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Sample Chapter

Introduction

“In theory, there is no difference between theory and practice.
But, in practice, there is.”

Jan L.A. van de Snepscheut/Yogi Berra

1.1. Setting the scene

In today’s challenging economic environment, governments, the tax authori-
ties, multinational enterprises (MNEs) as well as private organizations all
over the world are increasingly expected to achieve more with less: less
people, less money and less time. The tax authorities are required to reduce
non-compliance, maintain or improve compliance and increase revenues
to the budget, all without damaging the integrity of the national tax system
and appeal of the country to investment. The traditional way of improving
compliance focuses on audits, the increase of enforcement methods and
prosecution. Yet, in recent years, an alternative, to influence and ultimately
improve taxpayers’ behaviour, an enhanced relationship' (ER) (now coop-
erative compliance (CC)), has been developed and is being implemented in
a growing number of countries across the globe.

The aim of this thesis is, in the first instance, to explore the theoretical and
practical issues related to the implementation of an ER and define and clas-
sify this concept. Secondly, it aims to establish whether CC is a legitimate
and efficient way of cooperation between taxpayers and the tax authorities.
Thirdly, using Poland as an example, it aims at addressing the questions,
both practical and theoretical, that need to be answered by a jurisdiction that
would contemplate the introduction of CC. Finally, the thesis discusses what
has been achieved so far and what the future of an ER/CC may be taking
into account the economic and social climate resulting from the financial
crisis and the project of the Organisation for Economic Co-operation and
Development (OECD) on Base Erosion and Profit Shifting (BEPS).

1. The term “enhanced relationship” is used interchangeably with the term “ER” or
“cooperative compliance” or “CC”; see sec. 2.4.1. for further information.



Chapter 1 - Introduction

CC is a relatively recent and specific concept of a new, supposedly mutu-
ally beneficial way of cooperation between the taxpayers (TP) and the tax
authorities (TA).

In 2009, Dave Hartnett, Permanent Secretary for Tax, HM Revenue and
Customs (HMRC), recommended an ER with the following words that
describe its essence:

An enhanced relationship offers benefits for everyone. Taxpayers who behave
transparently can expect greater certainty and an early resolution of tax is-
sues with less extensive audits and lower compliance costs. And an enhanced
relationship between revenue bodies and tax intermediaries should also yield
significant benefits. And it is also not just a way of maintaining compliance
and low-risk behaviour; it is about changing behaviour by ensuring there are
hard-edged benefits to business occupying the low-risk space. CFOs around the
world told us that what matters to them above all is certainty — no surprises from
their tax departments, by disclosing potentially significant issues in real time
and by revenue bodies responding proportionately. And tax administrations
can’t leave businesses engaged in an open relationship to fend for themselves
in the tax jungle. This too is a matter of trust.”

CC may provide the answer to the problems that tax authorities in many
jurisdictions have been facing for many years: lack of resources to investi-
gate all the cases requiring a closer look, to audit taxpayers as often and as
deeply as they found necessary, to respond effectively and efficiently to the
changing conditions of the market and new, more advanced tax-planning
opportunities resulting from globalization.

In the past, different approaches were required which suited the different
business models in operation at the time. Since then, both the world econ-
omy and business models have changed. Therefore new approaches, such
as the CC, are necessary. This is not to denigrate the old methods; they are
simply no longer appropriate in the current conditions.

Since 2008, when the financial crisis broke out, the world of econom-
ics and tax is even more altered and turbulent than it would normally be.
Governments are striving for the additional revenues and thus they are look-
ing more closely than ever to tax-planning schemes and loopholes in the
law in order to collect as much money as they can from taxpayers, both
through voluntary compliance as by settlement and/or litigation. Also due
to the crisis, the public’s perception of the largest companies has evolved.

2. Dave Hartnett, during the Hardman Lecture at the Institute of Chartered Accountants
of England and Wales, 12 November 2009.



