchase in the pilot regions.

· Provision of funds for LAN.

· Subcontracting software development for completion within Phase 1.

· Purchasing hardware for the Pilot.

· Subcontracting LAN in the Pilot regions for completion in Phase 1.

Phase 2
· Use of software for processing of tax returns, selection of cases for audit in the pilot regions.

· Integration of withholding tax data within the pilot regions.

· Purchase of hardware for other three regions.

· Extending LAN to all income tax regions of the country.

· Initiate integration of databases.

Phase 3

· Use of software for processing of tax returns, selection of cases for audit in all regions of the country.

· Integration of withholding tax data across all regions.

· Complete integration of databases.

2.124
Development of Databases
Phase 1
· Development of databases of taxpayers by NTN. The process to be completed for taxpayers in the pilot regions.

· Initiate development of databases on federal and provincial taxes by common NTN.

· Initiate process of establishing industry benchmarks against which the performance of individual businesses could be compared. This function to be handled at the CBR level.  

The system of industry benchmarks will assist the income tax department, the taxpayer and the government in a number of ways. It will help in the selection of businesses for audit by identifying businesses whose performance is substantially below the industry average. These differences will also help the auditors by highlighting areas where they should concentrate their audit work. It is also expected that an assessment of tax demand that is arrived at by looking at multiple industry benchmarks instead of a simple ‘gross profit rate’ will be fairer to the honest taxpayer and should lead to fewer appeals. Finally, industry surveys would assist the government planners in the setting of revenue targets based on the economy’s ability to generate revenues. By setting realistic revenue targets, government planning would improve and at the same time many of the ills of revenue-target driven tax assessments would be eliminated.

· Initiate development of database on expenditure and assets of existing and potential taxpayers to assist tax auditors in conducting more robust tax audit. This database will also assist in identification of new taxpayers. 

· Create a database of SROs, legal rulings, and common issues by the industry. This should be available initially through CBR publications but eventually through computer network to all tax officers. 

· Begin identification of new taxpayers and withholding agents. 

Phase 2
· Extend the process of taxpayer database development to all regions.

· Continue the development of databases on federal and provincial taxes. 

· Extend and update the scope of industry surveys. This will be an ongoing activity that will increase in its usefulness as it becomes more comprehensive and regularly updated.

Phase 3

· Continue with phase 2 activities 
2.125
Education of Taxpayers and Withholding Agents

Phase 1

· Taxpayer education programmes, in particular informing them about the universal self-assessment scheme, the benefits its confers, and the demands that it makes on taxpayers for record keeping and voluntary compliance.

The customer service division will initiate in the first year a media campaign to inform the taxpayers the need to conform to the documentation requirement. Taxpayers would have to be informed and educated that tax audit would  be more rigorous than in the past and this would require better documentation than businesses are used to at present. It will have to be emphasised that poor documentation will work to their disadvantage when it comes to selection of cases for tax audit.

· Prepare booklets, pamphlets, and newspaper supplements to address frequent taxpayer queries.

· Introduction of measures to ensure that withholding agents report NTN of all taxpayers along with the challan. (This measure is necessary for computer based adjustment of withholding taxes against tax liability).

· Since we are proposing a move to a substantially different way of generating revenue than the existing system, preparing and educating the taxpayers as well as the tax department to smoothly make the transition will be an important goal in itself.







· 
2.126

Audit Measures

Phases 1-3

· Development of audit selection criteria.

· Preparation of Audit Manuals. Audit manuals as an aid for professional audit must be commissioned from year one. These manuals allow standardisation of audit and define the parameters within which an audit can be conducted. Initially, these manuals should be prepared for key industries. Over time the coverage can be extended to a broader range of businesses. By the end of three years all major businesses should be covered. 

2.127
Training Programmes

 Phases 1 – 3

· Introduction of specialised training programmes for tax officers in field audit, tax law and accounting procedures.

Almost all income tax audits that are done at present are in the nature of desk-audits. Field audits are more comprehensive and require visit by the tax auditor to business premises. Officers have to be trained to seek relevant information when they visit business premises. 

Besides crash training programmes in field audit, the audit division has to prepare its officers to conduct thorough audits. This requires in-depth understanding of accounting and the possible ways in which tax evasion could take place. 

Identification of training needs of officers and a programme of training on an ongoing basis must be designed within the first phase. All assessing officers must undergo audit training of 2-3 months within the first year.

· Training programmes in survey investigation and research methods

· Training of officers in the use of IT applications.

· Training programmes for orientation into the new businesses processes.

2.128
Determination of Lines of Responsibility and Preparation of Manuals for New Processes
Phase 1

· Determining lines of responsibilities for the implementation of the new processes. 

· Initiate preparation of manuals to document new processes.

Phase 2-3

· Document problems in the implementation of new processes in the pilot regions. 

· Revise processes and manuals and procedures accordingly.
2.129
Designation of Senior Officers in the Region for Planning and Implementation of the Pilot


Phase 1

· Designate RCITs for the pilot regions who should be given charge of the regions immediately and expected to plan for implementing the proposed plan in the region.

· Appointment of other officers to head the various divisions in the pilots should be made concurrently.

Phase 2

· Repeat phase 1 for other regions

2.130
Appointment for Legal and Prosecution Division

Phase 1

· Appoint professionally competent persons to assist the legal and prosecution divisions in the pilot regions.

Phase 2
· Repeat phase 1 for other regions.

