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Managing the
TaxValueChain

By Robert van der Laan,
PricewaterhouseCoopers,
Netherlands

Ever since the introduction of the new corporate governance regulations fol-
lowing the Enron affair, it has become clear that it is important for manage-
ment to demonstrate that the company’s risks are under control. The key
area that companies have been struggling to demonstrate that their internal

controls are robust and operating effectively is the tax function.
Historically the main focus of the tax function is on output. This means the focus

was on the corporate income tax return and other local filing requirements. This was
also the case in the automotive industry before the ideas of William Deming were
introduced decades ago. In the automotive industry, quality control was concentrated
at the end of the production line. One took samples from the end-of-the-line prod-
ucts to check for defects. One soon started to realize that for things to improve, one
needed to consider not only the end product, but the underlying processes. Statistical
process control was the name given to this new approach.

The American William Edwards Deming (1900-1994) was the father of the new
wave of industrial revolution called “integral care for the business”. Deming devel-
oped a strategy of continuous analysis of all aspects of the production process with
the goal of constant quality improvement. Inspection of the end product tells us how
things are going, but it does not point the way to improvement. After World War II,
Deming presented his ideas to the car business in Detroit. There was no interest. 

In the fifties he sold his ideas to Japan. They were very interested in his total qual-
ity management. The Union of Japanese Scientists and Engineers even introduced the
Deming Prize, which was later won by companies such as Toshiba and Matsushita
Electric.

In the seventies US companies started to ask the question: “Why do Americans
buy Japanese products?”

Today the world’s strongest companies recognize the value of optimizing quality in
the goods and services they provide. Good total quality, or process control, is now an
essential and fundamental way of managing an organization. It is a way of thinking. 

Modern quality improvement requires the continuing and progressive application
of new processes, technology and management. It is a strategy instrument in the glob-
al war of competition. Best efforts, to be effective, require guidance to move in the
right direction. The total organization has to be concentrated on quality in all aspects
of the execution. The stakeholders, including customers, determine what quality is.
A product or service has to meet the needs of the stakeholders.

In statistics, the realization shift from the end-of-the-line quality control to process
control systems occurred many decades ago. This change in thinking, from end-of-
the-line control to process control, was a revolution in itself and it took decades
before Deming’s process thinking was globally adopted. Is this now happening in the
tax context?

Introduction
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Changing the tax function
Virtually all large enterprises have defined a business control
framework. However, most tax departments do not have a
control framework that covers the process controls of the tax
function. As a result, taxes are often regarded as the so-called
“black box”. An increased focus on the tax function by differ-
ent stakeholders has put pressure on tax departments to get
tax out of the black box and to embed tax within the organi-
zation.

A key element in this process is to develop a tax control
framework. A model for the tax control framework or the
tax-value chain can be depicted as follows.

This special supplement to International Tax Review focus-
es on the various elements of the tax value chain and other
relevant developments in this field such as technology and the
increased attention of new external stakeholders such as
investors and analysts.

Corporate strategy
In the late eighties the COSO (Committee of Sponsoring
Organizations of the Treadway Commission) framework was
developed as a standard for the internal control framework
for organizations. One of the elements included in the COSO
framework is the alignment of the control activities with busi-
ness strategy.

Despite thoughtful attempts by many authors no-one has
been able to come up with a single standard definition for a
strategy. However, the following very useful attempt (which
is very practical to work with) was written by Alfred D
Chandler.

Strategy can be defined as the determination of the
basis long-term goals and objectives of an enterprise,
and the adoption of courses of action and the allocation
of resources necessary for carrying out those goals.

Often the tax position of the company is not taken into
account when a strategy is designed. However, the total tax
bill of a company (including income taxes, wage tax, indirect
taxes and withholding taxes) accounts for more than 30% of
net earnings (both below and above the line). Therefore, tax
does not only have an impact on the financial performance of
a company, it also has an impact on other strategic areas such
as corporate responsibility and corporate governance.

Tax strategy
Because of the (potentially) large impact of taxes on a compa-
ny’s business – not only in the financial statements but also on
the company’s reputation – a tax strategy is critical in defin-
ing and communicating the role of the tax function within and
outside the organization. A tax strategy should be in line with
and embedded in the overall corporate strategy and should
not, of course, be defined in isolation from the enterprise-
wide business control framework.

A robust tax strategy can be used within the organization
to increase awareness of tax planning and tax risks, but also
for discussions with other stakeholders such as tax authorities
and analysts. Recent reports from Henderson and Citigroup
indicate that they are increasing their focus on the company’s
tax position in the financial statements. They recognize that
tax is not primarily a below-the-line item, but that income
taxes may have an impact on working capital and cash flow.
Other taxes, like wage taxes, value-added taxes and custom
duties, can have a direct impact on the operational margin and
revenue.

What a tax strategy is and what it should cover can be
defined as follows:

“A tax strategy is the set of ambitions and goals related
to tax over the next three to five years, having defined
the scope of tax activities: it is aimed at creating value
including management of tax-related risks by utilization
of available recourses and creating synergies within the
organization thus enabling the tax function to meet
needs and expectations of the organization’s stakehold-
ers.”

Eelco ME van der Enden
To successfully manage a tax function and create value for the
organization today it is imperative to agree with senior man-
agement on the tax strategy, which includes a tax-risk policy
(key actions and the resources to successfully execute these
actions).

Tax-risk management
The basis for sound tax-risk management is a tax-risk policy
that needs to address what the strategic, operational, financial
accounting and compliance tax risks are in the business and
what the response is to those tax risks, if and when they
occur.
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Tax-risk management is not about minimizing tax risk but
about determining what level of risk is acceptable to the com-
pany, what response is required to tax risk and monitoring
that such response is actually taking place. The company’s tax
process design should describe what processes and procedures
are in place and what are the internal controls for monitoring
these identified tax risks.

When defining a tax-control framework all types of control
should be included. As a result of Sarbanes-Oxley and other
audit requirements there is a tendency to focus on bureau-
cratic controls. These controls are easy to monitor, but are
time consuming and often regarded as a burden on the organ-
ization. This is a first step to be able to demonstrate that the
tax department is in control of the tax function. Also it will
make it easier to assign resources and budgets to the tax func-
tion without increasing the company’s tax-risk profile.
However, the so-called market-mechanism controls and
social-mechanism controls also need to be considered.

The most important element of the latter category is “tone
at the top”. Although difficult to document, this is an impor-
tant element to discuss with senior management and the audit
committee. Many are struggling to find the right balance
between documenting the (key) controls and creating a
healthy – yet workable – control environment. The increased
focus on control and the management of tax risks clearly show
that it is imperative for boards to monitor and evaluate their
tax control framework permanently and not to rely on end-of-
the-line controls.

Tax-risk management is not only about documentation, but
about making sure that your organization actively monitors
tax risks and responds properly to those risks, if and when
they occur. It is about people, processes and technology.

Global tax planning
Global tax planning will always be an important tool for man-
aging the effective tax rate for the organization. However, as
a result of the changing attitude of tax authorities and the
introduction of new disclosure requirements, the opinion on
global tax planning has changed.

Therefore it is important to keep in mind that creating
value for the organization is no longer limited to the improve-
ment of the company’s effective tax rate, but should be based
on the organization’s tax strategy and tax-risk policy. There
should be a balance between global tax planning and manag-
ing tax risks. The right tax-risk policy will help ensure that tax
planning is effective and appropriate.

Tax accounting, reporting and compliance
Often the responsibility for tax reporting and the knowledge
of US Generally Accepted Accounting Principles (GAAP)
and International Financial Reporting Standards (IFRS) is not
in the tax department. However, in today’s environment and
in order to be able to take full responsibility over the tax line

the tax department will need to increase its knowledge about
tax accounting and tax reporting. The tax department should
become familiar with the basics of accounting for income
taxes and the disclosures required under the respective
accounting rules. Another improvement towards an effective
management of tax reporting and tax compliance is the use of
IT tools, which play an important role in making the tax func-
tion more effective. 

IT tools can be very important in effectively managing your
global compliance position. A development that will support
the tax function to be in control will be technology. The new
business reporting language (XBRL) will enable the tax func-
tion to integrate its tax reporting and tax compliance process.

Culture change
In order to be successful it is imperative for companies to
change the culture and attitude of the company towards the
tax function. A key element is the development of a tax con-
trol framework, which should be aligned with the business
control framework.

Our firm has developed a methodology called “Managing
the TaxValueChain”. It covers all the relevant elements of a tax-
control framework. In this publication the key elements of the
TaxValueChain will be further discussed by specialists from the
field. The right tax control framework can reassure investors
and other stakeholders that the company’s tax affairs are under
control and that tax risk is being taken seriously.

The objective of a tax-control framework is to achieve a
tax function that delivers value-added, cost-effective solu-
tions that meet the commercial objectives of the company. It
can further improve quality, clarity and comparability on the
tax provision and therefore provide for shareholder value.
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Tax and corporate
responsibility

By Urs Landolf,
PricewaterhouseCoopers,
Switzerland

T he tax conduct of enterprises has recently been caught in the floodlight of
the capital market (shareholder activists) and other corporate governance
activities. Tax administrations in various countries or their organs responsi-
ble for establishing law are reacting to the tax savings potential of tax

arrangement measures with increasingly severe legislative measures. Thus it is becom-
ing necessary to look at tax planning and compliance in the enterprise under these
aspects, long-term, structured and embedded in the overall concept of the enter-
prise’s risk management. 

Over the last few years the discussion about corporate responsibility has gained
substantially in importance both at the national and the international level. The sub-
jects covered by the expression, corporate responsibility, such as corporate social
responsibility (CSR), corporate governance (CG) and corporate citizenship (CC)
have within a short period of time established themselves in the public discussion.
The various corporate crises, suspected weaknesses in corporate management, inade-
quate supervision by the board of directors and the discussion about management
remuneration clamour for more rules and transparency in the responsibility of the
board of directors and management of listed companies.

Corporate responsibility covers in addition to an enterprise’s responsible and last-
ing actions (CSR) also the aspects of corporate management and control (CG) as well
as its commitment as a good corporate citizen to engage actively in the local civil soci-
ety or e.g. in ecological or cultural matters (CC).

Fair share of taxes
The tax attitude of an enterprise has latterly been regarded as a relevant component
in corporate social responsibility. On the one hand the expression tax avoidance
appears in the context of corporate responsibility. Companies’ legal tax planning prac-
tices and activities, which are geared exclusively towards the minimization of the cost
factor taxation without taking account of sustainability considerations and of plausi-
bility, are increasingly criticized.

On the other hand it is expected of companies as corporate citizens that they ful-
fil their duties as citizens. For example the duty to pay tax is substantiated as follows:
“Tax is the price we pay for living in a civilized society and ... in a fair society we
expect to pay our fair share” (Supreme Court Judge Oliver Wendell Holmes). This
then raises the (contested) issue, what is the fair share.

Tax planning as a crime against the nation
Headlines like “In 1997 Daimler Chrysler, despite making considerable profits, paid
neither corporate income tax nor business tax. The gatekeeper paid more taxes than
the group itself ” (Suddeutsche Zeitung, January 22 2004) or studies, whose assertions



document that two thirds of the companies operating in the
US paid no federal income taxes between 1996 and 2000,
disturb the sensation of social justice.

The “indirect harm to the fellow citizen caused by the tax
reduction” (Government Accountability Office report 2004)
appears under today’s concept of state and society to be
objectionable. The company violates the duties of the social
citizen, because corporate responsibility begins in paying the
normal contributions, that is its fair share, to the society, in
which it is active.

In addition the tone adopted by the (tax) authorities and
legislators is becoming harsher. With the signature of a
Memorandum of Understanding on April 23 2004, the tax
inspectors of Australia, Canada, the UK and the US deter-
mined to set up a Joint International Tax Shelter Information
Center.

The cooperation and the exchange of information about
tax shelter constructions are clearly being driven forward.
Groupings such as Tax Justice Network, Citizens for Tax
Justice and other non-governmental organizations (NGOs)
raise lurid comparisons and report the pressure on the debate
over whether companies are paying their fair share of taxes.

Thus tax avoidance is increasingly regarded as immoral.
In the US tax avoidance was declared to be unpatriotic.

Outsourcing the headquarters of a company to offshore ter-
ritories was described in the US as “taking the un-American
way out”.

During the course of the Enron investigation tax planning
attracted the attention of the media. Classical tax planning
measures to minimize the consolidated tax charge in the US,
such as locating functions in low-tax countries, relocating the
headquarters of the top company to a tax favourable location
were worked up during the course of the investigations. 

Made public by the investigation report of the Committee
on Taxation, they resulted in outrage in the media. Politicians
demanded punishment of the unpatriotic conduct of such
companies. In several states laws were proposed that would
prohibit “corporate expatriates” from being awarded govern-
ment contracts.

As a result of the public pressure the US administration
saw itself compelled to intensify the regulation of groups that
are listed on US stock exchanges. At the drop of a hat the
Sarbanes-Oxley Act (SOX) was born. Its objectives are an
improvement in corporate governance and the restoration of
confidence in the capital markets. Since taxes represent part
of financial reporting, in section 404(a) of the SOX the estab-
lishment and documentation of internal controls with taxa-
tion risks are required. Risks deriving from tax planning
strategies should be investigated. 

In the UK the Inland Revenue compared tax avoidance
with “driving under the influence of alcohol” (Financial
Times, November 22 2004). Statements by employees of the
UK Treasury such as “Tax avoidance and the industry that
drives it are increasingly an international phenomenon and it
is vital that we have effective international co-operation to
tackle it, as we do for tackling terrorism, organized crime,
money laundering and fraud” illustrate the harder approach
by the UK authorities.

In autumn 2005 the UK Inland Revenue commenced its
initiative Tax on the Boardroom Agenda. The objective of the
initiative is to create a better dialogue between the board of
directors and the tax authorities. The tax authorities encour-
age the board to treat taxes as a corporate governance subject.
For example, in the view of the tax authorities, the board
must intervene, if tax avoidance is excessively aggressive. The
initiative is being formally launched as part of the new large
business service of the UK Inland Revenue in April 2006.

Australia in the role of leader
The most specific influence in this debate was exercised by
Michael Carmody, Australia’s former head tax official. After
a wave of reforms in corporate governance, in the last three
years the Australian tax authorities have intensified their
efforts to link the subject of taxation with that of Corporate
Governance.

Behind this lies the intention to involve more actively
board members in taxation matters. Taxation questions

Tax management in companies
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should become a clear responsibility of the board members.
Because in the eyes of the Australian tax authorities board
members have for too long neglected the subject of taxation,
the companies were in their view not compliant enough.

In a letter from Michael Carmody to board of directors, he
said they must make a conscious decision as to how high their
company’s risk appetite is and define the position on the tax
risk spectrum and ensure adequate control. It is expected of
board members that they also understand the effects of tax-
planning measures and their risks, and that they do not rely
only on the professional skills of experts.

According to statements by Michael Carmody the
Australian tax authorities have been successful with their strat-
egy. For example Australian companies are leaders in including
the tax function in their risk management. The Australian tax
authorities want to proceed even further with their approach,
as they state in their Compliance Program 2005-06.

All board chairmen of companies listed on stock exchanges
in Australia have received a personal letter, in which they have
been assured that confidential documents, which the board of
directors requires for its tax assessment, do not have to be dis-
closed to the tax authorities. However the tax authorities
have reserved the right to be able to inspect these documents
in exceptional circumstances. This expression however admits
various interpretations and the companies have received any-
thing but reliable guidance.

The linking to corporate governance and the enhanced
involvement of the board of directors in the company’s tax
strategy result in its becoming more sustainably geared to the
longer-term corporate goals and being less aligned with short-
term tax minimization. 

Shareholder activism
In the environment of corporate crises, of intensified legisla-
tion and of public awareness, tax planning gained a (negative)
news value. The naming and denunciation of suspected tax
avoiders is increasingly becoming seen as a risk that is harm-
ful to the reputation. Impacts on the share price can be the
consequence.

The subject has also become very relevant for investors. The
asset management company Henderson Global Investors in
Great Britain has taken up the subject “Tax, risk and corporate
governance’ in a survey of 335 of the FTSE 350 companies.

In the opinion of Henderson Global Investors:
“Arrangements that minimize the amount of tax paid in the
short term may be detrimental in the longer term if they prej-
udice the company’s relationship with tax authorities and
additional costs are incurred in complex dispute resolution, or
if the company’s wider reputation is harmed.”