Subject of the thesis — CC between the tax authorities and the large business
taxpayers

If, in the past, people were not that concerned with the financial results and
the tax paid by the multinationals, nowadays these figures are becoming
increasingly important. People protest on the streets and demand that the
largest businesses pay what is due to the state.’

This crisis has emphasized, inter alia, the need for more efficient tax author-
ities, including better tax collection and greater attention to cross-border tax
avoidance and evasion. CC, although per se not impacting on the amount
of the tax obligation, is a measure that has the potential to substantially
improve the efficiency of the tax authorities with regard to the taxpayer
groups that are covered by it.

1.2. Subject of the thesis — CC between the tax authorities
and the large business taxpayers

The relationships between the taxpayer and the tax authorities play a cru-
cial role in the proper functioning of a tax system in a country. These rela-
tionships depend not only on tax legislation and legal procedures but also
on non-legal elements, such as cultural, sociological as well as historical
settings. Levying taxes is the most important task of the tax authorities
and it relies on the information they possess. If the information is scarce,
incomplete or difficult to obtain (both in the national and the international
context) the process of tax assessment is slowed down or, sometimes, never
properly accomplished. The best source of information about a taxpayer
is the taxpayer himself. However, the current situation in most countries
consists of a basic relationship, where the taxpayers hardly engage with the
tax authorities, but limit themselves to merely satisfying their legal obliga-
tions of reporting and paying. The traditional basic relationship is based on
a passive and adversarial approach from both parties. They merely do what
is legally required without taking the initiative to step beyond the boundar-
ies of their legal obligations. From the tax authorities’ perspective, the basic
relationship consists of four major actions and the availability of legal tools
to perform them. These actions aim to:

(1) question the taxpayer about the tax return;

(2) seek, if necessary, more information about the tax return;

3. “On an icy Sunday afternoon in January, high streets across Britain reverberated
to chants of ‘Pay your tax’. Protesters wielding loudspeakers and leaflets railed against
alleged tax-dodging by big companies at a time when the nation was facing as much as
£80bn ($129bn) in public spending cuts.” V. Houlder, Tax: Trouble to avoid, Financial
Times, 7 February 2011, p. 7.
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(3) take enforcement measures, if necessary, against the taxpayer; and
(4) collect the amount of tax payable.*

Accordingly, the taxpayers are obliged to file a tax return in which they
disclose only the required minimum of information, report the amount of
tax due in accordance with the tax return and pay that amount on time. The
basic relationship does not require, nor encourage, them to disclose to the
tax authorities how taxable income or the tax was calculated or whether they
faced any questions, uncertainties or risks while preparing the return. Yet,
that exact information is crucial for the tax authorities that wish to manage
risks and allocate resources effectively. That basic relationship is based on
several fundamental rights and obligations of the taxpayers such as the right
to be informed, assisted and heard, the right of appeal, the right to certainty
and the obligation to be honest, to be cooperative, and to provide accurate
information and documents on time.’ In many countries, those rights and
obligations are embedded in special charters.® However, the basic relation-
ship results only in minimal cooperation between the taxpayers and the
tax authorities and, consequently, in a very limited flow of information.
To break this pattern, that is only slightly altered by a system of advance
tax rulings (a form of more advanced relationship), and to move toward
more active behaviour from both parties, the idea of an ER was introduced.
It has been developed independently in several countries and at the same
time the OECD has been working on a more structured description of this
phenomenon. An enhanced cooperation means a change in processes of tax
compliance and in the behaviour of the tax authorities and the taxpayers
that leads to open discussion, real-time working and, in effect, higher tax
certainty and efficiency gains.

In 2006, after the OECD Forum on Tax Administration’ in Seoul, a
Declaration® was issued in which the benefits of trade liberalization and
advances in communication technologies were set out, which have opened

4. See OECD, Tax Intermediaries Study, Working Paper 6: The Enhanced Relationship
(July 2007), p. 2.

5. See OECD, Centre for Tax Policy and Administration, Tax Guidance Series, General
Administrative Principles — GAP002 Taxpayers’ Rights and Obligations (1990) (hereinafter
OECD GAP002). p. 3.

