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CENTRE FOR TAX POLICY AND ADMINISTRATION


Background Note on the Discussion Themes

The Dublin meeting of the Forum in June 2005 provides an opportunity for heads of revenue authorities and other senior officials to discuss one of the most important challenges confronting all revenue authorities: how to achieve improved overall compliance with tax laws. 
There is broad agreement that achieving improved compliance with tax laws requires the delivery of a balanced program of ‘service’ and ‘enforcement’ activities—the terms ‘service’ and ‘enforcement’ are used in their widest sense—that addresses key tax compliance risks. Improved services can be expected to promote improved compliance where taxpayers are willing to abide by the rules but are not able to do so, either because of a lack of information or from meeting difficulties when trying to fulfil their obligations. Targeted enforcement actions can be expected to improve compliance directly by addressing individual cases of non-compliance and indirectly by increasing other taxpayers’ perceptions of the risk of being detected if they attempt to cheat the system. However, striking the right balance in delivering these activities across non-homogeneous groupings of taxpayers for all of the key risks to be addressed is by no means a simple undertaking. 
To stimulate a discussion on this important issue, the FTA Bureau has identified two topics for presentation and discussion at the Dublin Forum meeting:
· Topic 1: Successful strategies for striking the balance between service and enforcement activities.
· Topic 2: Dealing with tax professionals to achieve improved compliance with the laws.
For Topic 1, two countries (Australia and Norway) will provide presentations describing their approaches and experiences in managing tax compliance risks. For Topic 2, two countries (Ireland and United States) will provide presentations describing their strategies and approaches for dealing with tax professionals, important intermediaries in the tax systems of many OECD countries. Tax professionals can potentially play an important role in influencing taxpayers’ compliance behaviour. Both sets of presentations will be followed by discussion in panel and plenary format. 
To complement these presentations and discussions, there will be a short presentation and discussion dealing with the UK C&E’s experience over the last three years in applying compliance risk management practices to address a serious VAT non-compliance problem.
The OECD has provided a number of practical guidance notes that are relevant to these themes and are briefly described hereunder.
Compliance risk management 
The FTA’s work (including that of its predecessor, the Forum on Strategic Management (FSM)) in the area of compliance risk management goes back a number of years. 
In July 1997, the CFA approved the practice note titled ‘Risk Management’. In addition to providing a general description of risk management principles in a tax compliance context, the note acknowledged that a number of national revenue authorities had started to use risk management practices to better allocate scarce resources to achieve an optimum tax compliance strategy—one aimed at achieving the best overall tax compliance outcome for the resources employed. The note went on to describe in relatively brief terms the concept of risk management in a tax administration compliance context, discussed some practical considerations in undertaking risk assessments, and provided a high level description of a model for the application of risk management for compliance purposes.
In the ensuing years, revenue authorities in a number of countries gave a fair deal of attention to the development and refinement of their compliance risk management practices. During meetings of the Forum on Strategic Management’s Bureau in early 2002, it was agreed that further work should be carried out by country officials to share experiences in this area and to provide more comprehensive guidance on compliance risk management practices, particularly as they relate to the administration of small/ medium enterprises (SMEs).  
In May 2002, tax officials from a number of OECD countries convened—known as the Forum on Tax Administration’s Compliance Sub-group—to consider what actions could be taken to exchange experiences in the area of compliance risk management and to agree on a strategy for documenting guidance on this important topic. In 2004, the Sub-group finalised the preparation of a guidance note titled ‘Managing and Improving Tax Compliance’ to assist revenue authorities in this area. The guidance note was approved by the CFA in September 2004 and disseminated to national revenue authorities shortly thereafter. An outline of the guidance provided in the note is set out hereunder.

Compliance Risk Management: Managing and Improving Tax Compliance—Guidance Note  

Introduction 

All revenue authorities are required to achieve as good a compliance outcome as possible (i.e., to maximise the overall level of compliance with the tax laws). For this purpose, they are given a finite level of resources, meaning that careful decisions are required as to how and in what ways those resources are to be applied to achieve improved compliance with tax laws. This raises the issue of the priorities for compliance improvement activities:
· What are the key compliance risks to be addressed? 

· Which groups of taxpayers do they relate to?


                                               

· How should these risks be treated to achieve the best possible outcome? 

Finding answers to these questions is complicated by a range of factors. Taxpayers’ compliance behaviours and attitudes vary substantially across different segments of taxpayers, the complexity of many taxpayers’ affairs adds to the difficulty of detecting and dealing with compliance issues, while there is a need for trade-off decisions in dealing with the compliance issues presented by relatively small numbers of large taxpayers and large numbers of relatively small ones. Given these sorts of considerations, the guidance note starts from the viewpoint that revenue authorities require a structured and systematic process for deciding what is important in a tax compliance context and how major compliance risks will be addressed. 