For this reason the management of tax risks should receive
adequate attention. Risk management lies within the respon-
sibility of a company’s board of directors. Henderson Global
Investors wrote directly to the chairmen of each company in

order to obtain information about the treatment of tax mat-
ters by the board of directors.

The results of this study were published in February 2005.
The survey shows that it is increasingly expected of compa-
nies that they “demonstrate to tax authorities (and also to
society) that they are complying with tax rules”. The survey
also shows that there are indications of a growing involvement
of the board of directors in tax issues. However it turns out
that only about one third of boards have looked strategically
at tax issues in the past few years and have adopted a concept
or a formal tax policy for their company.

As a result of the first survey Henderson Global Investors
intensified its discussions with board chairmen of those firms,
who already recognized tax-risk management. Based on these
discussions, in October 2005 a summary of good practice prin-
ciples applied by leading companies, suggesting a self-assess-
ment framework for responsible tax, and calling for improved
reporting on tax to investors and others was published. The
Henderson report recommends all companies to apply these
principles and a self-assessment framework, in order that their
tax management both satisfies shareholder interests and at the
same time fulfils their social responsibility.

Why tax is a task for the boardroom
In view of the public sensitivity to the subject taxes, manage-
ment must take sufficient account of the aspect of the fair
share of taxes. However this means all taxes that a company
pays must be considered and not only income taxes. The only
information in the public domain is generally the information
in the annual report on corporate taxes on profits. There is lit-
tle information about precisely what taxes and how much tax
companies pay.

But corporation tax (or its equivalent in other countries) is
not the only tax that is levied on companies. Social security
contributions are a feature of all developed countries’ tax sys-
tems and add significantly to business tax costs. When consid-
ering the tax burden on business we also have to look at such
things as business property rates and road fuel duties. There
will also be irrecoverable value-added tax for many business-
es and other more specific business sector taxes such as petro-
leum revenue tax.

As the Hundred Group of Finance Directors discovered in
a survey about companies’ tax burdens, businesses pay twice
as much tax as is reported under their corporation tax disclo-
sures. So it would be necessary for companies to draw a clear-
er picture of what a company contributes in taxes because
taxes represent no longer only a financial risk factor, but can
also develop into a reputation risk.

Earlier tax risks were understood as financial charges, which
a taxpayer had not recognized in advance and for which he had
not set up accruals. Now the amount of corporate tax paid by
large businesses is coming under increasing scrutiny and public
debate. Because the risks in tax matters has become more var-
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ied, the board of directors must, within the framework of the
risk management strategy for the company as a whole, concern
itself with the company’s tax strategy and tax policy. 
A company’s tax conduct must be managed in a structured
way and proactively. Tax-risk management must be embedded
in the corporate governance of an enterprise. A company’s tax
planning must therefore be based on a framework that is
approved by the board of directors. Such a tax strategy is to
be issued taking into consideration aspects of sustainability,
compatibility with business activities and tax structures, the
compliance culture and the fair share of Taxes.

Based on such a tax strategy tax policies are to be issued
for the individual areas of a company’s tax functions and cor-
responding control systems implemented. These elements
will be described in detail in the following individual chapters
of this report.

A long-term company tax policy, supported by implemen-
tation controls, on the one hand permits consistent positive
publicity and on the other minimizes the risk of unexpected
tax costs. This also enhances in the same measure the compa-
ny’s credibility with the relevant tax authorities.

A broad and consistent framework
The long-term management of taxes is, especially in cross-
border businesses, of great importance. It is a matter of the
two aspects risk minimization and opportunity optimization.
The increasing complexity of fiscal laws and court judgments
in various countries, the overlaying demands on accounting
for and the disclosure of tax matters, make tax-risk manage-
ment a challenge.

Coordination between those responsible for accounting
and reporting and those responsible for taxation in a compa-
ny is essential in order to achieve the most important objec-
tives in risk minimization: observance of the legal framework,
full compliance in tax matters and no surprises in reporting.

Opportunity optimization deals with a company’s organi-
zation (legal structures) and the procedures (for example allo-
cation of functions within the group, responsibilities and
transfer prices) from a tax aspect. Here the task of the com-
pany is to minimize the cost factor, taxation. The guidelines
for opportunity optimization are to be found in the legal pro-
visions. They are, just as the entire entrepreneurial action, to
be subjected to the maxim of good corporate governance.

That means that tax planning can be explained sustainably,
credibly and in its entirety to relevant outsiders. That is, to
the tax authorities. Artificial constructs without lasting eco-
nomic justification are, even if formally they can possibly be
captured by fiscal legislation, not good tax planning. The
aspect of fair share of taxes is to be considered in tax plan-
ning, however in the context of the totality of a company’s
tax yield (such as direct and indirect taxes, other duties, social
insurance contributions and income tax on employees’
wages), and not only of corporate income taxes. 

Companies should therefore have a broad and consistent
framework to calculate and communicate their total tax
contribution.

In this sense tax planning in a company is to be geared to
sustainability and credibility within the framework of entre-
preneurial corporate governance principles. Such tax manage-
ment, embedded in the corporate governance framework of a
company, enables tax planning and tax compliance geared to
sustainability and credibility. In this way tax costs become
proactively managed costs, both in respect of their amount,
and also in respect of the company’s reputation in the eyes of
the fiscal authorities and the interested public.

The author expresses sincere thanks to Myriam Isenring for her
active support in processing the material and formulating the
article.
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Tax strategy

By Andreas Staubli,
PricewaterhouseCoopers,
Switzerland

T he way a company manages its tax affairs on the world-wide basis is direct-
ly relevant to its shareholders. Both the tax charge as well as the tax risks
taken have a direct impact on the accounts and therefore on the valuation
of a company. 

A wider awareness of corporate governance issues including tax matters, an
increased complex international tax legislation environment as well as governments
and tax authorities trying to protect their tax revenues by tightening rules and improv-
ing their approach to tax collection and enforcement are forcing companies to have
and operate a clear tax strategy. A tax strategy shall support the objectives of the busi-
ness and it should drive decision-making. Such a tax strategy has to be formally doc-
umented and be formally adopted by the board.

What is a tax strategy?
A tax strategy means an outline of what the tax function has to achieve and the plan
for getting there, starting from the current position. The tax strategy is the starting
point for setting objectives and priorities, and then for negotiating and allocating
resources accordingly. And it is about formalizing, agreeing and communicating a tax
strategy within a company.

Some of the benefits are:
• senior management including the board confirms that the tax strategy aligns with

the business strategy;
• the tax framework with its goals and responsibilities is clearly defined and it helps

raise the profile of tax issues and pushes tax higher up senior management’s agenda;
• it serves as a useful basis for communication with the executive, the tax function,

business staff and external advisers;
• re-visiting the strategy on a regular basis provides for a progress measurement and

forces management to be dynamic and responsive to changes in the tax and other
relevant business environment; and

• the tax department organization and reporting lines becomes aligned to the formu-
lated tax strategy.

The key driver behind a tax strategy and consequently its designer will always be the
head of tax since he needs a map as to where he is taking the tax function. The rest
of the tax team, including the overseas tax function and business tax staff, have to
contribute to ensure a common understanding and for motivational reasons. The chief
financial officer will usually have high level input into the strategy design and use it
as a framework in making tax-related decisions and in monitoring how the tax depart-
ment is performing. The discussion of the tax strategy with the board, in our experi-
ence, provides sometimes for a different view and it adds senior backing to the tax
function’s approach.



Additional important contributors are external advisers
providing for best practice input, operational people, legal and
compliance, risk management people and other departments.

Principles in developing a tax strategy
There are lots of areas that could be addressed in a tax strate-
gy and, of course, this varies from company to company. It
might include effective accounting tax rate, cash tax rate, com-
petitor tax rates, tax risks, tax compliance, corporate struc-
ture, ethics, reputation with tax authorities and with public,
key tax drivers, tax department organization, corporate struc-
ture, capital structure, resourcing and resource costs, use of
advisers, indirect tax, operational tax matters, human resource
tax, performance measurement and many things more.

However, a tax department has to decide which of these
sometimes competing factors are actually its top priorities –
and thus put some focus into where its resources are best
used. And this will change over time since the tax strategy
should be dynamic and responsive to change. 

A true tax strategy should set out the goals, outline the
route-map for achieving them, be clear as to the timeframe
and set out responsibilities. Good objectives will provide the
milestones against which effort to achieve the aims of the tax
strategy can be measured. The classic test of effective objec-
tive setting is whether they are SMART, in that they are spe-
cific, measurable, achievable, results-oriented and timely.

Most important is that the strategy needs to be lived or put
into practice. Measurement of the achievement against the
objectives by management and regular communication with
the board are key to making a visible difference.

The role of the tax function
We have seen a significant number of the tax functions whose
view of their role differs from the perspective of other
departments and senior management. For example, is the tax
function fully responsible for operational tax matters or only
acting as an adviser to another department? Typical areas of
different views are human resource tax matters and indirect
taxes such as customs duty and value-added tax (VAT). 

Consequently, a clear definition of roles and responsibili-
ties of the tax function and its communication is important to
avoid misunderstandings and ensure that the tax function can
effectively focus on its strategy and meet expectations. The
role of the tax function can be split into four dimensions:
strategic planning work, operational/business support, com-
pliance/accounting work and management of the tax function
and its resources. And for each dimension, the activities and
the responsibilities have to be defined. However, the tax
function cannot deal with all its activities with the same level
of attention but rather has to define and agree on areas of
focus and priorities. 

The next three sections focus on the three areas a tax func-
tion can control and which are the key elements of a tax strat-
egy document. These are the tax charge, tax risk and the costs
of managing the tax position. And clearly, there is a strong link
between these three elements.

Managing the tax charge
The main focus of senior management still is on the accounts
tax charge and the impact it has on earnings per share.
However, we also see increasingly interest in the cash tax rate
as well as in the overall tax contribution.

Corporate income taxes are typically the core business of a
tax function. Above the line taxes such as value-added tax,
import and excise duties, and (increasingly) environmental
levies are of course also taxes on the business. The
above/below the line question is particularly pertinent when
agreeing respective responsibilities between the tax function
and the businesses. We are aware of a number of significant
sized businesses where even very senior management is
rewarded on a profit-before-tax (PBT) measurement –
including, more often than expected, the head of tax. This is
hardly conducive to proactive management of the tax charge.

Who shall be the owner of the tax charge? If it is the
responsibility of business managers to manage the tax charge,
then it is more likely that the tax function will act as a serv-
ice provider to the businesses, albeit hopefully as a fairly pro-
active service provider. The tax function may also need to
take on a role of central coordinator, ensuring consistency
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between the various businesses and perhaps encouraging the
businesses through monitoring and publicizing their respec-
tive tax performance.

If the tax function owns the tax charge then more of a
leadership role will be called for, with the tax function tak-
ing responsibility for driving tax performance in all the busi-
nesses. In today’s reality, it is typically a mixture of the two.
There is a trend though, in that the increasing move towards
global management of businesses is reflected in a trend
towards stronger head office tax function control of overseas
tax affairs.

However, in companies where VAT or other indirect taxes
are a significant cost these taxes are often given either to the
businesses or to local tax functions. As a consequence, we
often find that the management of such taxes suffers from a
lack of co-ordination between different territories.

The tax charge of a company is a significant cost ele-
ment. Getting senior management to focus on tax as a man-
ageable component of shareholder value can be a powerful
way to raise the profile of tax in the business. Often, the
first time senior management really think deeply about the
impact of tax is when they become involved in helping set
the tax strategy.

Some elements of the tax charge are obviously going to be
more manageable than others. Therefore, understanding the
key manageable components of the tax charge, and then man-
aging the related drivers will be key.

Managing the tax charge has also a time dimension. The
tax function has to focus on negotiating prior years’ tax liabil-
ities, computing the current year’s liability (including compli-
ance, transfer pricing documentation, tax accounting and tax
process management) as well as managing future liabilities.

Many businesses do not enough focus on the latter, that is,
they are not proactively planning their tax charge.

When designing a tax strategy document, three to five
objectives that work as focus areas for managing the tax
charge should be agreed upon within the organization and
with top management.

Managing tax risk
Uncontrolled or unidentified risk is clearly undesirable, but
there will be occasions when a head of tax has to and even will
want to take calculated risks. Entrepreneurial behaviour is
about taking risks and managing tax is no different. 

One can distinguish the following main tax-risk areas
which are all interlinked with each other:
• Transaction risk – risk arising from transactions and tax

planning activity (where there can be considerable oppor-
tunity). The more unusual and less routine a particular
transaction is, then generally, the greater the tax risks asso-
ciated with the transaction are likely to be. In addition,
improper implementation is a typical source of additional
downside risks.

• Operational risk – risk arising from the operations of the
business units and the extent to which their activities may
give rise to unexpected fluctuations in the tax charge.

• Financial accounting risk and tax process risk - risk of
materially incorrect accounts and lack of management con-
trols over tax processes.

• Compliance risk – risk of additional liabilities or penalties
arising through non-compliance or failures in the tax return
process.

Risks can lead to surprises, restatement of accounts, material
weaknesses in processes, significant additional tax charges,
interest, penalties and harmed reputation. A tax function
should try to minimize and optimize interlinked with the
objectives in the areas of managing the tax charge and manag-
ing the costs of the tax function.

Again the tax strategy document should focus on three to
five risk areas that will get high tax management attention and
set objectives. Since managing tax risk is so diverse and
important, a structured tax risk management approach is
highly recommended and that is in line with the trend we see.
What is meant by a structured tax risk management
approach? The starting point is the development of a tax-risk
policy and in particular the definition of the risk appetite in
the various tax risk areas. Of course this has to be discussed
and agreed on with senior management and the board.

In a second step, a risk assessment should be made which
results in a risk map and a plan for managing the key risks.

The third step is the design or review or
implementation/remediation of the internal controls over tax
processes relevant for managing the key tax risks.

Next is a communication plan to ensure the appropriate
knowledge and information exchange on these matters with-
in the organization.

The fourth step is monitoring and reporting, which typical-
ly is a combined effort of internal audit and tax function.

And last, management has to regularly review the tax risk
policy and the tax risk appetite.

Managing the cost of the tax function 
The cost of the tax function is made up of the core tax func-
tion, the shadow tax function (staff in other departments
which do direct and indirect tax work), adviser’s fees and sen-
ior management time. There is a correlation between the
costs of managing tax and the ability to manage both the tax
charge and the tax risks. When seeking to control the cost of
managing the group’s tax affairs, it is important to distinguish
between measures to improve efficiency and measures which
reduce the level of service the tax function delivers.

Nobody is going to argue against improved efficiency, but
the level of cost of the tax function has to be set at such level,
that the set objectives for managing the tax charge and the tax
risks can be achieved. Having a proper tax strategy in place
will help to ensure that the tax function receives the appro-
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priate level of resource and that the business gets value for
money from the tax function.

Tax department organization
Another important element of a tax strategy is the organiza-
tion of the tax department. This largely depends on the tax
charge strategy as well as the tax risk policy. The tax function
has to be aligned to the set objectives. Generally, there is a
choice between a head office model and a business unit/legal
entity/country model. As mentioned earlier, the trend is
toward the head office model but the structure needs to fit
the requirements of both the business and the key tax issues
that the tax function wants to manage.

The organization should specifically include the shadow
tax function staff based in other areas of the business and also
external tax resources. Different businesses use very different
mixes of in-house, shadow and external tax resource. It is of
utmost importance that the relationship with shadow staff
and procedures for engaging external resource will need to be
addressed when planning the tax function structure.

Another important element is the clear guidance on the
reporting lines. In most cases the tax function will be allied
with the finance function, but sometimes tax sits with the
legal department. Historically, tax staff in overseas sub-
sidiaries has normally reported to their local chief financial
officers, albeit with dotted line reporting to the global head of
tax. However as the trend towards global management grows,
direct reporting to the global head of tax is on the increase.

Managing the tax team
A critical success factor is the managing of the tax team. Key
is to ensuring appropriate focus of the tax team aligned with
the tax strategy. Individual objective settings, job descriptions
and formal staff evaluation systems are a useful discipline in
keeping individuals focused on the overall tax strategy. There
is a need for a balance of group and local measurable objec-
tives aligned with the tax strategy as part of the performance
measurement system.

The right skill set of the members of the tax function is of
course a key factor too. Strong technical skills will constitute
a basic requirement, but other softer business skills will prove
crucial if the tax function is to be effective in actually manag-
ing the tax charge and risks.