6. For instance, Taxpayers’ Charter in Australia, Charte du Contributable in France
or Taxpayers’ Bill of Rights in the United States.

7. The Forum on Tax Administration, a subsidiary body of the OECD’s Committee
on Fiscal Affairs, established in July 2002. The Forum gathers senior tax administrators
from OECD countries and, when appropriate, works together with non-member economies
and businesses. See sec. 2.4.

8. OECD, Third Meeting of the OECD Forum on Tax Administration, Final Seoul
Declaration (2006) (hereinafter OECD Declaration 2006).
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the global market place to a higher number of taxpayers as well as the
threats stemming from aggressive tax planning (ATP).

The OECD Study into the Role of Tax Intermediaries® (the “OECD Study”)
was initiated by this Declaration and commenced in September 2006. The
OECD Study was prepared by HMRC officials and the OECD Secretariat. It
broadly presents the main idea of the OECD ER and particular solutions giv-
ing the examples of three countries that have already (in 2008) introduced
pilot programmes on such cooperation; namely Ireland, the Netherlands and
the United States. However, the idea of changing the attitude towards tax-
payers and also making them change their attitude towards the tax authori-
ties is not limited to these three countries. Similar programmes are to be
found also in the United Kingdom, Australia and New Zealand and a grow-
ing number of other countries.

The idea of ER/CC has been developed as an answer to three major issues —
(1) ATP, (i1) the fact that the old approaches to levying taxes and tax compli-
ance are no longer effective and efficient, and (iii) the evolution and changes
in society that need to be embraced by the governments.

An enhanced cooperation is thought to be beneficial for the tax authorities
but it is also a solution to, at least, some of the taxpayers’ problems. The
main issue from a large business’ standpoint is the legal and tax uncertainty
of current or future transactions. Prompt responses from the tax authorities
help to reduce delays in decision-making processes and, in some cases, are
a condition in the making of a business decision.

According to a Deloitte survey (the “Deloitte EMEA Survey”),!° 52% of
respondents in the EMEA region (Europe, the Middle East and Africa)
believe that there is tax uncertainty that influences or even damages the
business operations in their country (more than 70% of positive answers
were given in Poland, Hungary, Romania, but also Portugal and less than
40% in the Netherlands, Luxembourg, Switzerland, Finland and Denmark).

9. OECD, Study into the Role of Tax Intermediaries (2008) (hereinafter OECD Study
2008).

10.  Deloitte, EMEA Tax Certainty Survey (June 2012), available at www.deloitte.com.
The survey was conducted in March 2012 on 1,328 respondents from 24 jurisdictions in
the EMEA region — Austria, Belgium, Cyprus, the Czech Republic, Denmark, Finland,
France, Germany, Hungary, Iceland, Ireland, Italy, Kenya, Luxembourg, the Netherlands,
Nigeria, Norway, Poland, Portugal, Romania, Russia, the Slovak Republic, Sweden and
Switzerland.
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Businesses in the Netherlands, Luxembourg, Switzerland, Sweden and
Denmark believe that tax certainty in their countries is greater than in
other EMEA jurisdictions. In the Czech Republic and Belgium respon-
dents believe that they are among the average, whilst in Hungary, Poland,
Romania and Russia businesses are convinced that they have less tax cer-
tainty. This not only shows how great the need for certainty is but also
that the enhanced cooperation in the Netherlands, for instance, might have
contributed to the increase of certainty levels."

Another concern of corporate taxpayers pertains to the cost of the auditing
process. Audits are necessary for the tax authorities to assess returns filed.
However, they often take place many years after the return in question was
filed, which forces the taxpayer to provide information and justification of
actions taken years before. Thus, the auditing process is burdensome, costly
and time-consuming for both the taxpayer and the tax authorities and often
perceived as unbalanced and disproportionate. Although here, a more active
attitude from the taxpayer is evident, it is only temporary and forced by
circumstances and the choice between expected collaboration and longer
audit. Hence, it is not the active, voluntary cooperation as in the pure CC.

