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1. Introduction
Tax revenue is one of the main sources of fiscal revenue in Chinese Taipei. The nature of tax collection is built on honest filing by taxpayers. However, it is also the case that the honest filing of tax returns by taxpayers also counts on the effectiveness of the case-selection mechanisms and the enhancement of the audit techniques that are used by the tax authorities so as to prevent tax evasion, maintain fairness, and also insure the purpose of levying tax. We have structured the case selection mechanism in Chinese Taipei for the auditing of various kinds of taxes such as profit-seeking enterprise income tax, individual income tax, estate and gift tax, value-added and non-value-added business tax, securities transaction tax, commodity tax, tobacco and alcohol tax, etc. However, the subject of this report will focus on the case selection for the tax audit of the profit-seeking enterprise income tax.
The profit-seeking enterprise shall file an annual income tax return from May 1 to May 31 of each year. First, we key in data from the tax return to build a database. We then use the database to analyze and select high-value cases for audit. We usually review non-selected tax declarations on paper and send a checked and ratified notification after assessment to taxpayers. The tax payment notice is sent along with the notification if a new tax payment is necessary. We urge that books and accounts be delivered to the tax office for verification when auditing a selected case.
Our profit-seeking enterprise filing cases are divided into two categories. The first one is where we review the tax declaration on paper expanding to the cases qualified the standards issued by the Ministry of Finance (MOF). (The standards are that total annual sales revenue and non-sales revenue is under NT$30 million, that the documentation is complete, that the adjusted net profit ratio is above the stipulated standard, and that all taxes owed have been paid.) The aforesaid cases account for about 60% of the total returns. We do not normally select cases from this category to be audited.

The second category is where we select cases from those that do not meet the aforesaid standards as stipulated by the MOF. We define the selection of cases as regular or special case selection depending on the nature of the case. 

2. Regular case selection
Regular case selection includes routine computer selection, manual selection, and abnormal case selection and is handled by the tax authority every year. We use a computer model system as the main tool in helping to select cases in order to maintain an objective and fair operation in the selection of cases. We adopt manual selection when taking into account the need for a timely levy or for the audit of some special cases.
Diagram 1   Flow chart of the regular case selection

2.1 Computer case selection

In confronting a large number of returns, we introduced a computer model in 1984 for the processing of case selection that was not only effective in selecting cases, but also improved objectiveness and fairness in regard to every taxpayer. The MOF established a new computer model in 2007 to further enhance the efficiency of case selection for auditing. The operation model, differences, and the outcomes of the performance of the new and original computer models are analyzed as follows:
2.1.1 Cases selected by the original computer model
The database for the original computer model was established in the Financial Data Center of the MOF in 1984 based on data from the previous year reported and ratified after assessment. The data, including income statements and balance sheets, was sorted out and compared. Relevant taxation data was combined with information based on the attributes of different industries. A statistical approach was applied to assign various weights to the compared items so as to derive a ‘dishonesty ratio.’ We propose the number of cases to be selected taking into account the capacity of the auditing task force of each tax authority, the different trade pattern and the sales scale of the enterprise. Cases with a high ‘dishonesty ratio’ are identified in an orderly manner and listed.
Diagram 2   Flow chart of the original computer model

The original computer model uses statistical methods. Returns are categorized into two groups on the basis of whether or not the taxpayer is imposed a certain amount of tax liabilities after assessment in the past year, thus indicating whether the return had been filed honestly or not. The model identifies 29 variable items such as sales, cost of goods sold, accounts receivable, bad debt, etc. shown in the company’s income tax return, and then submits those items to statistical analysis.
A. Grouping by the same trade
The model groups enterprises of the same trade together under a ‘Trade Model’ in line with the common nature of the earnings, profit, and cost structure of the same type.
B. Data processing

There is a crosscheck of the data of every return filed and assessed with the data in the Trade Model of the previous year. Whether or not an extra tax duty is incurred after assessment is one of the keys to distinguish whether returns are either honest or dishonest. 
C. Statistical analysis
The reported data for the current year is keyed in and there is stepwise verification of the 29 variables by discriminate analysis to establish a discriminate function model, and to calculate the probability of the degree of dishonesty for each business entity.

D. Case selection

Each trade model is sorted by a scale of sales, and then listed with the probability of the degree of dishonesty of the return, and those with a high degree of probability are subject to auditing.