Tax functions have come a long way from the days when
only tax technical skills were considered important. Apart
from soft skills mentioned, additional technical know-how is
required in new areas like accounting, reporting, business
operations (value chain and transfer pricing), risk manage-
ment and process management. This leads to the crucial
need to maintain and develop expertise and talents in a tax
function. Therefore, providing internal and external training
on a regular basis for technical matters (tax, accounting, risk
management, Sarbanes-Oxley 404), developing soft skills as

well as job rotations for new talent development and expo-
sure to international tax issues are important elements of
any tax strategy.

Stakeholder engagement and communication
However strong the skills of the tax team, it is unlikely to per-
form effectively if it does not manage its relationships with
the senior management and the business properly. This will
involve regular, quality communication. Therefore part of the
tax strategy should be a section addressing how the tax func-
tion will maintain effective regular communication with man-
agement, the businesses and other key stakeholders and infor-
mation providers. The more effective tax teams spend a good
deal of their time out of their offices ensuring regular, high
quality communication.

Appropriate attention
In an environment where regulatory and reporting require-
ments are getting tighter, where “unethical” tax planning is a
topic of public discussion (driven by tax authorities), where
the international tax environment gets more and more com-
plex, where non-compliance leads to financial (penalties) and
damage to the company’s reputation, where the awareness for
managing the tax charge to increase shareholder value has
increased, where risk awareness and the need to manage the
risks proactively has emerged with respect to tax in particu-
lar, having a formalized and communicated tax strategy is a
must under today’s corporate governance practice.

It is best practice to formalize a tax strategy in a compre-
hensive way and to develop the strategy involving the differ-
ent stakeholders. Discussing the areas of focus with respect to
managing the tax charge, deciding on the risk appetite and
managing the risks as well as aligning the tax department
organization and costs to the objectives set are the key ele-
ments of a tax strategy.

On the basis of a communication plan, the tax function has
to keep the tax strategy up to date, in particular through reg-
ular feedbacks to senior management and board as well as dis-
cussions with them. Tax has become a strategic issue and
therefore it needs the appropriate attention.
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Tax-risk policy

By Tony Elgood,
PricewaterhouseCoopers,
UK

One can imagine tax directors saying: “I know what the key tax risks are in my busi-
ness. I know how we are managing these risks. Why do I need a tax risk policy?”

This is a very valid question for a tax director to ask. However it is equally valid to
be asking whether the board and people out in the business (the tax-risk creators) are
in agreement with the head of tax as to how tax risk should be managed and indeed
as to what the key tax risks really are.

The purpose of this chapter is to address three questions:
1 Why do you need a tax risk policy?
2 What does a policy look like?
3 Who should be involved in producing it?
This chapter also sets out what is best practice in this area and concludes with a recom-
mendation that for any large organization a properly documented tax risk policy is a must.

Why do you need a tax risk policy?
There has never been a greater focus on good corporate governance than where we
are today. Additionally there has never been a greater focus on tax from not only rev-
enue authorities but also investors and regulators. The focus of these three different
constituents is leading to a much greater demand for both transparency and account-
ability on tax matters, and also an understanding of tax and its associated risks. We
are thus seeing an increasing awareness and interest on tax in the boardroom. The tax
function therefore needs to be able to demonstrate that it has proper control of both
the tax affairs and, in particular, the tax risks of the organization.

Three examples will help demonstrate this growing global trend. The Australian
Tax Office has been in communication with chairman and chief executives of
Australian groups for a number of years, asking them to explain how they manage
their tax risks.

In the UK Hendersons (an investment management group) carried out a survey of
the top UK companies, looking at the board’s approach to managing tax. This survey
was published in early 2005. In late 2005 they issued another report around tax and
the corporate/social responsibility agenda. Additionally Citigroup have produced a
report entitled An Investor’s Guide to Analysing Tax Risk. The third example comes
from the US where over 20% of material weaknesses reported under section 404 of
the Sarbanes Oxley Act are around how tax is controlled – and a number of US heads
of tax have lost their jobs on the back of these weaknesses.

The logical conclusion is that proper risk assessment and controls need to be in
place in every organization. However in order to conclude as to what is proper, an
overall framework needs to be developed. That is, a properly documented tax risk
policy. Without such a framework, different people in the organization will take dif-
ferent approaches to managing tax risk – with potentially adverse consequences.



What does a policy look like?
There has been some debate as to what a best-practice tax-
risk policy should look like. It could focus on each of the indi-
vidual taxes paid by an organization. Equally it could focus on
the different parts of the business. However in our experi-
ence the most effective tax-risk policies focus on the six key
areas of tax risk (as defined in PricewaterhouseCoopers’ Tax
Risk Management Guide, published in 2004). This definition
of tax risk seems to have developed some traction over the
last two years and we would suggest that the risk areas which
therefore need to be considered in a tax risk policy are:
• transitional risk;
• operational risk;
• compliance risk;
• financial accounting risk;
• management risk; and
• reputational risk.
You could also argue that there is a seventh category of risk
being external risk. It is perhaps difficult to have a policy
around external risk, which by its very nature is something over
which you have no control. However we are aware of some
groups that have included this as part of their tax-risk policy.

The key point to note is that the tax-risk policy under the
above six headings, should cover not only all taxes but also all
parts of the business.

Different people will have different ideas as to the format
of a tax risk policy. Indeed some organizations will already have
a standard format for all such policies – and the tax risk policy
should probably follow the internally agreed methodology.
However for those starting with a clean sheet of paper, set out

below are two very different examples of tax risk policies. 
The first puts specific wording around policies for each of

the areas of risk, the second shows the tax risk policy in dia-
grammatic format.
Example 1

Some of these policies are at a high strategic level and
some are much more operational. We would expect a tax risk
policy to contain both. For any particular organization, we
would also expect the policies to be very explicit around the
key areas of tax risk for that organization.
Example 2
For those people who prefer a more pictorial look to their
policies, we have produced a diagrammatic format for a tax
risk policy. The guardrails show the boundaries within which
the tax function (and the rest of the business) may operate.
For each type of risk they show a lower limit, below which
managing the risk is not cost effective. They also show a high-
er limit, beyond which people may not go without consulting
with the board (or audit committee).

The policy might look like this:
Whichever type of risk policy you prefer, and there are many

other ways of presenting it, some form of document which can
be shared with others in the organization is important.

Who should be involved in producing the policy?
Tax risk, and hence tax-risk management, involves a large
number of people from different parts of any organization.
There are the risk creators out in operations, there is the
shadow tax function dealing with tax returns and the informa-
tion for them, and there is the board that is responsible for
managing the business as a whole. So who should be involved
both in the setting of the tax risk policy and once it has been
set, in its implementation?

It is the head of tax that needs to be responsible for driv-
ing the overall process. The tax function will clearly have a
better understanding of the tax risks in a business and they
need to have ownership of the tax risk policy. However it is
important that the board put their weight and support behind
whatever needs to be done. Any policy will lack traction if
senior management and, in particular the board, are not sup-
portive of it.

The board (or at very least the audit committee) needs to
sign off on a tax-risk policy. Not only should they do this, it is
best practice for the head of tax to present to them, in per-
son, at least once a year to explain the group’s tax position,
the risks and how they are being managed.

But it is not only the board that needs to understand and
buy-in to the tax risk policy. This chapter has already men-
tioned the risk creators in a business and their role in tax risk
management. An example might help illustrate this point. 

Let us assume that the sales people want to open up a new
market in a country in which you have not done business before.
From a tax point of view there are two ways they can do this. 
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Firstly they can launch into the new country, setting up
offices, creating new subsidiaries, starting to sell, all of this
before talking to the tax function. Alternatively, they could

mention to the tax function that they are thinking of doing all
of the above and asking for advice as to how the operations
should best be structured. 
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Table 1: 

Tax risk

Transactional
Application of decisions and regulations to
specific transactions

Operational
Inherent risks in every day business operations

Compliance
Statutory risks associated with tax return
preparation, completion and submission

Financial accounting
Risk associated with tax accounting, financial
statements and internal controls

Management
Failure to manage the above listed risks in a
manner consistent with tax risk policies 

Reputational
Risks that impact the group’s image as
perceived by the public

External
Risk associated with factors outside the
Group’s control, for example new taxes,
increased rates, new legislation

Policy

All transactions must have a business purpose. The group will not undertake purely tax driven transactions.
The tax function must be involved in:
• all business or share acquisitions and disposals
• all changes in corporate structure
• all cross-border financing arrangements
• all property transactions in excess of $1 million
The tax function must be involved in not only the planning of the above transactions but also in the imple-
mentation and documentation of each transaction.

Where any new cross-border trading arrangements are being set up, the tax function must be involved well
in advance of any arrangements being put in place so that appropriate advice can be taken.
All cross boarder transactions must be carried out in line with the group’s transfer pricing policy.

The group will comply with all tax regulations in all countries in which it operates. It will aim to submit all
returns by their due dates and in line with local tax law. All positions taken in the tax returns must be support-
able and, on the balance of probability, be more likely than not to be agreed by the appropriate tax authority.
The tax function will proactively manage the relationship with the key tax authorities in order to minimize
the risk of penalties arising when tax matters are inadvertently incorrect.
The group will aim to have no adjustments to tax returns in excess of the materiality limits for adjustments
to the financial accounts, which are set out below.

The group will take a conservative/prudent position in respect of the tax charge in the accounts.
A materiality limit of $0.5 million is set for the group tax charge. For the taxes charged to profit before tax –
for example employee taxes, indirect taxes, sales and use taxes – the materiality limit is $0.2 million.
The financial accounts are expected to be correct within these materiality limits in respect of all taxes, both
at the year end and in the quarterly reporting.

External opinions will be taken by the tax function where the tax at issue is greater than $0.5 million.
Advisers will be used where in-house resources do not have the appropriate skills or knowledge.
Appropriate tax-risk-management controls will be implemented over our key tax risks and reviewed on a
regular basis in conjunction with internal audit.

The group does not want its tax affairs to appear in the public domain. The group is only prepared to enter
into transactions that could cause this to happen where the transaction type has become common practice.
The group will manage its compliance affairs to minimize the risk of any public comment.
At the same time, in its dealings with tax authorities, the group will robustly defend any tax position taken in
any tax return.

The tax function will monitor changes in relevant tax practice and law in order to assess any consequences
for the group, with the aim of minimizing any adverse impact.
The tax function will participate in any tax authority formal consultation process where it is expected that the
matter under consultation will have a material impact on the group’s tax liability (see Financial accounting
above for materiality levels), or where a significant change in practice is being proposed that will impact the
group’s management of its tax compliance.



In the first alternative there is a high chance that the struc-
ture will not be tax optimized, in the second it is much more
likely that it will be.

The tax-risk policy needs to set out what they should so in
such circumstances and this tax policy needs to be communi-
cated to these risk creators. The policy therefore needs to be
practical and not a hindrance to the people driving the busi-
ness forward. It is therefore important that they have some
involvement in helping draft up the policy.

An exercise tax advisers can carry out with our clients is to
look at who the stakeholders are for a tax risk policy, with a
view to deciding which of the stakeholders need to be
involved in producing the policy and which of them need to
understand the policy once it has been prepared. In each case
a proper communication plan is important to get appropriate
buy-in and acceptance of what needs to be done. These stake-
holders can include both people within the organization and
those outside, such as advisers and, in some cases, even rev-
enue authorities.

Implementing the policy
There are three types of policy. Firstly there is poor policy
and poor implementation, secondly there is a good policy

and poor implementation, and thirdly there is a good policy
and good implementation. It is beyond the scope of this
chapter to go into the implementation of the policy. Suffice
it to say that the real value of a good policy is only when it
is implemented.

Best practice
It is best practice, particularly in the present corporate gover-
nance environment, to have a properly documented tax-risk
policy. This policy should be signed off by the board. There
are a number of different formats for a tax-risk policy; we
believe the most effective is one which focuses on the individ-
ual types of tax risk. Finally there are a number of different
parties both within and outside an organization that are stake-
holders and appropriate communication with each of these
stakeholders needs to be thought through.
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Audit Committee risk guardrails
Guardrails approved by the Audit Committee

set tax risk boundaries

Tax risk profile
Using the spectrum, tax visually communicates the relative

riskness of its activities, its tax risk appetite, in a horizon-line risk profile

Low Medium High

Low Medium High

Low Medium High

Low Medium High

Low Medium High

Low Medium High

1  Transactional risk
 Application of decisions and regulations to specific transactions

2  Operational risk
 Inherent risks in everyday business operations

3  Compliance risk
 Statutory risks associated with tax return preparation, completition
 and submission

4  Financial accounting risk
 Risk associated with tax accounting, financial statements and internal
 countrols

5  Management risk
 Failure to manage the above listed risks in a manner consistent with
 tax risk policies

6  Reputational risk
 Risks that impact the company’s image as perceived by the public

Risk categories Spectrum of risk results
Illustrative

Escalation trigger
Risk position clearly outside the
guardrails trigger communication

to the Audit Committee for
guidance and possible remediation

Diagram 1: Tax risk guardrails
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How to design efficient
tax processes

By Tony Fulton,
PricewaterhouseCoopers,
Australia

One of the impacts of the focus on risk management, compliance and
internal controls has been a push for companies to review, reassess and
seek to optimise their processes across all aspects of the business, includ-
ing the management of tax. 

A number of corporate governance developments in different territories are driv-
ing a climate of business change and increased expectations regarding risk manage-
ment and internal controls. Also, the unrelenting pressure on costs is pushing compa-
nies to extract efficiencies in business processes. The tax function has not been
immune to this pressure, with increased focus on the tax processes and how they
relate to other business processes.

Of all the corporate governance developments, the US Sarbanes-Oxley legislation
has had the most profound impact in tax, and is leading to similar legislative respons-
es in many other jurisdictions. The focus of the Sarbanes-Oxley legislation, princi-
pally through Section 404, is on the operation of internal controls in relation to
financial reporting, including reporting of tax results. Tax has particularly come into
focus, given it was among the most common weaknesses identified during the first
two years of reporting under the new code. For companies registered with the US
Securities and Exchange Commission (SEC), remediation of potential weaknesses
might result in the need to review the effectiveness of existing tax processes or to
design new tax processes.

The trend towards tax process design
Unlike many other business processes, tax processes have traditionally been manual
in nature, with limited automation, checks and controls. Tax controls often rely heav-
ily on the skill and experience of the individuals who own the process, and there tends
to be limited monitoring. A recurring theme is that individuals with the right skills,
experience and application tend to compensate for poor processes and systems. Issues
arise where there is a frequent turnover of staff or an inappropriate mix of available
resources to ensure quality outcomes.

For many organizations tax processes and controls are not within the scope of
internal audit and risk management review processes. However it is becoming more
commonplace for companies, often driven by the board audit committee or risk com-
mittee, to require that tax processes and internal controls be reviewed to ensure com-
pliance with the company’s tax obligations. 

A company might wish to look at the design of tax processes for a number of rea-
sons. These include a desire to improve risk management, cost and time efficiencies,
or the need for new or changing tax functions to establish appropriate processes and
controls for the first time. Benefits can be realized in all these areas if the right
approach is taken to the design and improvement of tax processes. 



What tax processes do you need?
Tax processes typically cover a range of different responsibil-
ities of the tax function, from strategic tax advisory processes
through to tax effect accounting for external reporting and
tax compliance. A summary of the typical tax processes is
outlined in Table 1.

Tax processes should play a big role in managing tax risk,
which could relate to the identifica-
tion of tax risks and issues, the
appropriateness of tax technical
positions adopted or the operating
integrity of tax compliance or tax
reporting systems and processes. 

A framework for process
improvement
Having identified the need to
improve existing tax processes or
develop new processes, the ques-
tion is then how to proceed. Overall
success requires the right structure
around the design and implementa-
tion project. The project should be
focussed on producing the desired
outcomes for the company and its
stakeholders, and the main stake-

holders themselves must buy-in to the project and the pro-
posed solutions.

The objectives of the process improvement project need to
be determined on a case-by-case basis relative to the desired
outcomes, and typically involve establishing business process-
es with the following elements:
• efficient and effective in delivering the desired outcome;
• inbuilt controls that are able to be measured and tested;
• facilitate the organization’s risk management objectives;
• documented (process mapped) and easily communicated;

and
• monitored for operational effectiveness.
Various published process improvement methodologies can be
applied for tax process design. At the most robust end of
methodologies is the Six Sigma continuous improvement
methodology. Six Sigma was institutionalized by global corpo-
rates Motorola and GE in the 1980s and 1990s, and has been
integrated into operational risk management by a number of
other corporates recently. Six Sigma drives continuous improve-
ment by focussing on the outcomes of processes in terms of min-
imizing variations or defect rates, and is strongly grounded in sta-
tistical measurement of the performance of business processes.

