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Abstract

The Economic Survey of India of 2017-18 and OECD data show that the Indian Income Tax Department (ITD) loses more
than two-thirds of the income tax appeals litigated before the Income Tax Appellate Tribunal (ITAT), the High Courts, and the
Supreme Court in India. However, reasons for the ITDds subpar performance, which may adversely impact revenue collection
and the ability of the government to fund public services, are unknown. This study applies grounded theory methodology to
case law, interview, and survey data to develop a theoretical model to explain the ITDds low success rate in income tax litigation.

The study shows that Indian bureaucratic culture, which is characterised by poor accountability, ineffective performance
management, and a trust deficit, contributes to the ITDds low success rate in income tax litigation before the ITAT and the
courts. Inadequate accountability and ineffective performance management in turn contribute to the poor quality of income tax
assessments and the ITD filing meritless or frivolous appeals. Factors that lead to such sub-standard quality of income tax
assessments and ITD filed appeals include revenue targets imposed on income tax officials by the ITD, inadequate supervision
of tax officials with regard to their assessment of tax, and tax officials disregarding precedent in the process of making
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1. INTRODUCTION

In India, the first level of appeal for taxpayers against the Income Tax Department (ITD)
lies before the Commissioner of Income Tax (Appeals) (CIT(A)), a quasi-judicial
authority who is a senior ITD official. The second stage of appeal for taxpayers, against
the CIT(A)és orders, is before the Income Tax Appellate Tribunal (ITAT), which is
independent of the ITD and is the first level of appeal for the ITD against the orders of
the CIT(A). Decisions of the ITAT may be appealed to the jurisdictional High Court,
whose orders can further be appealed to the Supreme Court of India, which is the highest
court of the land.

Research shows that less than 15% of the tax appeals in India were decided in favour of
the Indian tax administration in 2014-15 (Deloitte Touche Tohmatsu India, 2020;
Organisation for Economic Co-operation and Development (OECD), 2017). This
success rate was the lowest among tax administrations of 37 emerging and advanced
economies (Deloitte Touche Tohmatsu India, 2020; OECD, 2017), as shown in Figure
1. In addition, the Indian Economic Survey of 2017-18 reveals that more than two-thirds
of the direct tax appeals before the ITAT, the High Courts, and the Supreme Court of
India were decided against the ITD (Ministry of Finance, India, 2018). Of all direct tax
appeals (including those filed by the ITD and the taxpayers), the ITD won around 27%
of the appeals before the ITAT, only 13% before the High Courts, and 27% of the
appeals before the Supreme Court (Ministry of Finance, 2018, p. 138). Further, the
success rate of the ITD in direct tax appeals filed by the ITD is also less than 50%. Data
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The low success rate of the ITD in income tax litigation raises the question of why the
ITD fares poorly. Given the implication of the low success rate of the ITD for tax
collection and, possibly, economic development, this question is important to answer.
This article seeks to answer this question based on the authords analysis of case law,
interview data, and survey data.

The article begins with a review of the literature on tax administration and litigation in
India and describes the methodology used to conduct the research undertaken for this
article. The article then lays out reasons for the low success rate of the ITD in income
tax litigation and concludes with a discussion of the theoretical model built to explain
this low success rate.

2. LITERATURE REVIEW

Tax administration is a key determinant of the performance of not only the tax system
but also tax policy. Bird (2014, p. 271) echoed this sentiment by asserting that 6tax
administration is tax policyd (quoting Casanegra de Jantscher, 1990, p. 179) and
contending that 6[t]he best tax policy in the world is worth little if it cannot be
implemented e ectivelyd (2014, p. 269). Tax administration is of even greater
importance in developing countries such as India as ineffective tax administration
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from the Indian income tax officials favouring litigation despite the ITDds high rate of
failure to prevail in cases at every stage of the tax appeal process (Ministry of Finance,
2018, p. 132).