2.1.2 Cases selected by the new computer model

The Ministry of Finance gathered experts, tax authorities and the Financial Data Center to structure a new computer model in 2007 so as to meet the needs of the contemporary financial and economic environment. The new model added in personal auditing experience and useful external databases. A statistical method of modeling is able to find cases having high probability of violation of tax laws.
The new computer model contains a ‘particular item case selection method ’, a ‘scoring case selection method’, and a ‘random case selection method’ as in the diagram below:

Diagram 3   Flow chart of the new computer model

A. Particular item case selection method(略)
B. Scoring case selection method(略)
C. Random selection of cases(略)
2.1.3 Differences between the new model and the original one(略)
2.1.4 The outcome of the performance of the two models

The Financial Data Center outputs lists from both the new and original models in 2007. The district tax authority selected half-and-half numbers of cases from the two models. The results are that the new model showed a higher adjusted average annual income and levied extra tax duties. The outcome of this performance tells us that the new model can accurately select valuable cases and it reduced the overall cost of selection and improved efficiency in auditing. 

Table 1   Outcome of the performance of both new and original

 case selection models for 2006.
             Unit: NT$ million
	Type of case
(2006)
	No. of cases
	No. of cases ratified and closed
	Average extra tax obligation
	Average income adjusted by auditors

	Original case selection model
	2,250
	2,224
	0.9
	3.6

	New case selection model
	2,250
	2,194
	1.9
	8.2

	Total
	4,500
	4,418
	1.4
	5.9


2.2 Manual case selection

We use computers as the main tool in selecting cases in order to maintain an objective and fair operation of case selection; however, we adopt manual case selection in association with the computer case selection when taking into account the timeliness of a levy or that there may be some special cases.

Those cases, which are selected by computer, but which are left over and are not listed for management by the MOF at the first stage would go to the second stage for selection, which is manual case selection. We then divide the cases into CPA-certified and non-CPA-certified cases.
2.2.1 CPA-certified cases
The manual case selection takes the ‘dishonesty ratio’ as reference and utilizes the principle of exclusion and enhancement conditions according to the prosperity of an industry.  Exclusion conditions are, for example, filing the net profit ratio reaching the standard income of the industry concerned, granted to be good taxpayers and other settings determined by the tax authority. The enhancement conditions are such that there is a great chance that a company filing in compliance with a newly released act will be selected. We also seek to reinforce the selection of tax exemption cases to prevent tax incentives measures from becoming an instrument for enterprises to use in evading tax. 

Table 2   Outcome of the performance of the manual selection of CPA-certified cases for 2004 and 2005
Unit: Million N.T. Dollars
	Type of case
	Year
	No. of cases

selected
	Average extra tax obligation
	Average income adjusted by auditors

	CPA-certified cases selected by manual case selection model
	2004
	8,272
	3.4
	12.4

	
	2005
	5,703
	2.9
	12.5


2.2.2 Non-CPA-certified cases

As for non-CPA-certified cases, the principle is almost the same as for the CPA-certified cases except that the district tax office takes the task in charge and emphasizes the selection and auditing of cases from a particular industry and certain abnormal cases in their jurisdiction.
Table 3   Outcome of the performance of the manual selection of

non-CPA-certified cases for 2004 and 2005

            Unit: NT$ million
	Type of case
	Year
	No. of cases

selected
	Average extra tax obligation
	Average income adjusted by auditors

	Non-CPA-certified cases selected by manual case selection model
	2004
	15,433
	0.3
	2.1

	
	2005
	13,360
	0.3
	2.5


2.3 Selection of abnormal cases
The cases that are not selected by computer or manual basically reviewed on paper except in the case that the auditors find some abnormality in them and they make recommendations on the abnormal cases to the case-selection group. The members of case-selection group gather and hold a meeting on the selection of cases based in on the auditors’ opinions. The taxpayers are required to send in their books and accounts to be assessed if they are selected.

Diagram 4   Flow chart of the process of the selection of abnormal cases


Table 4   Outcome of the performance of the selection of abnormal cases for 2004 and 2005

Unit: NT$ million
	Type of case
	Year
	No. of cases

selected
	Average extra tax obligation
	Average income adjusted by auditors

	Abnormal case selection
	2004 
	3,868 
	0.6
	3.9

	
	2005 
	3,459 
	0.6
	4.1


3. Special case selection

Aside from regular case selection, the selection of cases for specific reasons is also in process every year and is called special case selection. We operate special case selection as follows:
3.1 Investigation of non-arm’s length transactions between related parties

3.1.1 Purpose of case selection
We have recently begun working on the establishment of a mechanism for the investigation of transfer pricing in line with international trends and we hope that it will prevent related enterprises from evading or reducing their tax obligation through an arrangement that is not in conformity with the arm’s length principle. The system started operation in 2005. The mechanism of the examination of TP cases is new to us. Although there are problems to be overcome in the implementation of the work and we set the efficient audit of transfer pricing cases as one of the key tasks to be fulfilled.
3.1.2 Method of case selection