For the design of tax processes much can be learned from
Six Sigma. It provides sophisticated methodologies both for
process improvement and process creation aimed at improv-
ing overall performance of a business process, a company
function or the organization as a whole.

The process
A process design and improvement framework can be applied
that shares many of the elements of Six Sigma (see Table 2).
The main objective of the framework is to realize and manage
the various benefits that are achievable through process
design and improvement.
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Table 1: Types of tax processes

Roles of the tax function

Strategic

Advisory

Compliance and reporting

Key processes

• Strategic tax planning
• Advice on transactions
• Forecasting

• Tax advice to business units
• Implementing tax changes
• Implementing transactions

• Income tax returns
• Indirect tax returns
• Tax payments
• Tax reporting/tax effect

accounting
• Tax risk management processes

Contribution to the business

Value creation, risk management

Value creation, risk management
& cost management

Risk management, cost
management



Assess the tax function needs and the as is environment
The starting point for improving existing processes and devel-
oping new processes is properly understanding the current
operating environment of the tax function, in other words the
as is position. 

At this point the organization to defines its business needs
in terms of new processes, or identifies areas where there are
improvement opportunities. In assessing the as is position,
look at the benefits sought from developing new tax process-
es or improving existing processes, and how the various stake-
holders are impacted. 

It is valuable to define the benefits in terms of the usual
process dimensions of time, cost and quality, as well as other
considerations, such as risk management through better con-
trols and ensuring compliance with all laws and regulations. 

Some of the questions to be considered at this stage are:
• What are the roles of the tax function and required out-

puts? 
• How effective are current processes?
• Which process work well and which don’t?
• What are the current constraints from process change in

terms of people, processes and technology? 
• Who are the stakeholders in the outputs of the process,

and what are their respective business needs?
• What are the symptoms of problems – level of errors,

time/cost inefficiencies?
• Can the real cause of the process problems be determined?

Designng the environment
Some of the thinking around the perceived constraints can be
challenged and companies should establish a vision of what
the ideal solution would look like. Some constraints, such as
current systems, people and the structure of the finance func-
tion might be more easily dealt with than expected. 

From a picture of the ideal solution, one can start to design
the elements of the to be environment. The question to ask is:
How do you achieve as many of the benefits of the ideal solu-
tion within the real constraints?

For design, best practice can provide inspiration. Some of
the elements of best practice in tax processes include the
following:

• clear roles and responsibilities of the people involved;
• appropriate degree of planning and project management

overseeing the operation of processes;
• interdependencies between different corporate functions

and the business units are properly dealt with;
• the right controls are in place to ensure data integrity;
• compliance processes, roles and accountabilities are well

understood;
• review and approval controls are in place and operating;

and
• risk management processes are integrated into day-to-day

tax processes.
In designing the solution high regard needs to be given to the
likely level and mix of internal and external resources and the
skills, experience and application to the job.

The design stage will typically involve developing a number
of possible solutions, testing each option, collecting more data
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Diagram 2:

Applied in the context of tax process design, the framework is broadly as
follows:
1) Assess the tax function needs and the as is environment.
2) Design the to be environment.
3) Develop the process, technology and organization changes required to

achieve the desired outcomes.
4) Implement the changes and a programme of continuous improvement.

One large multinational company estimated that over 50% of its time
was being spent on tax compliance; consuming resources to meet basic
tax obligations. Despite the time spent on compliance, there was a con-
cern that potentially material issues could arise in submitted tax returns.
Determining the real causes of the problems required the processes to
be broken down to their individual steps to understand where the time
was being spent and to assess where there was inadequate risk manage-
ment built into the process.

Case study

The ideal environment for a company trying to improve tax compliance
processes was a reconstructed tax compliance process based on risk
management principles, with the right mix of internal and external
resources. In terms of the internal work on compliance, the company
believed that they could reduce the time spent on analysis of data by
placing greater reliance on the accounting data, provided it developed
some new sub-processes aimed at improving the quality of the data at its
source; for example general ledger coding of tax-sensitive data.

The ideal envrionment



and, lastly, selecting the preferred design. In a complex envi-
ronment the preferred solution is unlikely to be obvious and
will not be perfect. So continuous improvement is important. 
Develop the solution
Developing the solution is the most critical phase in the
process. This is where the detailed elements of the tax
process design are developed, and this includes changes to
existing systems or development of new systems, people’s
roles and responsibilities, the organizational structure, and the
processes around these areas. Compromises must not be
introduced into the design at this stage without proper con-
sideration. 

The development of the solution should cover such aspects
as what:
• new resources or changes to people’s roles need to be

implemented;
• changes to systems or new systems are required;
• communications are required internally regarding the

change project; and
• other functions or processes are potentially impacted by

the solution.
The main output from this stage is an implementation plan
that contains all of the changes to be implemented: roles and
responsibilities, the timetable and process documentation.

Process documentation, including process mapping both of
the as is process and the new process play an important role
in the implementation, training and ongoing review of the
processes.

A level of project management around the implementation
is necessary to ensure the success of the project. Ideally a
project manager should be appointed to oversee the imple-
mentation, and ideally someone separate from the business
process owner for the processes being developed or changed.

Lastly, a company cannot proceed to implementation with-
out the full support of the various stakeholders, particularly
the process owners and those dependent on the process.
Implement the solution and operate
The fourth phase involves carrying out the process changes,
including any new systems or modifications to existing sys-
tems, internal and possibly external rollout and re-training
for staff. 

The implementation of the solution should bring to life
the best-practice elements set out above to deal with the
problems identified in the as is environment. After opera-
tions begin under the new processes, it is critical that there
is ongoing review and measurement of the performance of
the processes to facilitate a programme of continuous
improvement. 

Making process change an ongoing process
Having identified the need for change to tax processes, and
implementing that change, the difficult next step is building
continuous review and improvement into the process. No

processes will be perfect, given the best fit for the time they
are created, and the constantly moving information needs.
Beware of change fatigue, which has become a particular
problem in many countries with constant tax law changes and
the adoption of new accounting standards under IFRS.

Ongoing monitoring of performance against the defined
outcomes and benefits agreed at stage one will help to ensure
that the benefits of the new or changed processes are being
realized and that processes don’t slowly morph back to where
they were.
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Tax accounting: 
using cross-border
losses
By Norbert Winkeljohann
and Sven Fuhrmann,
PricewaterhouseCoopers
Germany

In today’s environment companies have to understand the difficulties surround-
ing tax accounting and related disclosure responsibilities. International
Accounting Standard (IAS) 12 deals, among others, with the recognition of
deferred tax assets arising from unused tax losses. This article discusses the pos-

sible impact of decisions of the European Court of Justice (ECJ) on the accounting
of tax losses under IAS 12. 

In the long-awaited Marks & Spencer decision of December 13 2005 (C-446/03) the
ECJ decided that the UK’s restricting group relief to losses incurred by UK resident sub-
sidiaries infringes the EC Treaty freedom of establishment if such losses cannot be used
either by carry back, current year relief against other local profits or carry forward either
by the EU (non-UK) subsidiary or another legal person. The judgment is tailor-made to
the specific case of Marks & Spencer and does not, as such, open the door to multination-
al enterprises to off-set losses generally against the highest tax rate profits within the EU. 

Facing the ECJ jurisprudence in Marks & Spencer, some member states reconsid-
ered their cross-border loss utilization rules. In anticipation of the ECJ ruling, Austria,
for example, amended its Corporate Income Tax Act to permit cross-border loss uti-
lization under a new group tax regime in 2004. Multinational enterprises should ana-
lyze whether it is possible to optimize the total income tax position comprising the
current tax position and the deferred tax position either by applying national tax law
of the member states (for example, Austria) or by applying the ECJ jurisprudence. 

In the following, a simplified example is depicted illustrating tax planning activi-
ties of an EU-based corporate group by cross-border loss utilization. By analyzing the
current and deferred tax implications of the restructuring for the companies involved
it will be demonstrated that cross-border loss utilization might lead to an increase of
the reporting entity’s income tax position as a whole.

Simplified case study
A corporation D resident in Germany (D-Corporation) is the 100% shareholder of
corporation P resident in Poland (P-Corporation) as well as of corporation A resident
in Austria (A-Corporation). A-Corporation is in a significant taxpaying position. 

P-Corporation will incur losses in the next three years due to costs for broadening
its business. The costs can neither be capitalized nor offset against profits for statuto-
ry as well as for tax purposes and will, as a consequence, give rise to a loss carry-for-
ward in Poland. In the fourth year, P-Corporation will become profitable and gener-
ate taxable income so that the loss carry-forward can be set off against profits to the
extent the provisions of the Polish Corporate Income Tax Act (CITA) are fulfilled. 

German resident D-Corporation is considering the contribution of its entire share-
holding in P-Corporation into A-Corporation according to section 23 paragraph 4
German Reorganization Tax Act (RTA). The German Finance Ministry published a



Bill on Tax Measures re the
Societas Europaea and on
other tax changes on June 9
2006 that leads to a com-
plete amendment of the
German Reconstruction Tax
Act including section 23
paragraph 4 German RTA.
As the announced amend-
ments continue to provide
for a tax neutral share-for-
share exchange between
companies that are resident
in a Member State and,
hence, will not have any
impact on the underlying
case study, they will not be
dealt with for purposes of
this analysis. The share-for-
share-exchange is envisaged
to offset the loss carry-for-
ward of P-Corporation
against the higher tax rate
profits of A-Corporation in Austria (in the following: the
restructuring). 

The corporate income tax rates of the involved companies
are as follows:

D-Corporation (Germany): 40%
A-Corporation (Austria): 25%
P-Corporation (Poland): 19%

In the following, the implications of the restructuring shall be
reviewed by analyzing the current tax position and the
deferred tax position of A-Corporation in Austria and of
P-Corporation in Poland as follows:
• income tax position before restructuring; and
• improvement of income tax position by cross-border loss

utilization.

Income tax position before restructuring
Restriction of loss carry-forward on the level of
P-Corporation
Losses may be carried forward for five years according to sec-
tion 7 paragraph 5 Polish CITA. Up to 50% of a loss may be
set off in each year. For purposes of this analysis it shall be
assumed that the prerequisites of the recognition of a loss-
carry-forward are fulfilled on the level of P-Corporation. 
Capitalization of a deferred tax asset on the level of
P-Corporation
An entity may recognize a deferred tax asset arising from
unused tax losses to the extent it is probable that a future tax-
able profit will be available against which the unused losses

may be offset according to IAS 12.34. However, the entity
should recognize the deferred tax asset only to the extent that
it has sufficient taxable temporary differences or where there
is persuasive evidence that sufficient taxable profit will be
available (IAS 12.36(a)-(b)). 

In the case at hand, it shall be assumed that the prerequi-
sites for the accounting of a deferred tax asset of
P-Corporation in the meaning of IAS 12.36 are fulfilled. 

Improvement of income tax position by cross-border
loss utilization?
Establishment of an Austrian tax group
The German tax group relief system in the meaning of sec-
tions 14 to 19 German CITA (Organschaft) does not provide
any regulations for cross-border loss utilization. Current
developments in German tax law do not contain any amend-
ments of the German group relief regulations in this regard
either. The Bill on Tax Measures re the Societas Europaea and
on other tax changes of June 9 2006 does not contain any reg-
ulations with respect to the Organschaft.

Thus, in this case, a reduction of the current tax liability by
a cross-border loss offset could solely be achieved by estab-
lishing an Austrian tax group whereas A-Corporation serves as
parent company and P-Corporation as subsidiary.
Decrease of current tax position on the level of
A-Corporation
In principle, the Austrian group tax regime provides an
immediate cross-border loss offset under the following
cumulative conditions: (i) the respective EU subsidiary is
comparable to an Austrian corporation (ii) the EU subsidiary
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Diagram 1: Restructuring case study



is held directly by an Austrian corporation and (iii) the EU
subsidiary could not utilize its losses by itself immediately.
Given the conditions of section 9 paragraph 6 Austrian
CITA, the losses of the EU subsidiary can be deducted from
the Austrian parent’s company tax base in proportion to its
shareholding in the EU subsidiary. 

However, the Austrian group tax regime contains a loss
recapture rule. As a consequence, current tax benefits gener-
ated by deducting foreign losses from the Austrian parent’s
company tax base are recaptured in the year when the respec-
tive EU subsidiary could set off its loss carry-forwards against
its own profits or the EU subsidiary exits, even by insolvency
or liquidation, the tax group. As the Austrian group tax
regime was enacted before the ECJ decision in Marks &
Spencer it does not reflect the latter. However, the ruling in
Marks & Spencer has revealed some weaknesses in the
Austrian regime.

In the contemplated case, it shall be assumed that the pre-
requisites of a cross-border loss offset in the meaning of sec-
tion 9 paragraph 6 Austrian CITA are fulfilled. 

A-Corporation could reduce its current tax position by
deducting the losses incurred on P-Corporation’s level. In the
amount of losses incurred by P-Corporation and utilized by
A-Corporation the latter has to set up a “noted recapture
item” according to the recapture rule of the Austrian Group
Tax Regime to assure its taxation.
Recognition of a deferred tax liability on the level of
A-Corporation
In the following, the treatment of the “noted recapture item”
under International Financial Reporting Standards (IFRS) will
be described.

Setting up a contingent liability for the “noted recapture
item” pursuant to IAS 37 could be considered. IAS 37 is, how-
ever, only applicable provided that there is no specific rule of
the standard. For income tax accounting purposes, IAS 37.5(b)
refers expressly to IAS 12. As the recapture item is a tax relat-
ed item, it has to be accounted for applying IAS 12 only.

The objective of IAS 12 is to prescribe the accounting
treatment for income taxes. The principal issue in accounting
for income taxes is how to account for the current and future
tax consequences of (i) the future recovery (settlement) of
the carrying amount of assets (liabilities) that are recognised
in an entity’s balance sheet and (ii) transactions and other
events of the current period that are recognised in an entity’s
financial statements.

IAS 12 requires the concept of temporary differences to
be adopted stating that it is inherent in the recognition of an
asset or liability that the reporting entity expects to recover
or settle the carrying amount of that asset or liability. The
reporting entity has to consider whether the recovery or set-
tlement of that carrying amount is probable and will result in
future tax payments larger (or smaller) than they would be if
such recovery or settlement had no tax consequences. If it is

probable that such larger or smaller tax payment will arise, in
principle, IAS 12 requires that the reporting entity recognizes
a deferred tax liability (or deferred tax asset).

The standard gives further guidance concerning the recog-
nition of deferred tax assets arising from unused tax losses
and unused tax credits (IAS 12.34-12.36). It should be noted
that unused tax losses are neither recognized as such in a
reporting entity’s financial statements as an asset or liability
nor could they be regarded as transactions and other events of
the current period that are recognized in a reporting entity’s
financial statements. According to the concept of IAS 12,
however, unused losses have to be recognized in the determi-
nation of a reporting entity’s deferred tax position, as they
will have an impact on the taxes payable in future periods.

With respect to the “noted recapture item” it could be
argued that the standard does not give any guidance for the
accounting of the “noted recapture item” by interpreting IAS
12 closely. Hence, any potential tax obligation has to be rec-
ognized in the year of occurrence only and will, as a conse-
quence, solely affect the respective current tax position.

This interpretation, however, may not reflect the concept
of IAS 12, as otherwise any potential tax obligation based on
the deferral taxation of the “noted recapture item” would not
be recognized in the reporting entity’s financial statements. In
omitting a deferred tax liability, the reporting entity might
not present the net worth, financial position and results cor-
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rectly. At the time IAS 12 was promulgated, the standard set-
ter was not aware of the ECJ decision in Marks & Spencer and
could not anticipate that EU member states would permit a
cross-border loss utilization under tight conditions. Bearing
this in mind, IAS 12 should be applied analogously in the case
at hand by setting up a deferred tax liability for the “noted
recapture item”.

IAS 12.74 states that deferred tax assets and liabilities may
not be offset, among other things, to the extent that the
deferred tax assets and liabilities concerned relate to income
taxes that are raised on different taxable entities or that are
imposed by different tax authorities. 

In a recent statement concerning the implementation of
the EU’s Lisbon Programme on April 5 2006, the European
Commission outlined that a Commission-led expert working
group on the Common Consolidated Corporate Tax Base
(CCCTB) has made “encouraging process” to “enable compa-
nies to follow the same rules for calculating the tax base for
all their EU-wide activities, thereby removing many of the tax
obstacles to companies operating across the Internal Market”.
However, the European Commission has no intention to link
the CCCTB with any proposal to harmonize tax rates. 