With respect to the appeals filed by the ITD, an OECD paper notes that, 6following a
decision by the commissioner in the taxpayerds favour, too many cases with limited
merit are brought by the Tax Department before the Courtsd (Joumard, Thomas &
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3. RESEARCH METHODOLOGY
3.1 Methodology

The research discussed in this article follows the grounded theory methodology.
Grounded theory is dthe discovery of theory from data systematically obtained from
social researchf (Glaser & Strauss, 1999, p. 2). Such theory is dderivedd from research
data and is éillustrated by characteristic exampleso of the data (Glaser & Strauss, 1999,
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poor quality of assessments and the resulting low success rate of the ITD. For instance,
while supervision of assessing officers and their tax assessments is provided for in the
ITDds processes (Interview T5), as discussed in detail below, this supervision is
inadequate (Interview T5; Interview IT1; Interview T6).

Incorrect tax assessments are typically appealed by taxpayers. When taxpayers prevail
in such appeals, the ITD is said to routinely file appeals against orders in favour of
taxpayers.

4.2 Poor quality of appeals

Case law shows examples of tax appeals without merit filed by income tax officials
(Mohan, 2021, pp. 25, 29-30). In addition, interviewees suggest that the poor quality of
appeals filed by income tax officials contributes to the low success rate of the ITD in
tax litigation in many cases. According to a former income tax official, in some cases,
appeals are filed based on done string of evidenced or just based on suspicion (Interview
T5). Also, aretired ITAT adjudicator said that at least 50 pers. sh
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do not believe that officials face consequences for making incorrect assessments or for
filing meritless or frivolous appeals.

With respect to appeals, tax practitioners, retired ITAT adjudicators, and former ITD
officials note that while tax officials may be held accountable for not filing an appeal
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4.6

made by assessing officers is a key factor that impacts the quality of the assessments
made (Interview IT1; Interview Al; Interview TP1; Interview A3; Interview 1AL,
Interview TP4; Interview T3; Interview L4; Interview J1; Interview J2; Interview J3;
Interview IL1; Interview A8; Interview IL2). Revenue targets seek to hold assessing
officers accountable and may be used as a metric during performance evaluation
(Interview L6). However, the imposition of revenue targets appears to have unintended
or undesired consequences at times.

For example, targets may lead to 6high-pitched assessmentsd (Interview A5), and result
in orders without adequate foundation (Interview TP2). A senior tax lawyer remarked
that, in some cases, tax assessments are reopened, or unreasonable positions are taken,
by assessing officers just to meet targets (Interview L7). Other practitioners add that the
revenue targets 6thrustd upon assessing officers result in high-pitched assessments as
meeting the target becomes émore importantd than 6fair collectiond of tax (Interview
TP1; Interview Al).

Interviewees also note that assessing officers sometimes acknowledge the pressure from
superiors within the ITD to collect revenue and even ask taxpayers to seek relief in the
appellate fora, for example, in the ITAT, instead (Interview TP1; Interview TP3). As a
senior tax accountant (Interview A3) remarked, high-pitched assessments contribute to
the ITDds low success rate in tax litigation as assessments that make unsustainable tax
demands are generally overturned by the ITAT and the courts. Interviewees thus
conclude that revenue targets contribute to the low success rate of the ITD in litigation
(Interview L7; Interview J2).

Disregard of precedent

Another factor that contributes to the poor quality of both income tax assessments and
ITD filed appeals is the disregard of precedent by income tax officials. Case law offers

several examples of incomer ) assessments mede or&apkeals f led by inc2er
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appeal. In one case, the High Court of Bombay stated that it was 6pained to record &
[the] most unreasonable attitude on the part of the Advocate for the Revenue of seeking
to reargue settled concluded issues, without having obtained any stay from the Apex
Court.?

Data therefore suggests that the reluctance of income tax officials to follow judicial
precedent contributes to the poor quality of both income tax assessments and ITD
appeals, which in turn results in the ITD losing the corresponding appeals before the
appellate fora.