What is compliance risk management?

Compliance risk management is a structured process for the systematic identification, assessment, ranking, and treatment of tax compliance risks (i.e., various forms of taxpayer behaviour resulting in a failure to register, to file returns on time, to properly report tax liabilities, and to pay tax). Like risk management in general, it is an iterative process that consists of well-defined steps to support improved decision-making.
Compliance risk management can be applied at the strategic (top-down) and/or operational/tactical level (bottom-up). At the strategic level, compliance risk management focuses on identifying specific forms of non-compliance behaviour that are likely to have significant tax revenue consequences if left untreated. Examples may include transfer pricing, aggressive/abusive tax planning schemes, undeclared cash income of small business traders, failure to withhold from salaries, undeclared capital gains, and VAT refund fraud. At the operational/tactical level, compliance risk management relates to the identification and treatment of individual cases of non-compliant behaviour. Examples of this include the identification (generally with automated support) of persons/businesses who have not registered with the revenue body, failed to file a tax return, failed to pay an assessed tax liability, or who may have failed to fully report their tax liabilities. 

The guidance note deals largely with the management of compliance risks at a strategic level, although there are many direct linkages made with operational aspects. 

An overview of the compliance risk management process

A high level description of model of the compliance risk management process described in the guidance note is shown in Figure 1.1.  This model has been derived from a review of the practices of national revenue authorities in a number of OECD countries and generally represents the consensus of opinion among expert officials of an effective process for managing tax compliance risks. It is broadly in accord with models of risk management observed in management literature.
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Figure 1.   The Compliance Risk Management Process

Set out below is a brief summary of each major step in the compliance risk management process, as described in the guidance note:
· Establish the context


The compliance risk management process is an integral component of a revenue body’s strategic management framework. As a key element of planning, the process must have due regard for the environment in which the revenue body operates and take account of external factors (in the form of opportunities and threats) and internal factors (in the form of strengths and weaknesses). In practice, there are many environmental factors that may directly bear on compliance risk management decision-making. Some examples include (1) globalisation trends; (2) technology trends; (3) future financial resources of the revenue body; and (4) staff skills and experience levels. Compliance risk management, to be effective, must systematically identify such factors and take them into account in each step of the process as required.


An important activity at this stage is the establishment of a sound framework of compliance risk                      management evaluation criteria. Decisions concerning compliance risk acceptability and treatment need to be based on an agreed set of quantitative and qualitative criteria. For example, a specific compliance risk may be deemed to be of major significance if the revenue consequences of not dealing with the risk are judged to be above a certain prescribed amount of tax revenue. For other compliance risks, qualitative indicators may have to be applied in the absence of quantitative evidence.
· Identify risks


This step aims to identify the specific compliance risks that a revenue authority must confront. The objective is to identify compliance risks in as comprehensive a manner as possible (e.g. by type of tax, taxpayer segment, risk, and compliance behaviour), minimising the possibility of oversight, and facilitating the more in-depth analysis that is ideally executed in subsequent steps. 


 As taxpayer populations are not homogeneous, many revenue authorities resort to segmenting the taxpayer population into segments with similar characteristics (e.g. large business, small/ medium enterprises, micro business, not-for-profit organizations, etc.,) and identify compliance risks at the segment level. Some revenue authorities segment the large business sector into industry sub-segments to more effectively identify and treat major compliance issues. Segmentation along these lines is strongly encouraged by the guidance note. 
At its simplest level, a starting point for the identification of compliance risks could entail the compilation of a simple matrix of compliance risk types (e.g., failure to register, failure to report tax liability) for each of the major segments of taxpayers. 

· Assess and prioritize risks


Across the broad spectrum of taxpayers, a revenue authority is confronted with many compliance risks. The purpose of this step is to separate the major risks (that need to be treated specifically) from the less severe ones. This requires consideration of the sources of each specific risk identified, an assessment of its potential revenue consequences, and judgment as to the likelihood that the consequences will occur (in the absence of any specific treatment).


Effective compliance risk analysis and assessment requires considerable research, fact-finding, analysis, and judgment. For these reasons, a revenue authority will require some time to establish an effective risk analysis/assessment capability. The accompanying information notes give examples of countries research projects to better understand the nature and incidence of specific types of compliance risks.

This step also entails a comparison of the compliance risks identified in the preceding risk identification phase with the risk evaluation criteria established at the outset (see ‘Establish the context’). The end-product should be a summary of prioritized compliance risks that are to be subject to specific risk treatment consideration. 