Due to the different tax rates applicable in Poland and
Austria the reporting entity is facing the situation in its con-
solidated financial statements that the deferred tax liability to
be set up for the “noted recapture item” in Austria is exceed-
ing the deferred tax asset to be capitalized for the unused
losses in Poland. Hence, it could be concluded that it is con-

ceivable that the deferred tax position increases by the imple-
mentation of a cross-border utilization model provided the
applicable tax rates of the involved jurisdictions are different.
It might also be the case that the difference in tax rates is in
favour of the reporting entity. 

Court’s influence
The simplified case study depicts that even IAS 12 is affect-
ed by the jurisprudence of the ECJ. It would be appreciated
if the IASB Board would give further guidance whether a
deferred tax liability would have to be set up for a “noted
recapture item”. Depending on the IASB Board’s conclusion
it is possible that the European Commission might reconsid-
er its decision not to harmonize corporate income tax rates
within the EU as the problem could be easily solved by a har-
monization of tax rates.
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Lessons learned from
SOX 404

By Larry Quimby and
Joseph Pearce,
PricewaterhouseCoopers,
US

It has been nearly four years since the legislation was first introduced in the US
and businesses and individuals around the globe are still feeling the impact of the
Sarbanes-Oxley (SOX) Act of 2002. Most have been particularly impacted by
section 404 of the Act, which requires an annual report by management regard-

ing internal controls and procedures for financial reporting and an attestation as to the
accuracy of that report by the company’s auditors.

Arguably, no one has felt the sting of SOX 404 more acutely than the tax depart-
ments. Tax departments globally are feeling the pressure as tax, for the second year
in a row, holds the dubious distinction of being one of the most common areas of
internal control failure (material weakness) cited in the adverse opinions filed in
2005 (Year 2).

Before SOX, perhaps due to the many complexities and unusual rules, accounting
for income taxes more often than not was handled somewhat differently than the
other financial statement accounts as there seemed to be less formalized processes.
Often, the tax entries were the responsibility of one individual who kept much of the
knowledge in their head rather than in clearly documented schedules and reports.
Calculations were manual, complex and to a large degree reliant upon information
gleaned from informal conversations with other departments, business units and,
potentially, countries. Taxes were a “mystery”, often deemed more of an art than a
science and a chief financial officer’s comfort over these accounts was probably gained
more through dialogue than through review.

SOX 404 has thrown the spotlight on accounting for income taxes and the results
have highlighted issues at many companies both large and small. A lack of understand-
ing of US Generally Accepted Accounting Principles (GAAP) tax accounting rules,
formalized processes, internal controls and documentation continued to be problem
areas in Year 2. Year 2 has shown that much work is still left to do in the area of
income taxes.

Tax trends and issues
PricewaterhouseCoopers, along with many others, has been tracking public disclo-
sures of confirmed and potential material weaknesses discussed in Form 10-Ks, earn-
ings releases and Form 8-Ks since 2004.
Year 1
The following is a brief list of the areas of failure cited most often in Year 1 which in
certain instances also led to restatement:
• lack of documentation of processes, controls and evidence of controls;
• lack of process and controls over foreign tax provisions;
• lack of understanding of tax risk and where it impacts reporting – “tax contingencies”;
• lack of understanding of US GAAP as applied to income tax accounting; and



• communication and controls breakdown between tax and
units within the organization.

Initially when the deficiencies outlined above were noted
there was an attempt to rationalize and attribute the defi-
ciency to the informal manner in which the tax computa-
tion and review were documented. In many cases, tax man-
agers suggested that they indeed had solid processes and
internal controls, however, those processes and controls
simply were not adequately documented. There was resist-
ance to expand documentation especially in areas that
might be considered sensitive.

However, many of those observations proved unfounded
when company’s remediation of gaps in internal controls
uncovered various errors in the tax accounts. In some cases
the discovery of the error led to a restatement of the financial
statements. In fact, most of the companies that disclosed a
material weakness in the tax area in the first year of SOX 404
also had a restatement.

Also in Year 1 were those tax departments who took SOX
404 as an opportunity to highlight their efforts and resource
needs in the area of income tax accounting. These companies
set forth to enhance the documentation around existing
processes and controls, as well as, implement new processes
and controls in an effort to ensure SOX compliance in Year 1.
In some cases these efforts led to documentation to almost
the desk level which was much more than required to docu-

ment adequately the key internal controls over the financial
reporting of the income tax accounts. In fact, one of the more
significant challenges in the first year was trying to achieve
the balance of documentation and testing necessary to pro-
vide the “reasonable assurance” required by SOX 404.
Year 2
The overall number of adverse opinions has decreased from
Year 1 to Year 2. Unfortunately, tax has continued to be one
of the leading areas of “material weakness” disclosures. 

Most companies that have been through Year 2 have
cleared the documentation hurdle. They have, in large part,
identified those internal controls that are key and rationalized
the documentation needed to evidence the existence and
operation of the control. Having said this, as noted above,
there were still material weaknesses in the tax function.

Year 2 results included certain of the same material weak-
nesses in the tax area as those reported in Year 1. The following
issues were once again reported as issues in Year 2 reporting:
• lack of controls around foreign tax provisions;
• lack of understanding of US GAAP accounting for income

taxes; and
• lack of communication/application of changes in US

GAAP and tax law to the accounting for income taxes.
There were instances where there were material weaknesses
in Year 2 at companies where there had been no material
weakness in the prior year. While we have not done an in-
depth study of these situations, the following observations are
offered as probably explanations.

In Year 1 there was significant focus on the internal con-
trols and remediation of deficiencies before year end. In some
cases it would appear that the remediation, while addressing
the immediate issue, was insufficient to address fully the
underlying issues in the tax process. In other words, a certain
control may have operated effectively in Year 1 due to the
remediation steps taken in Year 1; however, those steps were
never truly ingrained as a permanent improvement in the
process and as a result, did not operate effectively in Year 2.

Another explanation might be that there were certain
issues that were uncovered in Year 2 that may not have been
highlighted in Year 1 for whatever reason. For example, if a
company did not have any acquisitions in Year 1, it would not
necessarily be evident that a company’s controls around
recording deferred taxes as part of purchase accounting did
not operate effectively. 

Finally, businesses change. They change their systems,
the people change positions and in some cases the business
itself expands into new markets and/or products. Each of
these changes impact the internal controls applied to the
accounting for income taxes. Failure to recognize the impact
of these changes may lead to deficiencies that did not exist
in the prior year.

It is no secret that management, audit committees and
boards of directors have become more active and more
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engaged in the financial reporting process and the internal
controls around those processes. SOX 404 is not viewed as a
periodic compliance exercise to the company stakeholders,
rather it is an ongoing process and a mindset. 

It is also apparent that although great strides have been made
in addressing gaps in controls when comparing Year 1 to Year 2
the results indicate that, tax still has room for improvement. 

So, what issues still need to be addressed and what does
the future look like for tax departments? 

Specific issues – what still needs to be addressed?
Material weaknesses can be isolated and specific gaps in inter-
nal controls can be remediated, but a micro approach may
only result in a temporary solution. One cannot assume that
controls that have operated effectively in the past will oper-
ate effectively in the future. 

A major challenge for many tax departments will be the
need to embrace the discipline of maintaining, executing and
documenting “controls” as part of the day to day activities.
The truly effective tax department of the future will identify
those key activities that can provide value and insure that they
leverage those activities to the fullest extent.

In the future, the success of the tax department may hinge
on vigilance and a holistic approach to internal controls and
tax risk. Rather than documenting a multitude of control
activities and adopting a compliance mentality, (individuals
focusing on sign-off on checklists) tax departments must
focus on those controls that provide the reasonable assurance
that there are no significant errors. Having said this, many
organizations may find that a well designed checklist that
challenges the preparer to consider and document their activ-
ities can be a valuable tool. From a SOX 404 perspective, the
objective is to provide reasonable assurance that no significant
errors go undetected in the identification, computation and
financial statement reporting of the tax accounts.

The concepts of this holistic approach may be captured by
a series of questions. The persons responsible for tax controls
should be able to identify, document and test the responses to
the following questions:
• How do I know that changes in tax laws, regulations and/or

judicial decisions have been identified and the implications
to the tax accounts accurately evaluated on a timely basis?

• How do I know that the tax implications of changes in
accounting pronouncements (including those not directly
applicable to the tax accounts) have been identified and
the implications to the tax accounts accurately evaluated
on a timely basis?

• How do I know that the data/information that is being
provided and utilized in the tax computation is complete,
accurate and received on a timely basis?

• How do I know that the tax laws/regulations and the tax
accounting principles have been applied properly to the
information received?

• How do I know that the computations are accurate
(including consideration of systems and spreadsheets used
in the computation)?

• How do I know that the tax amounts computed are
recorded properly in the general ledger?

• How do I know that the disclosures included in the finan-
cial statements are complete and accurate?

Each organization must review their processes and procedures
to determine how they address these questions. For a decen-
tralized organization, this may involve numerous individuals
throughout the organization, many of whom may not be in the
tax department. In these situations, there may be a series of
control activities that build on each other to provide the rea-
sonable assurance. In an organization that is highly central-
ized, one might see fewer overall control activities. In these
organizations the issue may become one of identification of
redundant controls given the potential implications of a defi-
ciency in a single area.

One other significant hurdle as companies move forward
will be the identification and training of resources. This
includes resources that not only understand tax technical
issues and the related tax accounting but also understand the
concepts of internal control.

Different 404 attitudes
At the macro level, SOX 404 may equate to enhanced corpo-
rate responsibility, enhanced financial disclosure, and a means
to prevent corporate and accounting fraud. At the micro level,
from the perspective of a vice-president of tax and a tax
department, SOX 404 may be seen as a blessing or a curse. 
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For those unprepared or unwilling to comply, SOX 404
will mean increased administration, pressure, scrutiny and
anxiety. These are the individuals resistant to change who
believe that nothing of value can come from SOX 404.

For those ready to meet the challenge, SOX 404 will mean
process improvement, efficiency, best practices and a direct
line management. SOX 404 can be the tool to improve com-
munications, responsiveness and the position of the tax
department in the hierarchy of the company. 

Those that realize that SOX 404 is not merely a project
but a behavioural shift in thinking and actions will be better
positioned to take advantage of SOX 404 and elevate their
departments to the next level. Those who think of SOX 404
as a “pass/fail” exercise will most likely continue to struggle
and feel the increased pressure of poor performance.
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The importance of tax
reporting

By Thierry Morgant,
Landwell & Associés,
France

T he tax function in most groups has changed significantly over the last few
years because of regulations and the overall financial environment. Even
before regulators started to emphasize internal control requirements and
put significant pressure on internal functions to document and explain the

entire financial information, a large number of tax directors have seen their job
description change to include or increase their responsibility for strange concepts such
as effective tax rates, deferred tax and fiscal effects reflected directly in the net equi-
ty of the consolidated financial statements.

Implementation of International Financial Reporting Standards (IFRS) has entailed
a final change in the usual organization of most European groups whereby the tax
director is responsible now for the financial disclosures on income taxes included in
the published financial statements or, for the luckiest, co-responsible only with the
head of the accounting/consolidation department.

Having said this, income taxes do not create more information to publish than any
other line of the income statement and balance sheet. It is also not very complicated
to determine a taxable income and to assess a corporate income tax payable in one
particular jurisdiction. Therefore, the information to be published on income taxes
should not be a major issue for groups. 

However, income taxes have been identified as the primary source of material
weaknesses by the SEC for US listed groups. Income taxes also are a significant
source of discussion with the legal auditors at year end and a source of headaches for
many in the organization of large groups.

There are reasons for that. And these reasons justify taking particular steps to
reduce the burdens associated with income taxes accounting. The main action may
well be the implementation of a system of tax reporting that will organize and simpli-
fy the collection of information on income taxes. However, implementing a new sys-
tem will not in itself be the ultimate solution, nor will it reduce the management’s
expectations of tax-efficient planning. There should thus probably be more to tax
reporting than pure accounting and financial disclosure.

What makes tax a complex matter when it comes to accounting for
income taxes?
A brief overview of the accounting standards applicable to income taxes is sufficient
to convince anyone that the calculation and anticipation of income taxes in consoli-
dated financial statements is a complex activity.

The main issues faced by international groups are the need for mixed technical
skills in the central tax function and the size of their perimeter.
Requirement for mixed accounting and fiscal technical skills
Among many other difficulties, one notes the need for an understanding of local juris-



diction tax concepts and accounting rules (at least a general
understanding), the need for an understanding of accounting
adjustments to the applicable group standard and an under-
standing of consolidation eliminations that will define ulti-
mately what should be part of the published financial state-
ments and what should not.

One may also need to understand other complex account-
ing mechanisms such as calculation of pension assets and liabil-
ities, impairment of tangible and intangible assets or purchase
accounting entries. When adding to the list late entries and
true-up adjustments, one may well consider changing position.

In general terms, accounting standards require that you are
able to provide a reconciliation of differences between local
tax positions and consolidated positions on every line of the
balance sheet. The nature of such differences, temporary or
permanent, will determine the calculation of a deferred tax or
the creation of a reconciliation item in the consolidated tax
proof for permanent differences in the income statement.

Perimeter
This is easy to understand and, to some extent, easy to
achieve on a legal entity basis. But it becomes more compli-
cated when dealing with hundreds or thousands of entities.
And gets even more complicated when the reporting entities

are not legal entities but business management entities.
Reconciliation of local tax positions may quickly turn into a
nightmare without a tax return on a specific perimeter. And
you are supposed to achieve all of this on thousands of report-
ing units located in dozens of countries and during a year-end
closing process.

Two different approaches can be used. The first approach is
to delegate responsibilities and documentation obligations to the
reporting entities. This is the easy approach for central func-
tions. But it will certainly create problems in the tax manage-
ment of the group and will materially reduce the tax function’s
ability to improve a position over which it does not have control.
Information in this area as in many others remains critical.

The second approach is to ensure that the fiscal informa-
tion, prepared locally and reported adequately to the central
functions, will be self-explanatory and sufficiently detailed or
documented for a limited central team to review and approve
it to an acceptable deadline.

This is not a man’s job, rather a machine’s job, and that is
what tax reporting formats are made for.

Implementing tax reporting as a solution to some
complex issues
Such a decision will likely provide several immediate benefits
on otherwise burdensome matters.
Management of side effects in the tax accounts
A common experience for anybody in a tax function has at
some stage been a requirement to explain the net change in
the balance sheet deferred tax accounts. The basic situation is
an opening liability of 100, an income statement expense
effect of 20 and a closing position of 120.

Such a situation is an easy one. And also a totally unrealis-
tic one because there will be currency translation adjustments
coming through, because there will be a need to account for
newly consolidated operations and because acquisitions of the
period create direct net equity entries.

All of these adjustments are easy to understand and easy to
demonstrate on a limited group of entities. But they are real-
ly impossible to document manually without the assistance of
a consolidation system on a decent number of entities. A cen-
tral function then only can rely upon information provided by
local entities and are in a passive role with all the conse-
quences that has for efficiency.

Using an integrated reporting system for income taxes will
allow a tax function to deal with these individually minor but
consolidated critical items automatically and organize them in
an efficient way.
Effective tax rate reconciliation
Other elements should be looked at in detail to improve
efficiency. Reconciling the group’s effective tax rate for
instance is a tremendous exercise when it has to be done
manually at central level. Significant items or events of the
period are well known by central functions. But the devil is
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in the detail such as local adjustments to the taxable base,
effects of prior year adjustments, withholding taxes, local
tax credits or incentives. 

A vast number of effects, either on the consolidated net
income before tax or on the tax charge, must be considered
to reconcile the effective tax rate fully. And most people
agree that it is more a systematic exercise than a complicated
one. Then a machine can do it and let tax teams spend time
on in-depth investigations rather than collection of informa-
tion and running after explanations in some countries of the
consolidated perimeter.
Management of local tax group effects
This is another key example of improved efficiency obtained
from dedicated tax reporting.

Many jurisdictions have consolidated tax regimes in their
legislations. These tax regimes generally apply to legal entities
that are held under a common parent, whether in the same
jurisdiction or not, depending on the tax rules.