The tax authority analyzes the data of sales scale, industry characteristics, and tax declarations of related enterprises and selects cases in which there are controlled transactions between associated enterprises within Chinese Taipei and related parties outside Chinese Taipei for investigation. The conditions for the investigation of cases are: the declaration of gross profit ratio, net operating ratio, and net income ratio are lower than in the same trade concerned; the global profit is positive but the declaration by the domestic enterprise is negative or lower than other enterprises in the same industry; failure to report the transaction between the related parties on the stipulated form; the enterprise failed to appraise the controlled trade in conformity to the arm’s length principle or to  determine the arm’s length outcome of a controlled transaction, and failed to prepare and file the appropriate documents; the enterprise did not obtain a price or a reasonable price from the related entity in the transaction, such as for the transfer or use of tangible assets, the transfer or use of intangible assets, or the rendering of services, use of funds or other types of transactions which fail to be in conformity with the arm’s length principal.
3.1.3 Outcome of the performance of the selection

Because transfer pricing has just been put into effect in Chinese Taipei, the purpose of this kind of special case selection at the moment is primarily to aid in the accumulation of auditing experience. The district tax authorities select a total of 18 cases for investigation in Chinese Taipei. There was an adjustment of net income by NT$ 1,368 million and an increase in tax revenue by NT$222 million in 2007. Fifteen cases have been adjusted with an average of NT$91 million in net income and with NT$14 million in new tax obligation of each case, a performance achievement rate of 83%.
3.2 Investigation of eligibility of profit-seeking enterprises for tax reduction or exemptions

3.2.1 Purpose of case selection

To prevent taxpayers from using tax incentives as an instrument to evade tax, district tax authorities select cases by item of five-year tax exemption, investment tax credits for tax audit, research and development, and personnel training. The outcome of enhancing the investigation of compliance with the conditions of the tax law may serve to increase tax revenue and lead to the fulfillment of the original purpose of the tax incentives.
3.2.2 Method of case selection

In the case of a five-year tax exemption, and investment tax credits of research and development, and personnel training, 15% of the total cases within that scope are selected in 2005 and 2006. We select cases based on the district attributes, but at least 50% of the cases are selected from the top 50% of the cases filed and ranked in dollar amounts. In addition, the conditions for the investigation of cases are: the taxpayer’s declaration of tax incentive has been largely adjusted by auditors in the previous year；the taxpayer is in the first year of and has claimed for large dollar amounts under the terms of the tax incentive; or the amount of the claim by the taxpayer under the tax incentive is significantly larger in the current year than in the previous year.
Table 5   Cases selected by tax reduction or exemption for 2005 and 2006

	Type

Year
	No. of cases declared within stated scope
	No. of cases selected

	
	Five-year tax exemption
	Investment tax credits for research and development, and personnel training 
	Five-year tax exemption
	Investment tax credits for research and development, and personnel training.

	2005
	452
	2,031
	68
	305

	2006
	579
	3,100
	87
	465


Diagram 5   Flow chart of case selection by tax reduction or

 exemptions for 2006


Table 6   Outcome of the performance of the investigation of the
           eligibility of profit-seeking enterprises for tax reduction or

exemptions for 2005 and 2006
Unit: NT$ million
	Type

Year

Performance
	Five-year tax exemption
	Investment tax credits for research and development, and personnel training.

	
	2005
	2006
	2005
	2006

	No. of cases selected
	68
	87
	305
	465

	Dollar amounts adjusted
	1,977
	7,204
	12,095
	8,143

	Dollar amounts Declared
	9,436
	20,173
	38,326
	15,267

	Average dollar amounts of each case adjusted
	29
	83
	40
	18

	Adjusted ratio of each case
	20.95%
	35.71%
	31.56%
	53.33%

	No. of cases rechecked
	－
	8
	－
	31

	Ratio of rechecks
	－
	9.2%
	－
	6.67%


Note: The figures in a five-year tax exemption case is the reduction of tax-free income; research & development and personnel training case is the reduction of dollar amounts claimed for tax credits.
3.3 Selection of abnormal CPA-certified cases 

3.3.1 Purpose of case selection

The purpose of our selection of CPA-certified cases is to build a sound and honest reporting system for CPA reports of tax returns, upgrade the quality of the certification of CPA‘s, prevent tax evasion, and increase tax revenues.
3.3.2 Method of case selection

We selected 2% of the total of CPA-certified cases for tax audit for 2006. CPA’s would be included on the selection list if they had been penalized within the three previous years, some abnormality was found in review on paper, they had severely evaded tax in the previous year, they were suspected of evading tax, or they reported a big adjustment of income on tax returns.