Since engaging in CC requires certain commitment and effort from both
parties, it is very important to clearly define the objectives and benefits of
such relationship. Undoubtedly, the first objective is creation of a win-win
situation, inter alia, through improved exchange of information between
the taxpayer and the tax authorities. From this, flows the ability of the tax
authorities to make a fully informed assessment of the taxpayer’s situation
which, in turn, should lead to more effective risk assessment, appropriate
resource allocation and greater and faster certainty about the tax position
for both parties. The taxpayer will also benefit from the reduction of uncer-
tainties in reporting (as the arising issues will be solved in real time) and
reduction of revenue audits. In the longer term it should result in lower
compliance costs for taxpayers taking part in the programme. In more gen-
eral terms, close cooperation with a certain group of taxpayers should also
contribute to long-term gain for low-risk taxpayers since the tax authorities
will streamline their resources to high-risk issues and such behaviours.

One of the conditions sine qua non for the successful operation of CC in
a country is the positive result of the simple cost and benefits analysis.
As long as the taxpayers do not see that the benefits resulting from closer

11. It should be noted, however, that it is not claimed in the thesis that the high level
of perceived certainty in the Netherlands is due to CC only.



Subject of the thesis — CC between the tax authorities and the large business
taxpayers

cooperation with the tax authorities outweigh the costs they incur, they will
not be willing to enter into this relation."

The idea of CC offers significant changes to the way the relations between
the taxpayers and tax authorities are shaped. The OECD studies conducted
so far present a general, theoretical framework that can be further devel-
oped by countries interested in entering into the CC programmes. Several
countries already have a few years of experience based on pilot programmes
they have launched. The new modus operandi is, in most cases, appreciated
and seen by both taxpayers and the tax authorities as beneficial. However,
there are also many areas that are uncertain or criticized in the idea and the
execution of CC. The study aims at exploring those uncertainties as well
as the improvements in the relations between the large business and the tax
authorities that already have been achieved.

The early theoretical and more importantly, practical experiences of taxpay-
ers and tax administrations cooperating in such an enhanced way, permit an
analysis of this concept and an assessment of its usefulness and possibilities
of its adoption in other countries.

The tax competition between various jurisdictions consists not only of tax
and corporate laws but also of the approach that the government and its
institutions, especially the tax authorities, adopt towards the large business
taxpayer. The thesis will examine how the design of the legal principles and
legal framework may hinder or facilitate the taxpayer-tax authorities’ deal-
ings and thus the attractiveness of a country. Further, the topic of CC relates
to a broader issue, namely the relations between citizen and government
and the change of the state’s role toward responsive law. CC raises serious
doubts as to the equality of the taxpayers. In many countries, public per-
ception, based very often on the misinformation and/or lack of knowledge,
is negative towards this type of cooperation, which is seen as “cosy” and
giving unjustified benefits to the largest and richest taxpayers who (sup-
posedly) do not pay what they owe to the state. Without deciding here the
rights or wrongs of this perception, nevertheless it is crucial to address these
concerns, which otherwise may hinder cooperation and be very costly to
governments, not only in times of crisis.

The wider implementation of the concept of CC requires a clear understand-
ing of its basic assumptions. Such assumptions need to be extracted from the

12.  J. Freedman, G. Loomer, J. Vella, Corporate Tax Risk and Tax Avoidance: New
Approaches, British Tax Review, No. 1 (2009), p. 86.
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first years of operation of these CC programmes in different jurisdictions.
This research is, therefore, not about the content of tax laws but rather about
the processes used by the tax authorities. It is a sensitive topic that deals, in
a broader context, with the relations between a government and its citizens.

The concept of ER attracts growing interest not only from an increasing
number of countries that attempt to implement it, but also from professional
organizations such as the International Fiscal Association (IFA), which
has been researching the ER from 2010. The results of this study were
announced in the Key Issues Report" released in October 2012.