In many groups the consolidated financial statements are
dealt with by a business activity rather than by legal entity.
Therefore, it is highly difficult to obtain a consolidated net
income before tax for the perimeter of a particular tax group
and to have the effects of the tax group declared and reflect-
ed properly at central level. It is however very interesting to
determine an effective tax rate at the level of local tax groups
and to be in a position to assess the performance of local tax
functions on the financial statements for instance.

For these objectives to be met, there is a basic requirement
that must be observed.
Tax reporting as part of financial reporting
Ideally, a tax reporting must be integrated in the reporting for the
financial statements, that is to say as part of the consolidation
package every entity must report centrally at closing periods.

Without integration, numbers in the tax reporting are
unlikely to agree with the financial statements and will
require a significant amount of work before being used, which
will take a tax executive a couple of steps back.

It is also important to acknowledge that local teams and
individuals who are in charge of the financial reporting package
will prepare the information. It will therefore be much easier
for them to do so using the same integrated system rather than
duplicating their work in two different software or solutions.

Finally, since the tax reporting will be aimed at explaining
and documenting accounts of the financial reporting package,
it makes sense to have the information in the same package
and to ensure that all critical accounts are reconciled automat-
ically. In this respect, it will most often be possible to retrieve
the information automatically from consolidation elimina-
tions to have them included in the tax reporting section and
to ensure that they will all be dealt with according to the
group’s principles.

Having gone through the main advantages of an integrated
tax reporting approach, the organization of such information

and the various uses that can be made of tax reporting need
to be discussed.
General structure of tax reporting
Income taxes for accounting purposes are made of three dif-
ferent items:
• local tax adjustments contribute to almost all of current

tax effects and some of deferred tax effects;
• accounting adjustments between local GAAP and group

GAAP may contribute to current tax accounts and defi-
nitely contribute to deferred tax accounts; and

• consolidation adjustments are essential to the understand-
ing of the effective tax rate.

Therefore, understanding the details of these three steps is
necessary to obtain useful information and the collection of
such information should follow a similar construction. This
will also help identify the individual who can explain a partic-
ular number.

Another requirement is to obtain a clear understanding and
forecast of the deferred tax effects, which will reverse with a
cash effect (deferred taxes from local tax adjustments) and
those to be reversed with accounting effects only (deferred
taxes from GAAP adjustments).

Finally, collecting the income tax base through an integrat-
ed detailed format strongly facilitates the documentation
process. Only where you provide for tax adjustments sepa-
rately can you reconcile these to a local tax return. Only
where you provide for GAAP adjustments separately can you
reconcile these to the published financial statements and to
the locally audited financial statements under local GAAP (in
countries where statutory accounting remains compulsory).

Such a reporting structure will thus help everyone within
the organization and will give the central tax function the
information it needs to achieve its objectives.

As previously discussed, tax reporting should not limit
itself to the documentation of the published tax informa-
tion included in the financial statements and should
include more specific information for the tax management
of the group.

Instrument for the general tax management
Collecting and organizing critical detailed information
In addition to the recently added obligation to validate all tax
information included in the financial statements, one of the
main objectives of tax departments remains to optimize the
overall tax position of the group. Studies demonstrate that
effective tax rate improvement has a direct impact on a com-
pany’s earnings per share and the market value of such shares.

Assuming that all tax planning and strategies will affect the
effective tax rate or the net debt position of the group ulti-
mately, a tax function is essential to financial improvement
and performance.

This being said, multi-million euro optimization is
unavailable and not obvious on a daily basis. Even groups
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with a low sensitivity to tax risk and a high appetite for
aggressive tax schemes may not identify or implement such
strategies regularly.

One way to ensure that the overall tax position is managed
appropriately is to verify regularly a number of individually
minor accounts that may be of higher benefit globally. In all
groups, entities or countries exist where, for example, fiscal
losses are not activated and where tax depreciation leads to
creating tax losses to be unrecognized or forgiven because of
expiry dates.

Identifying and following up such matters regularly will
allow you, even if not definitely reducing the effective tax
rate, to ensure that there are no easy wins left for the
group’s tax strategies. This definitely matters in a tax man-
agement process.

Most of the information needed to optimize the global tax
position is available through the requirements of accounting
standards but need to be reorganized or provided in greater
detail so it can be used quickly at central level. Therefore, tax
reporting may typically be made up of two sections, one for
financial purposes and one for pure tax purposes.

Depending on the central tax team objectives, specific
areas can indeed be emphasized, such as:
• follow-up and forecast of cash positions on income taxes;
• identification of recurring permanent differences;
• management of tax contingencies and associated addition-

al costs vs savings;
• management of internal tax costs associated with financial

flows; and
• identification of cash traps within chains of holdings for

payments of dividends.
All of this information is needed, one way or another, to
understand the financial statements when it comes to
income taxes but is rarely disclosed to be efficiently man-
aged by the tax function. It can be prepared on a case-by-
case basis only, depending on the focus that has been decid-
ed by management.

A case-by-case basis is necessary to avoid requiring infor-
mation that will not be used at central level. And there are
many places from where no specific information is necessary
because of historic knowledge, great efficiency of local teams
or communication on a regular basis.

Against that, for those locations where the tax situation is
complex or needs further investigation, it is preferable to hav-
ing organized flows of information to avoid spending hours on
e-mails and phone conversations. E-mails and phonecalls will
still be necessary but will be based on already shared informa-
tion, reconciled with the financial statements and directly
useful to the central tax function.

Ultimately, a carefully developed tax reporting system may
be used as a very useful element of the group’s tax strategy.
Such a strategy should therefore be considered upfront when
designing the tax reporting system.

Usual drawbacks associated with tax reporting may ulti-
mately improve the overall tax process
This takes us to the main issues faced in the implementation
and management of an integrated tax reporting system.
Ignoring the system itself, the implementation and manage-
ment of an integrated tax reporting system will only depend
on the quality of the information reported into it.

It will of course improve the confidence in the collected
information and calculation process; it will include controls
and warnings to ensure a certain level of consistency on a
global basis. But it will not trace all human errors or mistakes
in the assessment of income taxes.

Training of local teams in the broad concepts of income
taxes accounting remains essential and is necessary more than
ever to explain how things should work and be disclosed.

This may be viewed as a consequence of a tax-reporting
project but really is not in fact. Quality of the resources and
of the training proposed for all individuals within the organi-
zation has always been and will remain for a long time a key
element of a good performance. Tax reporting will just
emphasize any issue a little more in this area.

In a similar area, increasing the detail of the financial
reporting increases the level of work required from local and
central team. That is true, and is also not.

Under IFRS and US GAAP, the standard calculation meth-
ods for assessing income taxes are similar and based on balance
sheet reconciliation, as already discussed. Formalized tax
reporting is of course not requested but should logically be pre-
pared anyhow for assessment of the accounting figures report-
ed in the consolidated financial statement. Hence, a tax report-
ing process only replaces various different local methods and
processes, with a group approved and controlled methodology.

This can be viewed as more complex, but is more efficient
and secure too.

Tax reporting advantages
Tax reporting tools may therefore benefit large international
groups hugely and are thus being looked at by many compa-
nies in Europe. This is especially true in countries where
accounting was not historically part of the tax function or in
situations where the management of accounting positions on
income taxes becomes too time consuming and is viewed as
an obstacle to tax optimization or rationalization.

Implementing a tax reporting system will typically gen-
erate several benefits for management and key users of the
tax information. The most appreciated consequences of a
decision to implement one would definitely include
improved quality and knowledge of the tax information,
with benefits for financial publications and optimization of
the tax charge, emphasis on local teams interests and com-
petencies on tax matters and, for the lucky ones, identifica-
tion of previously unrecognized deferred tax assets, with a
direct impact on net income.
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Managing global tax
compliance

By Claire Lambert and
Janet Lucas,
PricewaterhouseCoopers,
Australia

This chapter discusses the impact the changing face of the corporate governance envi-
ronment has had on multinational corporations’ attitude to the management of world-
wide tax compliance obligations.

Organizations around the world continue to struggle with the ongoing tide of cor-
porate governance developments, which require the capacity to demonstrate ade-
quate risk management and control of all facets of the business. The management of
tax and associated compliance obligations is not immune from scrutiny, and the pres-
sure to deliver higher degrees of confidence. For tax directors of multinational organ-
izations, demonstrating appropriate management and control of tax in all jurisdictions
can be a confronting task, given the varying types of levies and imposts, legislative
complexities, and differing revenue authority approaches.

Historically, many multinational groups have taken a decentralized approach to tax
compliance, delegating the management of tax compliance obligations to local in-
country finance teams. With boards taking a more active interest in ensuring that tax
compliance is being managed on a timely and effective basis by the global tax team,
it is however, the global tax director who the questions are directed at. How does the
global tax director obtain the degree of confidence needed to respond to enquiries,
while proactively advising the board, of where the management of responsibilities has
been delegated?

Lately there has been an increasing trend in corporates adopting a more centralized
compliance approach, with global tax directors and their teams taking on a proactive
role in ensuring the company’s tax compliance obligations around the globe are being
captured and met.

This chapter focuses on the key challenges that global tax functions face in man-
aging tax compliance. It canvasses options for responding to those challenges in devel-
oping a strategy for managing compliance, as well as tips on how successful organiza-
tions are responding to some of the barriers that typically present on implementation
of any change in approach.

Key challenges 
In an ideal world, the global tax team of a multinational corporate would:
• know the status of all group tax returns around the world by country, timing of

lodgements, pending audits, areas of revenue authority focus, and relevant legisla-
tive developments;

• have confidence that a consistent approach to risk management was applied around
the world, tax returns and filings are accurate and materially correct, and that plan-
ning opportunities are readily identified, and reflected in returns and filings; and

• have ready access to quality information for planning purposes, such as net oper-
ating losses, tax credits, tax costs, and copies of relevant advices and filings.



In the ideal world the global tax director and his/her team
would be able to confidently demonstrate to the board that
tax compliance is under control and being proactively man-
aged, demonstrating a valuable business contribution.

However in reality, the tax functions find it difficult to
obtain compliance nirvana, when constantly faced with chal-
lenges such as:
• complex rules and regulations which are subject to ongoing

change;
• limited quality resources;
• lack of a coordinated service, managing multiple service

providers;
• difficulty accessing consistent reliable information, from

around the globe;
• uncertain costs, and
• shrinking timeframes.
Organizations must nonetheless respond to these challenges
in order to ensure that the risk of financial loss through lodge-
ment failure, error or misrepresentation, legal disputes and
reputational damage is kept within tolerable thresholds.

Global compliance strategy
There are a number of key components to developing an
effective global compliance strategy. These include:
• establishing clear risk management objectives and guide-

lines for the management of the organizations tax compli-

ance – the guardrails for day-to-day operational activities;
• project management – ensuring compliance activities are

monitored and stay on track;
• coordination of local teams – ensuring somebody close to

the business and the country, who understands the envi-
ronment co-ordinates activities;

• easy, real time access to reliable, relevant information;
• communication and escalation protocols – ensuring that

sensitivities are alerted to and responded to having regard
to risk management guidelines;

• standardization of compliance processes as appropriate, and
• appropriate local territory resourcing.
These key components are delivered through designing a glob-
al compliance arrangement that is based on the right combi-
nation of the following: people, process and technology.

People
As with most business functions, the core component of a tax
function is its people (both external and internal team mem-
bers). Critical to the success of any global tax compliance
strategy is having the right people, with the right skills,
focused on the right issues at global, regional and local levels.
People will carry the responsibility for risk management strat-
egy, process design, project management and operation.
Global
At a global level, there is a trend towards allocating the
day-to-day management of global compliance to one per-
son at head office. This role is likely to involve the super-
vision of local in-house teams, liaison with external service
providers or a mixture of both. It is at this level that risk-
management standards and protocols should be established
through liaison with relevant stakeholders within the busi-
ness, such as representatives from risk and strategy, inter-
nal audit, and finance.

Where the role involves the supervision of local in-house
finance teams, to ensure that the tax team can influence the
local teams, there is a trend to the implementation of dotted
reporting lines from local finance teams to the central tax
team in respect of tax matters.
Regional
Companies with a large global footprint often have regional
tax teams located in strategic locations – for example a
London-based team with responsibilities for Europe. It is
important to have these teams play an active role assisting the
global tax team with the coordination and project manage-
ment aspects of managing tax compliance.
Local
It is at a local level that identifying the right people to prepare
and review tax returns and filings can be most challenging and
is worthy of extended comment. Most multinationals do not
have dedicated tax specialist resources in all locations around
the world as the relative size of some individual country oper-
ations does not justify a full-time tax resource. With in-house
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tax expertise often restricted to global and regional levels,
local country tax returns are either prepared in-house by the
finance team or external service providers and it is here that
we see the most variation in approach.

Assessing what is the right resource combination is a risk-
assessment exercise. Some simple questions to assist in delib-
erations are:
• Is there sufficient resource in-house to ensure the timely

and accurate preparation of the tax returns/filings?
• Does the person reviewing and approving the returns/fil-

ings have sufficient expertise and knowledge of both the
entity in question and local tax laws? Are they capable of
effectively working with the compliance tools in place and
understanding the risk management protocols?

• Is an alternative resource available (with the required
knowledge) if the present internal compliance preparer(s)
leaves the organization?

• Can the internal team deliver the relevant information that
the global tax team require on a timely basis? Do they have
the necessary project management skills and expertise?

If the answer to any of the above questions is no, then it is
imperative to consider what alternative resources are avail-
able, or what additional controls might be put in place to alle-
viate any exposure. A key option for consideration here is the
use of an external service provider to fulfil the local compli-
ance obligations in either a preparation or review capacity.

Whatever the right combination in the circumstances, it is
recommended that for each country an individual is identified
to take ownership of compliance, whether this is the supervi-
sion of the in-house preparers or liaison with the external
service provider. The successful management of compliance
in that country should be built into their performance metrics
or key performance indicators.

Process
Once you have an understanding of capabilities and the
resources available to implement and manage the strategy, the
processes that will be followed need to be considered, agreed
and documented and the resources attached thereto.

Design of the process gives life to risk management proto-
cols and controls. Many organizations will standardize com-
pliance processes at a local level before then overlaying with
appropriate management processes for co-ordination and
project management. At both levels it is important to address
the role of the tools that will be used and the people who are
to use them.

Process design will generally be managed through a com-
bination of global resources in setting guidelines and stan-
dards, as well as global reporting needs. Local level resources
will be involved in managing matters that are specific to the
local territory.

This chapter focuses on the processes around the manage-
ment of compliance at a global level and the coordination role

that the global and regional tax teams will play, and how that
might be structured.

The following table breaks down some of the key manage-
ment activities that need to be identified and addressed in
designing and implementing a coordinated compliance tax
strategy.

In practice, the allocation of these activities will vary
between two extremes:
• an all-encompassing role whereby the global and regional

tax teams have a large part to play in the management of
overseas compliance or a high level oversight role and all of
the activities identified above rest therewith, or

• using a single service compliance provider globally, relying
on them to take on the bulk of the coordination and con-
trol of the local compliance processes.

Most organizations fall somewhere in the middle, and what is
best once again becomes a question of matching the people to
the role, and working within budgetary and resource availabil-
ity constraints.

One factor that does particularly come into play here is
individual preferences, as some tax directors prefer to have a
more hands-on role than others. Further, in practice, where a
single service provider is engaged globally to manage local ter-
ritory delivery, it generally makes sense to outsource the coor-
dination role.
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Technology 
Technology can add a great deal of value to the management
of global compliance and the sophistication of the tools being
employed is ever-increasing. 

The key uses of technology in supporting an organization’s
global compliance strategy, which support all elements of strat-
egy from risk management through to delivery, are as follows:
• Status tracking reporting tools – what is the compliance sta-

tus in various countries around the world? What is out-
standing?

• Data repository – storing of key documents and data – for
example tax returns and tax payments, and providing real
time access to key information.

• Monitoring – monitoring revenue authority review and or
tax audit status.

• Computation or calculation – either local territory specific
or more extensive – for example global tax reporting or
accounting tools.

Technology can be a great enabler, reducing time spent and
improving the quality of information available in managing
global compliance. In the short term, companies must howev-
er commit to the investment of time to guarantee the success-
ful implementation and ongoing use of technology.

Important things to address include ensuring:

• project management of technology, development, informa-
tion and rollout;

• appropriate user participation in development of the tech-
nology;

• definition of clear procedures for technology updates,
usage, and access controls;

• provision of training, and
• ongoing training, monitoring and testing.
In particular when using technology as a communication plat-
form, it is important to ensure that there is a commitment from
both local and global teams to the use of the tool and updating
of information it contains. This is best managed through incor-
poration of responsibilities into performance metrics.