2.131
Location of New Divisions and Offices

Phase 1

· Planning where the offices of the new Divisions would be located. Some Divisions will be located almost entirely in the main offices of the income tax department and others (such as the Service, Enforcement and Collection Division) may have sub-offices at several locations within the region. This may involve creating new office space or renting new buildings.

Phase 2 
· Repeat phase 1 for other regions.

2.132
Planning for the Pilots and Extending to Other Regions


Phase 1

The RCIT designated for each pilot region will form a Planning Team with responsibility of preparing a detailed plan for implementation and monitoring.  

Each CIT designate in charge of a division will form his own group of IACs to assist him in planning for the division.


Each division will need to focus on the following aspects:

· Personnel requirement and their training needs

· Software and hardware requirements

· Budgets for training, software, hardware, and other process reengineering requirements.

Phase 2

· Repeat Phase 1 for other regions

Concluding Remarks

2.133
This chapter has presented analysis of business processes in the income tax department. It has described these processes and outlined the limitations. Many of the problems highlighted are rooted in an antiquated system of record keeping, poor information system, vast discretionary powers of assessing officers, overworked and de-motivated workforce, and weak oversight of tax audit.  This chapter draws the conclusion that the demands of a modern economy require a fundamental shift of the tax structure from its present form. 

2.134
The salient features of the alternative system that is proposed are universal self-assessment, selective audit, functional specialisation, a centralised information system, strong audit capacity, survey and research capability, and taxpayer education and assistance programmes.

2.135
The proposed system is expected to increase voluntary compliance, improve the quality of tax audits, make tax audits fair and non-discriminatory, and strengthen the ability to detect and punish evasion and fraud. The proposed system is also expected to reduce taxpayer harassment and minimise inconvenience of the taxpayers.

2.136
It is recommended that the plan is implemented first as a pilot in two of the five income tax regions, namely the Southern Region and the Corporate Region, Karachi.  After the system has run its course for a year and has been debugged, it should be replicated in the rest of the country. 

2.137
Some components of the plan will require several years to take root and should be initiated on a countrywide basis almost immediately. The taxpayer education and assistance programme, development of a comprehensive database, the integration of data from sales tax, customs and provincial excise and taxation departments, and the development of audit capacity are some of the initiatives which can start immediately across all regions. 

2.138
It is proposed that the pilot regions be divided into six divisions. We have suggested measures that each of the six divisions must implement in the period of transition. The transition will shift the focus of the tax department from a circle-based system to one where there is separation of responsibilities for record keeping, processing, audit, and collection.  

2.139
The proposed system, which relies on selective audit, could be subject to abuse by taxpayers and this can result in revenue haemorrhage in the short-term. This problem will become less serious once the department develops the credibility of being tough on tax evasion and fraud by pursuing these cases in civil and criminal courts. The department has to build this credibility over the next 3-5 years. During the pilot phase of the proposed plan, the revenue haemorrhage issue can be addressed by closely monitoring those taxpayers who are major contributors to tax revenue and selecting those for detailed audit who show large variation in historical income and profit figures.  
� The growth in income tax revenue is compared with the growth in non-agriculture GDP because agriculture incomes are exempt from federal income tax.


� Of the total of Rs 110 billion collected in income tax revenue in 1999-2000, current expenditure on salaries and related expenditures of the department amounted to Rs 0.95 billion. These expenditures do not include ‘headquarter expenditures’ i.e. expenditures at the CBR level. These amounted to Rs 0.25 billion and need to be prorated over customs, excise, sales and income tax departments.  


� Withholding taxes are a more recent phenomenon. The conversion of withholding taxes into presumptive taxes is an innovation, which is even more recent. Presumptive incomes and ‘self-assessment schemes’ have contributed significantly to the non-documentation of the economy. 


� The figures are quoted from Burgess and Stern (1993), ‘Taxation and Development’, Journal of Economic Literature, Vol. XXXI.


� The sales tax to GDP ratio increased to 3.7 percent in 1999-2000 (as reported in Economic Survey 1999-2000).


� The contribution from this group was not availableIn 1999-2000 the number of salaried taxpayers were 440,000 and those who filed under the self-assessment scheme were 275,000.


� There is also the view that the assets declared do not necessarily reflect income tax evasion. It is claimed that some of these assets were acquired from income from family remittances, which were non-taxable. Individuals who acquired these assets from non-taxable sources evaded their wealth tax by not filing their wealth tax returns. While there was evasion of taxes, it was not an evasion of income tax necessarily. If this view were given credence, the extent of income tax evasion would appear even more insignificant.





� The officer in charge of a circle could also be an Assistant Commissioner or an Income Tax Officer.


� This includes cases selected from self-assessment schemes. Since these cases were already “assessed” by the taxpayers themselves, their further “assessment” under the normal law is called an “audit” by the income tax department.


� Any order passed by DCIT, within 90 days of its receipt, can be contested before a Zonal Commissioner through a revision application. By making this revision application the assessee foregoes his right of appeal to CIT (A). 





� The money flow process for taxes deposited by withholding agents is similar, though the documentation requirement are different.


� In the past local branch managers could keep these funds for some days without any negative consequences. Now, however the main branch of the National Bank of Pakistan ensures that all its branches transfer these funds to the Government daily. A secondary check is made through third party reconciliation every 15 days for all financial transactions between branches.


� Where the taxpayer/withholding agent directly deposits the tax with the State Bank of Pakistan (SBP), it develops its own scroll and sends it with two copies of challan to the treasury officer.
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