1.3. Research questions

The research is based on the assumption that the parties wish to achieve the
following aims in mutual relations — the taxpayer: faster and more certainty,
predictability, less audits, diminished compliance costs and reputational
gains; the tax authorities: certainty about taxpayers (improved insights into
taxpayer’s tax planning), better use of limited resources, shift of work to
the taxpayers/third parties, and same or higher levels of revenue collected
(as without CC). The general question guiding this research therefore is the
following:

Is cooperative compliance a legitimate (following the rule of law) and effi-
cient (positive cost analysis) way of cooperation between taxpayers and the
tax authorities?

Immediately, it must be indicated that efficiency and legitimacy in this case
are given different meanings by the relevant parties. For the tax authorities,
efficiency means more efficient tax collection and thus savings on resources;
for the taxpayer, efficiency is interpreted as less audits. It does not neces-
sarily mean less compliance costs, since in practice, one category of costs
may be replaced by another (more costs of internal and external audits).
More importantly, efficiency refers to the ability to make business deci-
sions quicker thanks to the legal certainty obtained from the tax authorities.
Legitimacy, for the tax authorities, is understood to be a better view, result-
ing from disclosures, of how the taxpayers organize their tax affairs. For the
taxpayers, on the other hand, it means receiving a “stamp of approval” from

13.  IFA, IFA Initiative on the Enhanced Relationship Key Issues Report, version 3.0
(June 2012) (hereinafter IFA Report 2012).

10



Research questions

the tax authorities. As will be demonstrated later, such legitimacy may be
problematic when it is not accepted by the public.

Before moving on to the more detailed research questions, it is worthwhile
taking a closer look at legitimacy itself.

“Legitimacy presupposes legality, the existence of a legal system and of a
power issuing order according to its rules. But legitimacy also provides the
justification of legality, by surrounding power with an aura of authority. It
is a kind of a special qualification, a surplus to the (pure) force which the
state exercises in the name of the law.”* Gribnau argues that legitimate
taxation consists of law (legality) and proper treatment. Adapting this to
CC, one could state that a legitimate CC would mean the existence of three
elements: (i) legality (rule of law, lack of changes to material law, respect-
ing legal principles such as transparency and accountability), (ii) good
governance, and (iii) proper treatment (in a mutual relationship of the two
parties, but mostly the tax authorities in relation to taxpayers). Proper treat-
ment would encompass what Gribnau describes as procedural legitimacy,
which “does not concern the decision itself, but the decision making pro-
cess, including complaint handling”."” He further elaborates that procedural
legitimacy may be “subdivided into the perceived justice of the procedures
followed i.e. the decision making process, and interactional justice, which
is equally important. The latter concerns inter-personal interaction, for ex-
ample between a citizen and a Tax and Customs Administration employee

in which respect and kindness play a role”.'

The second part of the question relates to efficiency, which is assessed
in terms of time, effort and cost. In some countries the efficiency of the
tax authorities is enshrined in the Constitution.'” To the extent possible
(due to very limited data available), CC will be looked at also from this
perspective. The main research question will then be answered in the last
chapter.

14.  J.L.M. Gribnau, Legitimacy of the Judiciary, in: E. Hondius, C. Joustra (eds.),
Netherlands Reports to the Sixteenth International Congress of Comparative Law, Brisbane
(Intersentia 2002), p. 29.

15.  J.L.M. Gribnau, Legitimacy in fiscal relationships: rule of law and good governance,
in: Del Derecho de la Hacienda Piiblica al Derecho Tributario, Estudios en honor de
Andrea Amatucci (Editorial Temis S.A. — Jovene Editore, Bogota-Napoli 2011), p. 259.
16. Id.

17.  See M.T. Soler Roch, Tax Administration versus Taxpayer — A New Deal?, 4 World
Tax J. 3 (2012), Journals IBFD, p. 293.
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