To sum up on global compliance strategy, designing a strat-
egy that delivers to the key compliance components identified,
requires a combination of people, process and technology.

What is the right combination will vary from organization
to organization, depending on their risk-management objec-
tives, the territorial dimensions, business complexity and rev-
enue authority attitude. Incorporating the capacity to vary the
approach to developing the right combination to respond in
different territories, without compromising quality and risk-
management standards, is crucial to the design of the global
compliance strategy.

Barriers to change
Most global tax teams see the benefits for their organization
of implementing a global compliance strategy and getting
their arms around compliance. They like the idea of no sur-
prises. However, many find the task daunting. This is under-
standable considering the challenge of dealing with multiple
countries, differing tax compliance requirements, as well as
language and cultural barriers. 

Reasons offered for reluctance vary but include:
• “I don’t want to upset the local finance teams, they have

been working with their local service provider for years;”
• “It will involve too much change;”
• “I don’t have time to consider it at the moment;”
• “It will be too painful to undertake the transition;” and
• “If we change providers, we will lose knowledge and data

in respect of historical issues.”
In today’s environment companies are realizing that they need
to overcome these barriers in order to gain long-term benefits.
Successful organizations work through these barriers with
minimal pain through careful upfront planning and attention
to change management. Some of the common elements of
successful strategies include:
• Drafting and agreeing a project plan with target milestones

and deadlines.
• A clear communications programme and commitment to

ensuring the buy-in of all stakeholders at key times of
process development. This ensures understanding of orga-
nizational objectives and country level needs.
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Communication
• Reporting to the board
• Single point of contact for local teams
• Regular interaction with local teams

Data management
• Management of data gathering process (for example tax returns, tax

data such as net operating losses) and report generation
• Filing of data in accordance with agreed protocols, ensuring accessible

to relevant parties

Management
• Status monitoring – tax return preparation, tax payments, audits

(monthly/quarterly)
• Management of compliance issues arising/troubleshooting
• Input into tax udits and disput resolution with loca tax authorities

Planning management
• Collation of planning opportunities identified during local compliance

process
• Evaluation of planning

Risk assessment
• High level profiling of the tax risks facing the organisation, and prioriti-

zation thereof

A coordinated tax compliance strategy



• A commitment to a transition programme that involves
education and training on all aspects of the process, key
actions, individual roles, and use of tools, and collection of
required historical data. 

• Transition champions – ideally these individuals should
have the necessary language skills and should be readily
accessible taking into account international time zones.
These individuals are ideally suited to ongoing regional
coordination roles.

• Appropriate use of external resources – third parties can
be used in many ways, such as providing additional
resources, broad experience, ideas and support.

Looking forward
In responding to globalization and corporate governance pres-
sures in the area of tax compliance, organizations are trending
towards centralization of the management of tax compliance
and reporting.

Increasingly, global tax directors are reaching the conclu-
sion that they need adopt a formal tax compliance strategy
and communication plan to gain greater control over the com-
pliance process. In-house resource constraints are also leading
them to consider alternative resourcing options, including
outsourcing, particularly core service provider arrangements.

Through careful planning, stakeholder management and
sensitivity to organizational needs at a local as well as global
level, it is possible to design a strategy for management of
compliance that delivers the right combination of resources to
achieve organizational objectives. Key to the success of the
ongoing strategy will be the design and implementation of the
role of the central coordinator.

As the corporate governance environment continues to
evolve, so will the coordination and management of global tax
compliance as leading organizations respond to the challenge.
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The rise of XBRL in
tax

By Lindsey Domingo,
PricewaterhouseCoopers,
Belgium

Corporate reporting continues to be in the spotlight. Companies are already
overburdened by the multiple reporting requirements of investors, credi-
tors, tax and other regulators and other stakeholders, and there is no indi-
cation that such demands will slow down. It is quite the opposite. 

This often now requires reporting departments to re-use and inefficiently re-key
or reformat the same data in order to produce different reports in different formats
to meet their myriad of reporting requirements.

Regulators in every sector face the challenges of collecting, processing and report-
ing information more efficiently, accurately and cost effectively. New rules, such as
International Financial Reporting Standards (IFRS), Basel II and the Sarbanes Oxley
Act for the US Securities and Exchange Commission registrants, only exacerbate the
challenge. As regulators’ responsibilities evolve over time to changing issues and man-
dates, they must improve the value of the information that they collect and report,
while controlling the cost of compliance for companies.

Standards-based reporting on the basis of a digital reporting language could provide a
solution to these issues, by facilitating how businesses provide information to investors,
markets and regulators. Developing and encouraging the adoption of a common digital
business reporting language – for the broader class of business reporting information
including tax information – is the goal of eXtensible Business Reporting Language
(XBRL). It is a global, collaborative effort joined by tax administrations around the world. 

What is XBRL? 
XBRL is an open information standard for representing business reporting. The under-
lying concept is fairly straightforward. Instead of treating the information in a report
as a block of text, as in a standard webpage or printed document, XBRL provides an
identifying tag (comparable to a barcode) for each individual item of data (revenue
for example) and can also be applied to a specific block of text (a business descrip-
tion for example). These tags can be read directly by a computer, hence reducing the
need for manual re-keying and interpretation, and automating the validation and pro-
cessing of this information. 

Derived from XML (extensible markup language), recommended by the world-
wide web consortium (W3C), XBRL is available worldwide under a royalty-free
licence from XBRL International, an independent and collaborative consortium of
over 450 organizations representing all areas of the business reporting supply chain.
The consortium is focused on the development of the XBRL specification (defined
later), and other materials to promote the adoption of XBRL.

XBRL International is comprised of local jurisdictions, typically representing a country
or business reporting regime (International Financial Reporting Standards for example).

XBRL applications include, but are not limited to:
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• external financial and business reporting;
• internal financial and business reporting;
• reports to tax and other regulatory agencies, authorities

and governments;
• credit and loan applications;
• statistical data;
• ledger level data (including the general ledger, payable and

receivable); and
• other forms of business reporting.

How does XBRL work?
The XBRL specification defines the use of XML for the pur-
pose of business reporting; it is the technology platform for
transporting information contained within business reports
seamlessly from one application to another. It governs how to
build taxonomies and instance documents.

An XBRL taxonomy is a standard description and classi-
fication system, or dictionary, for the contents of business
reports, and addresses specific reporting requirements
(Belgian GAAP or IFRS for example). Many accounting
and reporting software products today can already auto-
matically use taxonomy elements to tag an XBRL docu-
ment, or users can do this manually using publishing appli-

cations such as Microsoft Office.
An instance document is an electronic report in XBRL for-

mat containing elements from one or more taxonomies, and
associated values originating from source systems (accounting
systems for example). It could represent, for example, an
annual financial statement, a company earnings release or a
number of ledger entries. It can be rendered in different for-
mats using rendering tools, as illustrated above.

There are two main areas of focus using XBRL to develop
agreement on business reports. One of these concentrates on
printed reports and forms, such as financial statements or tax
returns. This area, known as XBRL for financial reporting
(FR), is being adopted today by many countries to improve
their electronic filing (e-filing) programmes and reduce the
regulatory burden while increasing the efficiencies of collect-
ing, preparing, and sharing reporting data.

The second area of XBRL is XBRL GL, the standardized
global ledger. The global ledger is a single, generic, extensible
and modular taxonomy framework for standardizing informa-
tion from transaction through end reporting – essentially all of
the information found in a typical accounting system. XBRL
GL was designed to facilitate the simultaneous capture and
representation of information for both books and tax purpos-
es, capturing permanent and timing differences, tax-specific
accounts and entries, and information needed for both direct
and indirect taxation.

One key issue is the availability of appropriate agreed-upon
taxonomies. A number of those are now available or under
development, covering requirements such as:
• IFRS general purpose taxonomy;
• IFRS banking (extension);
• local GAAP taxonomies in UK, Germany, Netherlands,

and Belgium;
• US GAAP taxonomy framework;
• extensions for Commercial & Industrial, Banking &

Savings, Insurance, and Investment Management; and
• credit risk taxonomy.

Drivers increasing the relevance of XBRL
Historically, many tax departments have had relatively manu-
al processes and relied upon spreadsheets to support compli-
ance and other decision-making processes. Some of their tax
returns can represent as many as 60,000 printed pages. While
spreadsheets may be appropriate for low-volume, non-com-
plex data management issues of a one-off nature, they have
inherent limitations in terms of audit trail, integrity and reli-
ability, and are leading organizations to look to more robust
systems for managing compliance.

The US experience with Sarbanes Oxley has demonstrat-
ed that companies that did not have adequate focus on con-
trols in relation to tax reporting and tax compliance were like-
ly to report significant control deficiencies or material weak-
nesses in the tax area.
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These tax departments are also under increasing pressure
to do more, with less help from their auditor. They are being
forced to increase the efficiency of their processes, and are
also looking at centralization and outsourcing, as well as
enabling technologies, amongst other solutions, to provide
the answers. 

Some of the features that these technologies need to deliv-
er include:
• shared data access by internal and external resources and

applications;
• greater emphasis on controls and data quality (audit trails,

access controls, edit and validation checks for example);
• ability to efficiently use data from general ledger systems

for tax reporting purposes (for example automatic pre-
population of working papers);

• ability to extract timely information from different geo-
graphical locations or business units for compliance or
other decision-making; and

• integration of tax reporting for financial purposes and for
compliance with tax authorities.

Furthermore, tax administrations, as we will describe later,
are themselves starting to allow or mandate XBRL for filing
purposes. 

The benefits of XBRL
XBRL offers many advantages over traditional business
reporting formats to both reporting companies and regulators,
stemming from the fact that information produced once and
represented in XBRL format can be efficiently re-used many
times. Computer applications are able to treat XBRL data
more intelligently: they can be designed to recognize the

information in an XBRL instance document, select it, analyze
it, store it, exchange it with other applications and display it
automatically in a variety of formats for users.

XBRL thus greatly increases the efficiency of processing
data, reduces the risk of error and enhances automated vali-
dation capabilities.

More specifically XBRL provides the following:
• Key benefits for regulators and governments in general are

electronic filing (e-filing), reduced reporting burden,
improved timeliness of data, improved accuracy of data,
and enhanced analytics leading to a more effective overall
regulatory environment.

• Tax administrations will be able to reduce compliance bur-
den, the cost of handling paperwork and error rates;
increase self-service and value-added services and commu-
nication with all parties – taxpayers, tax preparers, tax fil-
ers and other government entities, as well as moving
toward that standardized e-audit tool with the potential
for a more real-time audit environment.

• Tax preparers will be able to service their clients more effi-
ciently, more often, and with greater transparency into cur-
rent and historical data.

• The flexibility of XBRL facilitates prompt compliance
with additional disclosure requirements and new reporting
standards. For instance, XBRL can help financial institu-
tions meet the Basel II disclosure requirements by easing
the collection and analysis of required information from
different sources. 

• XBRL can help credit institutions streamline their credit
assessment processes, by automating the input of credit
data (annual reports for example) for immediate process-
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ing, reduced errors, improved risk assessment and moni-
toring, and profitability analysis.

• XBRL provides companies with a more effective means to
communicate with their stakeholders and a more uniform,
less risky method of integrating information from various
parts of the company. It also provides investors with a
more efficient way to analyze companies – thereby enhanc-
ing the overall transparency, integrity and trust of the cor-
porate reporting environment. 

• Software developers will find their products less subject
to obsolescence and more usable by a broader target
audience.

Supporters of XBRL among the tax community
Many of the world’s tax administrations are working
together to leverage the standards environment, influence
existing market efforts, and support efforts relevant to
their needs. These groups have different goals and differ-
ent constituents, but share an acute interest in XBRL.
They all recognize the value of a single, global standard for
representing everything necessary along with audit infor-
mation supply chain and facilitating the reestablishment of
the seamless audit trail.

XBRL, and in particular XBRL GL, have received support
from OASIS (Organization for the Advancement of
Structured Information Standards) Tax XML, a group dedi-
cated to promoting XML-based standards and interoperabili-
ty concentrating on tax administrations and those with whom
they exchange information, and the OECD Taxpayer Services
Subgroup, representing tax administrations from leading
nations. Their support was published in the OASIS Tax XML
position paper, now in its second edition, which was provided
to OECD Taxpayer Services and received their recommenda-
tion. It is also available at the Tax XML website.

The Tax XML position paper points to two other OASIS
efforts as important to tax administrations: universal business
language (UBL, developing standards to represent trade doc-
uments) and customer information quality (CIQ, developing
standards for names and addresses).

Under OASIS Tax XML there is a subgroup called the Tax
XBRL Liaison SC. This working group was begun to offer
resources to support XBRL, encourage Tax XML values by
XBRL and to promote use of XBRL by tax administrations.
The group has also been working to understand and influence
standards organizations relevant to the audit trail to facilitate
the reestablishment of the seamless audit trail.

Another task group under the OECD, the Tax e-Audit Task
Group, is working on compiling and publishing the require-
ments for “Standard Audit Files,” to encourage business soft-
ware developers to provide more standardized data exports
for tax audit uses. The OECD Tax e-Audit Task Group has
published a simple XML representation of that set of require-
ments; they also indicated that an audit file is fully realized

when it is standardized and holistic, with full realization in a
format like XBRL GL. 

Representatives from both OASIS Tax XML and OECD
Tax e-Audit are involved in making sure XBRL GL properly
represents the content required by the Standard Audit File
and by member organizations. 

Who is adopting XBRL
The Australian Prudential Regulation Authority was the first
organization worldwide to adopt and deploy XBRL in live
operation back in 2002. Many other regulators have since fol-
lowed suite including:
• the Federal Financial Institutions Examination Council and

the Securities and Exchange Commission in the US;
• the Tokyo, KOSDAQ (Korean equivalent of NASDAQ),

Shanghai, Shenzhen and Toronto exchanges;
• the Belgian Finance and Insurance Commission, which man-

dated XBRL as filing format for the quarterly filing of IFRS
financial statements for financial institutions as from 2006;

• the National Bank of Belgium will expect annual accounts
to be filed in an XBRL format as from January 2007;

• the Bank of Spain is using XBRL as filing format for the
financial institutions under its supervision; and

• the Committee of European Banking Supervisors (CEBS)
strongly recommends the use of XBRL by its members
(European banking regulators) for capital adequacy report-
ing as from 2007.

With such increasing international support for XBRL, it is not
surprising that some of the tax administrations have already
begun to allow or mandate XBRL for e-filing and planning the
drill down to the XBRL GL level.

One of the best-known success stories is the Netherlands
Taxonomy Project. The Dutch tax office, working with many
other governmental agencies including statistics and national
accounts filing, collaborated to find overlapping requests for
information and simplify the request of information from tax-
payers. This work resulted in an incredible decrease from
180,000 reporting data elements to 4,000, resulting in an
expected decreased in compliance burden recently quoted at
€900 million ($1,130 million) annually.

The Japanese tax office is also already accepting XBRL fil-
ing and the Australian Tax Office and New Zealand Inland
Revenue are planning to implement a similar model to the
Dutch one.

UK’s HMRC (Her Majesty’s Revenue and Customs) has
also been developing XBRL taxonomies to work in conjunc-
tion with the UK financial reporting taxonomy. HMRC
recently announced: “All companies should be required to file
their company tax returns online, using XBRL, and make pay-
ments electronically, for returns due after 31 March 2010.”

Numerous other countries are actively involved in explor-
ing the relevance of XBRL to their administrations, including
the IRS in the US.
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Why this has not happened sooner 
Progress has perhaps been slower than expected. The imple-
mentation of XBRL has been hampered by the following:
• Change is rarely easy, especially in a voluntary collaborative

environment relying upon win-win-win solutions and con-
sensus among all parties.

• Taxpayers have not moved to implement XBRL on their
own waiting for software developers. The companies
themselves often lack the internal tax systems knowledge
and have relied on the past on their auditors. This might
change with the new requirements that auditors cannot be
relied upon for tax guidance and with increased focus on
XBRL encouraging the software developers to act.

• XBRL, and especially XBRL GL, provides a holistic
approach to the company’s problems and is therefore not
just a tax or finance issue; its adoption is not a simple,
quick fix, but needs to be driven by the need for real effi-
ciency. 

• There has been some confusion and competition in the
standards marketplace, both generally, related to e-filing
and related to e-audit. The support of tax administrations
in their position papers from Tax XML and the public suc-
cesses of XBRL in the tax environment may help here.