Table 7   Outcome of the performance of the selection of abnormal CPA-certified cases for 2006
Unit: NT$ million
	Total no. of CPA-certified cases in 2006
	56,850 

	Selected ratio
	2%

	No. of cases selected
	1,137 

	Adjusted income after auditing 
	47,164

	Increase in tax obligation
	8,467 

	Average income adjusted by auditors
	41 

	Average extra tax obligation
	7 


3.4 Case selection by use of the business tax database 

3.4.1 Purpose of case selection

We use and analyze the data from the database built on information given in the business tax declaration for investigation of taxpayers receiving an invoice but who are not the real trade parties on the invoice, or who have not received an invoice verifying the cost and expenses shown in returns. We investigate bogus business entities to maintain a fair and just levy system and to prevent them from issuing false invoices to help the opposite trade party to obtain a deemed input tax deduction.

3.4.2 Method of case selection

Added into the characteristics of local district, the tax authority uses the database from business tax declaration with items such as, input, output, and the registration number of a company to search for information to judge whether the income tax return of a profit-seeking enterprise is abnormal. The abnormal situations are categorized as follows:
A. The dollar amounts of the input invoice are more than the cost and expense declared on the income tax return, which implies an under-reporting of both input and output.

B. The dollar amount of the input is less than the cost and expenses declared in the income tax return, which implies an over-reporting of cost and expenses.

C. According to the attributes of an industry, the upstream business is likely to refuse to receive input invoices in cases where its buyer is a natural person (an individual) who doesn’t take invoices for declaration of business tax and such behavior creates a pattern, which implies an under-reporting of both sales and costs on the income tax return. 

D. The trade party shown on the invoice has nothing to do with the business, which implies that the business entity (the seller) has provided a false invoice to an opposite party (the buyer) to help it obtain a deemed input tax deduction and to show a low gross profit in the income tax return.
E. The incremental rate of output over input is higher than the gross-profit-ratio standard of the same trade under concern, which implies that the business entity may be bogus which overdue business tax hasn’t not been paid or fails to take receipt of an input invoice.

F. The incremental rate of output over input is lower than the gross-profit-rate standard of the same trade under concern, which implies that the business entity may be involved in bogus activity in that it reports excessive and close dollar amounts of input and output.
G. The business entity has huge offsets against business tax payable on its account for a long period, which implies that the business entity may be under-reporting output and over-reporting of input, i.e., cost and expenses, in the case that there is a large amount of inventory, under the condition that the goods cannot be stored for too long, or there is no space for the use of as a store. 
Table 8   Outcome of the performance of case selection by use of 

     the database from declarations of the business tax

in 2006 and 2007

Unit: NT$ million

	Year
	Operational goal
	Achievement

	
	No. of cases
	Dollar Amounts
	No. of cases
	Dollar Amounts

	2006
	890
	223
	891
	3,447

	2007
	1,176
	294
	1,176
	7,137


4. Looking ahead

4.1 To continue to amend the new computer model and decrease the cost of the levy

The use of the new computer model has brought a significant enhancement of the outcome of the performance of tax auditing and it has decreased the total cost incurred in the selection of cases and has improved quality and efficiency in auditing. In addition, we have started to create a knowledge database of effective auditing and a more complete case selection model by incorporating the users’ feedback incorporating the opinions of the auditors after auditing. This has achieved the goals of decreasing the cost of the levy, enhancing taxation efficiency, promoting quality of service, and increasing the tax revenues.

4.2 To build a mechanism to explore new types of tax evasion and to prevent tax evasion in an effective way
The use of an artificial intelligence computer selection system is a future trend in the field of case selection in tax auditing. We are working to develop a mechanism, which incorporates artificial intelligence to confront the various types of tax evasion. The aim of the model is to achieve the goal of preventing tax evasion and maintaining a fair and just levy system.

4.3 Restructuring of IT procedures and integration of the auditing environment; enhancement of the efficiency of auditors, and the saving of energy in addition
We are designing and improving the user interface and combining suitable hardware so as to provide auditors with a convenient operational environment. This will help to enhance efficiency in work and reduce the amount of paper work, which is in accord with the goal of saving energy and reducing carbon dioxide emissions.

4.4 The use of international exchanges of the experience of the tax levy to acquire tax techniques so as to enhance efficiency in tax administration

We welcome the opportunity to participate in international exchanges so as to understand the tax system and tax techniques used in various countries and the sharing of effective tax levy techniques and experiences will help us to increase the efficiency of our tax administration. 
5. Conclusion 
We work under the circumstances that limited numbers of tax collection personnel have to deal with a huge amount of income tax returns. We hope to achieve the policy of preventing tax evasion, maintaining fairness, and insuring tax revenue by making full use of an effective case selection mechanism for tax auditing. We depend on the selection of cases by computer model for the sake of fairness and objectivity, but we adopt manual case selection to quicken the overall tax collection process and in some special cases. We are currently undertaking the development of an artificial intelligence case selection system which can operate smoothly so as to achieve more accuracy in selecting high-value cases. The system is expected to improve and refine the auditor’s skills and to aid in building a fair and upright environment in taxation practices.
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