· Analyse compliance behaviour (causes, options for treatment)


Modern revenue authorities have evolved a broad range treatment options for dealing with tax compliance risks, many of which are described in the accompanying information note. Treatment options include, but are not limited to: (1) targeted taxpayer education activities; (2) rulings to clarify the application of the law; (3) new compliance interventions (e.g., warning letters, record-keeping reviews); (4) targeted audit activities; (4) advance pricing agreements for related-party international dealings; (5) increased and more rigorous application of penalties; (6) allocation of additional resources to specific program areas (e.g. debt cases); and (7) with government approval, tax legislation changes (e.g. new reporting systems, increased powers and/or penalties).

This step requires consideration of the options for treating each major compliance risk, and an assessment of the implications for implementing them. The guidance note emphasises that for most, if not all, major compliance risks, a combination of options will be needed to achieve substantive changes in taxpayer behaviour. 
· Determine treatment strategies


Consideration of the available options to treat specific compliance risks ideally requires a good understanding of the behaviours (and underlying causes) that are resulting in non-compliance. Careful judgments also need to be made about the effectiveness of existing treatments, the likely relevant impact of different treatments, the costs involved, and the timeframes required for effective implementation. 


The guidance note provides more insights to these matters, and includes reference to the development of a ‘tax compliance model’ that is used variously by a number of countries to assist in the formulation of strategic responses.
Figure 2. Tax Compliance Model
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The tax compliance model
 depicts a simple idea about how to select the best compliance strategy for a taxpayer or group of taxpayers. The better the understanding of the factors influencing taxpayers’ compliance behaviour, the greater the likelihood that the right strategy will be selected. 


The left side of the diagram lists the factors that summarise the determinants of compliance behaviour. On the right, the model shows a continuum of taxpayer attitudes towards compliance, ranging from a ‘willingness to do the right thing’ to the other extreme of ‘choosing to evade or opt out of the system’, as well as depicting the different sorts of support and intervention appropriate at each level of the continuum. The value of applying the model is that it contributes to gaining a deeper understanding of taxpayers’ behaviour and lays the groundwork for the development of targeted strategies that will taxpayers to do the right thing rather than resist or evade compliance.
· Plan and implement strategies

Effective implementation of agreed treatment options entails a number of basic management steps. In the first instance, there should be a clear allocation of responsibility for implementation of the options, and an implementation plan should be prepared detailing the precise actions to be taken, who is responsible, and individual accountabilities. Arrangements for 
monitoring implementation of the agreed compliance risk treatments should also be agreed.
· Monitor performance against plans
As part of the ongoing management process, the treatment strategies being applied should be regularly monitored to ensure they are being implemented as originally intended and that changing circumstances have not altered risk priorities. If deemed necessary, corrective action should be taken.
· Evaluate compliance outcomes

It is essential to monitor, review, and evaluate the effectiveness of the treatments implemented in order to ascertain the appropriateness of original compliance risk treatment decisions, whether treatments were implemented as originally intended, and to gather information for further iterations of the compliance risk management process. An additional consideration is that external circumstances may have changed, requiring adjustment to the compliance risk treatment strategy. It is this emphasis on continuous improvement and learning that underpins the effectiveness of compliance risk management in general.


Ideally, specific indicators will have been identified in the prior step that can be used to determine the impact of treatment actions. A particular difficulty encountered in this step is that for many compliance risks where a ‘multiple actions’ strategy is implemented it is not possible to gauge with any degree of precision the actual impact of specific treatment actions. The guidance note provides specific examples of macro-indicators and other measures used by revenue authorities in a number of countries to identify trends in taxpayers’ compliance and to evaluate the impact of specific compliance risk treatments.

Summary

Applying the ideas contained in the guidance note, revenue authorities should be able to develop a comprehensive account of major compliance risks, by major segment of taxpayer and tax type, along with a plan of proposed treatments to deal with each of the agreed risks to be addressed, and associated monitoring and evaluation activities. 
� The Compliance Model was originally developed by the Cash Economy Taskforce of the Australian Taxation Office (ATO), and drew on a considerable body of knowledge about the reasons why people function the way they do with the institutional arrangements of societies. The model has been adopted more broadly by the ATO for internal compliance management planning purposes, as well as by a number of other national revenue bodies (e.g., New Zealand, United Kingdom IRD). Its relevance has also been evaluated by a number of external audit agencies, including the Australian National Audit Office (ANAO) which has commented…. “The Compliance Model provides a sound knowledge-based framework for determining the most appropriate strategy to take in relation to a compliance problem, given what is known about taxpayers, their situation, circumstances and lines of business.” (The Management of Tax Debt Collection (Audit Report No. 23 1999-2000 (ANAO)).