• The XBRL specification had to reach a sufficiently mature
and stable level as a basis for building taxonomies.
Software tools were initially not sufficiently mature.
Developers had to wait for end users to tell them what
they wanted, while end users were waiting for software
developers to deliver solutions. In addition, software
developers are hesitating to be the first to incorporate stan-
dards into their product for fear that users will take the
standard data from their systems and move to other appli-
cations. End-user demand coming from regulator require-
ments and benefits may help in this area.

• Companies may hesitate due to fear of too much trans-
parency; but collaboration and benefits that regulators may
offer for sharing information may help them overcome
those objections – especially if companies and regulators
can collaborate to make sure that sensitive information
stays sensitive.

• Areas such as providing assurance or certification over
XBRL documents, and ensuring the security of XBRL doc-
uments, still need further development.

A new set of tools
The tax community will be significantly impacted by XBRL
and stands to benefit from its application. Tax executives are
encouraged monitor and to participate in XBRL develop-
ments and to provide feedback to standards organizations and
tax administrations. 

With XBRL tax professionals have a set of tools to improve
their internal reporting environment; with XBRL GL, the
standardized global ledger, in particular, they can be laying

down a framework to improve the health of the organization
and markedly improve the tax information environment.
XBRL should therefore be addressed as a key element of their
requirements when contemplating re-engineering their tax
reporting processes or deploying new software.

Tax management in companies

www.internationaltaxreview.com 43



www.internationaltaxreview.com44

Tax management in companies

Tax as a driver of
shareholder value

By Heleen Joman-
Dijkhuizen,
PricewaterhouseCoopers
Belastingadviseurs NV,
Netherlands

Until now the main stakeholders interested in the tax position of a compa-
ny seemed to be the tax director of the company, its tax consultant and
the tax authorities. This is in the process of changing; the number of
stakeholders interested in the tax position and tax strategy will be grow-

ing and may also include analysts and investors. As Henderson Global Investors men-
tions in their report: “The way a company manages its tax affairs is directly relevant
to shareholders, influencing important figures in the accounts and thus company val-
uations and investment decisions.” 

Shareholder value is a well-established measure of corporate performance; but how
important is tax and the tax department’s contribution to creating shareholder value? 

It seems that tax has not yet been treated with the same focus as other items of
equivalent size in the profit and loss account influencing shareholder value or as an
item which could influence an investment decision. As indicated by Citigroup, they
are concerned that the market generally struggles with or ignores tax risk.

This chapter discusses why tax is difficult to understand and why it is impor-
tant to gain an understanding of tax risks and tax position of a company. It analyzes
two subjects that can provide information on the tax position of companies and
suggest the kind of questions which are and could be raised by analysts and
investors in the future.

What the research says
Profitable companies in general contribute around 25% to 40% of their net earnings
to corporate income taxes. The total tax bill, including withholding taxes, (unrecov-
erable) indirect taxes and payroll taxes, is substantially higher than just one third of
the net earnings.

The UK Hundred Group calls this the “total tax contribution framework”. Tax is
therefore an important number in the accounts of companies. As shown by a
PricewaterhouseCoopers study in 2004, an important driver of shareholder value is
cash tax paid. The analysis in this report shows that the impact of effective tax man-
agement on shareholder value can be significant.

Tax is more and more headline news and therefore increasingly recognized as a
major risk by companies. Research has indicated that companies that reported no
internal-control weaknesses in 2004 or 2005 showed an average share-price gain of
27.7% between March 31 2004 and March 31 2006. Companies that did report inter-
nal-control deficiencies in both 2004 and 2005 saw an average share price decline of
5.7%. A substantial part of all internal-control weaknesses reported were related to
tax and therefore seem to influence the share price of a company.

Further, according to a survey of Institutional Shareholder Services (ISS), corpo-
rate governance is becoming increasingly important to European investors. Jean-



Nicolas Caprasse, managing director of ISS, said: “Although to
date, continental European investors have lagged behind their
counterparts in North America and the UK in terms of the
priority they place on corporate governance, this study shows
that attitudes are clearly changing.”

Already in 2004 Nick Bradley noted in Corporate
Governance: an International Review: “the good news is the
discovery of an increasing amount of new evidence suggesting
that these links [between performance/return and gover-
nance] do exist.” 

Eisenhofer and Levin concluded recently in Corporate
Accountability Report that based on a review of various
researches carried out that: “Simply put, good corporate gov-
ernance does, in fact, pay.

A 2005 ISS report also comments: “Companies with bet-
ter corporate governance have lower risk, better profitability
and higher valuation.” 

Henderson Global Investors indicates in its FTSE350 sur-
vey report that they will continue its ongoing dialogue with
companies and take part in the wider debate on tax, risk, gov-
ernance and corporate responsibility and will be an important
stakeholder to take into account analyzing the tax position of

a company. Other parties such as The Tax Justice Network are
part of a debate over concerns in Accountancy Age in February
2006 on “greater demand for disclosure from companies of
how they meet their tax responsibilities” and that tax is part
of good corporate governance and that there is an ethical side
to tax (Het financiele dagblad, April 1 2006).

Why is tax difficult to understand?
In general tax issues are complex and are dealt with by spe-
cialists as it requires an understanding of specific terminology
(such as fiscal unity, participation exemption, loss-relief rules
and phantom taxable profits on intra group transactions).
Especially in the international context as it also requires an
understanding that in every country different tax rules are
applicable.

In order to understand and to be able to analyze tax, cer-
tain principles should therefore be understood. For example,
accounting profits are subject to significant adjustments in
order to calculate profits chargeable to taxation (for example
dealing with tax rather than commercial depreciation rates). 

Numerous adjustments are made to the accounting num-
bers based on local taxation rules. These adjustments can, for
example, be based on the fact that dividends between two
group companies may be exempt from taxation or based on
different depreciation rates. 

Tax rules are often unclear. Jokingly, one can say often it is
a grey area. It is almost never black or white. There are few
predictable numbers but there are a lot of uncertainties with
many, frequent changes in tax law, sometimes even with ret-
rospective effect.

Therefore, questions on tax from analysts rarely provide
for a detailed response as tax and tax risk are generally not
well understood or found difficult. For example when a ques-
tion was raised about a specific tax item during the publica-
tion of the quarter-one results by a Dutch multinational com-
pany, the chief financial officer responded that tax was too
difficult and he could not explain. The question is whether
analysts will be satisfied with such an answer in the future or
will require further explanations on tax risks and the tax posi-
tion in the annual accounts. 

There is reluctance to provide too much detail on tax risks
and tax planning. However, under the International Financial
Reporting Standards (IFRS) and most other generally agreed
accounting principles (GAAPs) and due to recent legislative
changes, such as Sarbanes Oxley, certain disclosures on the
tax position are required. And as indicated by the Securities
and Exchange Commission chairman, Christopher Cox,
recently, there is a discussion on the possibility of requiring
additional tax disclosures (Associated Press, May 1 2006).

Why it is important
Tax risk is a key risk facing companies and therefore worthy
of analysis. The significant tax risks companies are facing that
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can influence shareholder value are (among others):
• Reputation risk - the risk of becoming headline news;
• Cash flow risk - also described as tax audit risk – cash

payable relating to previous years; and 
• Regime risk – influence on future cash flows due to, for

example, a change in attitude to tax planning, or the ten-
dency in Europe to lower corporate income tax rates. Most
investor rating services already include an assessment of
the control environment as part of their overall evaluation
of the company. These can have a significant impact on
investor decisions and the company’s cost of capital. In
these risk and control assessments tax will be an increas-
ingly new but important factor to take into account.

A PricewaterhouseCoopers study entitled Global Retail &
Consumer Tax Benchmarking Survey 2004 shows that a
reduction of the cash tax rate of companies has a huge impact
on shareholder value. The impact of a 1% reduction in cash
tax rate on shareholder value should not be underestimated. 

The study shows that the effect of a single percentage
point reduction in cash tax rates can be the equivalent of the
company generating a 12% to 15% increase in its sales over a
10-year period. Tax saving is essentially pure profit. This is
confirmed by research of Citigroup and is called the “tax
lever”. The report says that small tax rate reductions can have
the profit equivalent of significant increases in revenues.
Therefore changes in the tax rate can influence shareholder
value and the share price of a company.

To successfully manage the tax charge, companies should
therefore formulate a clear tax strategy. In particular corpo-
rate tax departments should ensure they have an integral role
in business planning and finance teams should be appraised on
post-tax results. According to the PricewaterhouseCoopers
study in 2004, there is a strong correlation between a compa-
ny’s tax strategy and its effective tax rate; a company’s atti-
tude to tax management, and to some extent risk, is very
important in influencing the tax charge. 

As two examples show, a company’s tax position may
influence the perspective of analysts and investors and there-
fore may influence the share price of a company. For example
in the case of Sligro, a Dutch company; a tax benefit raised its
share price and analysts raised the share price target based on
a slightly lower future tax rate.

The search-engine company Google blamed tax for missing
analysts’ expectations on their fourth quarter 2005 net-earn-
ings per share and had a significant drop in their share price
after publication of the results. According to Scott Kessler, an
analyst for Standard & Poor’s who, at that time, had a sell rat-
ing on Google, the matter is: “indicative of the company’s
ability to effectively plan and evaluate”.

In addition, the Henderson report, Responsible Tax, says:
“understanding the principles and policies framing tax man-
agement also helps investors assess companies’ ability to
achieve their business and financial objectives.”

How to analyze a company’s tax position
The section below analyzes the tax position of a company on
basis of: 
• effective tax rate (ETR) calculation and reconciliation; and 
• tax loss utilization in the accounts.
ETR calculation and reconciliation
First of all, a calculation and review of the effective tax rate
can be done. International Accounting Standard (IAS) 12
paragraph 86 provides: “The average effective tax rate is the
tax expense (income) divided by the accounting profit”.

ETR is often used by the board or audit committee to
measure the performance of the tax department. Also ETR is
and can be used to benchmark the performance of a compa-
ny in comparison with its peers. A substantially lower ETR
than competitors may indicate a high-risk profile. For exam-
ple as mentioned in the Citigroup report: “X seems to be
prime example of a company whose tax rate is remarkably
low, and the geographical distribution of whose profits seems
eccentric given its distribution of sales. One possible explana-
tion is aggressive use of transfer pricing, which opens up the
question of sustainability.”

ETR alone does not provide for sufficient information and
includes distortions due to, for example, exceptional one-off
non-taxable or non-deductible items or goodwill amortization.

Therefore, further information can be obtained in the dis-
closure to the accounts. One of the disclosures based on IFRS,
and most other GAAPs is the: “explanation of the relationship
between tax expense (income) and accounting profit”. This is
also referred to as the effective tax rate reconciliation.

The purpose of the ETR reconciliation is to explain the
relationship between tax expense (income) and accounting
profit is unusual and to understand the significant factors that
could affect that relationship in the future.

The ETR is calculated in either or both of the following
forms: 
• a numerical reconciliation between tax expense (income)

and the product of accounting profit multiplied by the
applicable tax rate(s), disclosing also the basis on which the
applicable tax rate(s) is (are) computed; or 

• a numerical reconciliation between the average effective
tax rate and the applicable tax rate, disclosing also the basis
on which the applicable tax rate is computed.

The disclosure required by IAS 12 paragraph 81(c) should
enable users of financial statements to understand whether
the relationship between tax expense (income) and account-
ing profit is unusual and may be affected by factors such as: 
• revenue that is exempt from taxation;
• expenses that are not deductible in determining taxable

profit (tax loss);
• the effect of tax losses; and
• the effect of foreign tax rates.
Information included in the ETR calculation and other items
of the tax disclosures can be used to determine risk factor. 
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Once ETR reconciliation is made a comparison can be
made with the cash tax rate. Low tax payments indicate a
divergence between tax and accounting profits and so have
potential informational value for stakeholders. In case of a big
difference between ETR and cash rate this is in general due to
deferred taxation or loss utilization.
Tax loss utilization – recognition and valuation-deferred
tax assets
Deferred tax assets and loss carry-forward disclosures can be
highly relevant in determining the value of a company. Under
IFRS a deferred tax asset should be recognized for all
deductible temporary differences to the extent that it is prob-
able that taxable profit will be available against which the
deductible temporary difference can be utilized. 

For a deferred tax asset convincing evidence should be
available that there will be sufficient taxable profit in the
future against which the unused tax losses or unused tax cred-
its can be utilized. If losses are not accounted for as they are
unlikely to be recovered in the foreseeable future they must
however be disclosed.

The disclosure on existence of unused tax losses could be
evidence that future taxable profit may not be available. Is a
company running out of losses? That could indicate an
increasing tax expense. There is a significant possibility for tax
shielding future earnings and existing tax losses can therefore
offer hidden value in mergers and acquisitions.

An example is the merger between Alcatel and Lucent.
After the merger, the combined company is expected to use
the projected US earnings of Alcatel and likely savings from
the merger against the net-operating losses of Lucent and
according to a money manager “they are not going to be a US
tax payer for the next 10 years at least.”

What analysts are asking
The Tax Council Policy Institute conducted a survey among
tax directors at Fortune 500 companies and reported its find-
ings in February 2006. The survey asked the question: “Have
Wall Street Analysts inquired about an item at your organiza-
tion in the past two years?” The results were that 81% had
received a question on ongoing effective tax rate, 52% on
impact of tax legislation and 26% on ongoing cash tax rate.

Based on recent developments and the understanding that tax
and tax risks may influence shareholder value, questions which
may be expected from analysts and investors are as follows:
• Your ETR is substantially lower than the median of your

competitors. Can you explain the risks involved? Or alterna-
tively the other way, your ETR is substantially higher than
the median ETR for your competitors, can you explain?

• Under corporate governance rules the Audit Committee
must review the company’s tax-planning policies. Can you
briefly outline your tax strategy?

• In your annual accounts you mention that the company is
exposed to a number of different tax risks which could

have a significant impact on the local tax results. Could
you specify what you mean by significant?

• In your annual accounts no mention is made in your risk
report on tax risks. Does this mean there are no tax risks?

• There is divergence between the tax charge of, for exam-
ple, 35% and the cash tax rate of, for example, 15%. Can
you explain the difference? Can you provide for a forecast
of your expectation of the cash tax rate for the next year?

• Could you specify in which countries the majority of the
operational losses are located? I am asking this question to
calculate a potential tax risk of losses carried forward in
case of a reduction of the local corporate income tax rate.

• The risks described in your statements seem all corporate-
tax related. Is that assumption correct? Does this imply
that no tax exposures exist with respect to sales and/or
other indirect taxes and wage taxes?

• In setting your strategic approach to tax, what considera-
tion have you given to implications for the company’s rep-
utation with the government (tax authorities), employees
and the public at large, and the relationship between tax
strategy and the company’s position on corporate social
responsibility?

Further, credit rating agencies are also beginning to include in
their credit evaluations a company’s ability to enumerate its
risks and will no longer be satisfied purely with numbers; they
want to see how a company arrived at them. 

It is also stated by Henderson in their report Responsible
Tax: “Simply reporting figures for tax provided or paid does
not allow a rounded understanding. It is essential to provide
contextual information on principles and policies, and their
practical implications, so that readers can gauge whether
reported tax payments appear ‘appropriate’.”

A valuable opportunity
Tax only is not a sufficient item for an (des) investment decision
but seems certainly relevant. Analysts and investors will there-
fore become more educated on tax and more sophisticated in
the kind of questions they will raise and they will no longer be
satisfied with an answer that tax is too difficult to explain.

It is likely that greater understanding and consistency will
begin to emerge over time as analysts and investors see and
respond. In the meantime, companies may need to look at
how to enhance explanation, market education and intelligi-
bility of the financial statements. Companies need to be able
to anticipate and respond to analysts, investors and other key
stakeholders’ rapidly increasing appetite for information.

While there is naturally a risk in openness, companies to
fail to meet analyst expectations may face the greater risk of
undervaluation and higher cost of capital. 

Tax strategy can offer a valuable opportunity to enhance
investor understanding and improve relationships with key
stakeholders such as analysts and investors. Improving quali-
ty, clarity and comparability on the tax position, which is
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often regarded as too difficult to understand, can provide for
shareholder value.

Companies should review their tax function, determine
the key objectives, attitude to risk and appropriate methods
to implement and valuate these objectives; the objective is to
operate a tax function that delivers value-added, cost-effec-
tive solutions that meet the commercial requirements of the
company. Effective tax management is vital to any organiza-
tion, not only because of the impact on an organization’s bot-
tom line, but because of future shareholder value, reputation
and directors’ liabilities.
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