4.7 Prejudiced mindset

In addition to the above factors, the mindset of income tax officials contributes to the
poor quality of assessments. Case law shows examples of the prejudiced mindset of
income tax officials against taxpayers (Mohan, 2021, pp. 27-28). In one case, the High
Court of Bombay said that the behaviour of the income tax officials in that case was
6high handed and manifestly unfair towards the [taxpayer] € [and was] in defiance of
settled lawd.* This prejudiced mindset of income tax officials was referred to by many
of the interviewees as well. Also, more than three-quarters of the survey respondents
believe that income tax officials are biased in favour of the ITD when making
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inadequately disincentivising them can lead to incorrect assessments of income tax and
the filing of meritless tax appeals.

For example, as discussed previously, literature supports the view that incentivising
officials to collect taxes may result in their collecting more tax than is authorised by law
(Gordon, 2010, p. 5). This may also lead to the harassment of taxpayers (Mookherjee,
1998, p. 105) as unreasonable revenue targets do not reflect the state of the economy
and may not be revised to correspond to changes in economic circumstances (Butani,
2016, p. 445). Interview data shows this to be the case within the ITD. Revenue targets
put pressure on income tax officials to make unreasonable additions or deny taxpayers
legitimate deductions as well as file income tax appeals without merit against decisions
in favour of taxpayers. There is support in the literature for this impact of revenue targets
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5.2 Poor accountability

Accountability here refers to government officials having to answer for their actions.
Poor accountability within the government reflects the inability or the unwillingness of
the government to make its officials answerable for their failure to discharge duties in
accordance with the law. Poor accountability in Indian bureaucracy, including the dearth
of dpublic accountabilityd, has been discussed in the literature (Chakraborty, 2011, pp.
103, 110; Kumar, Sahay & Ranjan, 2011, p. 24; Bagai, 2008, p. 25; Sharma, 2007, pp.
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and High Court judges are perceived to be fair, suggesting that perceptions of
unfairness, at least in the context of income tax assessments and income tax litigation,
are particularly directed towards income tax officials. Income tax officials are also
considered to be biased towards the ITD (as shown by interview and survey data),
instead of being impartial during their assessment of income tax and the filing of appeals
against appellate decisions in favour of taxpayers. Due to this perception of income tax
officials, there is a trust deficit between taxpayers and the officials.

Moreover, the analysis of survey data reveals a correlation between perceptions
regarding the quality of income tax assessments and perceptions about the fairness of
income tax officials. Fairness inspires trust (Walsh, 2012, p. 455) and unfairness of
income tax officials can lead to a trust deficit between income tax officials and
taxpayers. Trust deficit may therefore also influence perceptions regarding the quality
of income tax assessments.

In addition, income tax officials in India do not appear to trust taxpayers either. For
example, literature describes the dadversarial attitude of the tax administration towards
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and build trust between the ITD and taxpayers. However, the CBDT is yet to issue
guidelines to facilitate the Charterés implementation.

6. IMPACT OF TECHNOLOGY

The impact of the Indian bureaucratic culture has been alleviated to some extent by the
adoption of technology by the CBDT. For example, electronic processing of income tax
returns by the Centralised Processing Centre and automated selection of income tax
returns (in many cases) for scrutiny by the Computer-Assisted Scrutiny Selection
system limit the number of taxpayers who need to interact with income tax officials
(Interview T1; Interview A2; Interview L6). Also, electronic processing enables many
taxpayers to receive refunds fairly quickly (Interview T1). However, the taxpayers
whose returns have been selected for scrutiny and those whose refunds are delayed by
income tax officials continue to be affected by the Indian bureaucratic culture.
Therefore, while technology has reduced the number of taxpayers impacted by the
Indian bureaucratic culture, it has not eased the impact of this culture on taxpayers who
interact with income tax officials either electronically or in person.

In August 2020, the Indian government introduced the Faceless Assessment Scheme,
under which assessments are conducted electronically without taxpayers having to visit
the ITD (Ministry of Finance, 2020). Tax assessments under the Faceless Assessment
Scheme seek to eliminate the human interface between the taxpayers and the income
tax officials (Directorate of Income Tax, 2021). As the interviews conducted for this
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