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Introduction
A substantial academic literature exists on the theory of the tax audit under the methodological framework of “cooperative compliance”.[footnoteRef:1]  This term refers to a type of responsive tax audit originating in sociological theory,[footnoteRef:2] and as now implemented by many taxing authorities around the world, including in the United States, Australia, the United Kingdom, Sweden, and the Netherlands.[footnoteRef:3]  Such programs can be thought of as a type of “tax incentive”[footnoteRef:4] made available exclusively to large corporate taxpayers providing limits on how the corporate tax audit will, or more aptly, will not, be conducted.[footnoteRef:5]  Perhaps the most conspicuous examples of these types of collaborative tax enforcement programs are here in the United States and include the (i) IRS’ CAP Program,[footnoteRef:6] and (ii) IRS’ FIN48 “Policy of Restraint” initiative.[footnoteRef:7]  Since an extensive literature already exists on the topic of cooperative compliance, this article will focus on recent evidence, the respective policy effects of such programs, and propose an alternative realist model of the corporate tax audit.[footnoteRef:8]   [1: * Bret N. Bogenschneider, PhD, JD, LLM; Assistant Prof. of Accounting & Taxation, Indiana University, East; bnbogens@iu.edu. Thank you to Benjamin Walker for helpful comments.  Any errors are those of the author. 
 See OECD, Cooperative Compliance: A Framework: From Enhanced Relationship to Co-operative Compliance, OECD publishing (July 29, 2013). http://www.oecd.org/publications/co-operative-compliance-a-framework-9789264200852-en.htm.]  [2:  Valerie Braithwaite, Responsive Regulation and Taxation: Introduction, 29 LAW & POLICY 3 (2007); John Braithwaite, The Essence of Responsive Regulation, 44:3 UBC LAW REV.  475 (2011); see also Sjoerd Goslinga, Maarten Sigle and Robbert Veldhuizen, Cooperative Compliance, Tax Control Frameworks and Perceived Certainty About the Tax Position in Large Organisations, 5:1 J. TAX ADMIN. 41, 43 (2019) (“Cooperative compliance programmes also fit in with the broader literature on tax compliance, in which it is recognized that the relationship between tax authority and taxpayer is not adversarial per se; and that trust and cooperation can increase voluntary compliance.”) citing Valerie Braithwaite, A New Approach to Tax Compliance, in Taxing democracy. Understanding tax Avoidance and Tax Evasion at 1-11 (Aldershot: Ashgate, 2003); V. Braithwaitee, K. Murphy & M. Reinhart.  Taxation Threat, Motivational Postures and Responsive Regulation.  29:1 LAW & POLICY 137 (2007); E. Kirchler, C. Kogler & S. Muehlbacher, Cooperative Tax Compliance: From Deterrence to Deference.  23:2 CURR. DIR. PSYCH. SCIENCE 82 (2014); D.J. Ventry, Cooperative Tax Regulation, 41:2 CONN. LAW REV. 431 (2008). ]  [3:  Judith Freedman, Responsive Regulation, Risk, and Rules: Applying the Theory to Practice, 44:3 UBC LAW REV.  627, 640-1 (2011) (“The [OECD] framework was informed by the experiences of jurisdictions which have already established such cooperative relationship such as Ireland, the Netherlands, and the U.S…. [T]he Dutch horizontal monitoring system does require that the tax authority is satisfied with the company´s tax control framework and that the audit committee of the company is obliged to review the company´s strategy for tax planning.”) Lotta Bjorklund Larsen, What Tax Morale?  A Moral Anthropological Stance on A Failed Cooperative Compliance Initiative, 5:1 J. TAX ADMIN. 26 (2019) (discussing the failure of the cooperative compliance initiative in Sweden); van der Hel-van & Poolen, Horizontal Monitoring in the Netherlands: At the Crossroads.  67:12 BULL. INT’L TAX. 673 (2013), p. 674.]  [4:  Alicja Majdanska & Jonathan Leigh Pemberton, Different Treatment, Same Outcome: Reconciling Cooperative Compliance with the Principle of Legal Equality, 5:1 J. TAX ADMIN. 111, 114 (2019) “[Cooperative compliance] is not based on deterrence, but aims instead to encourage voluntary compliance.  It can be thought of as a form of tax incentive, under which taxpayers obtain some benefits in exchange for greater transparency.”). ]  [5:  Id. at 114 (“The essence of the co-operative compliance model is an exchange of transparency for certainty.  The taxpayer is expected to offer full disclosure in respect of its tax position, while the tax administration should provide the taxpayer with certainty about its tax treatment, ideally in advance and certainly earlier than might otherwise be the case.”). ]  [6:  See Dennis de Widt, Emer Mulligan & Lynne Oats, The US Compliance Assurance Process: A Relational Signalling Perspective, 5:1 J. TAX ADMIN. 145, 151-5 (2019).]  [7:  Memorandum for LB&I Employees, Uncertain Tax Positions - Modified Policy of Restraint dated March 23, 2011 https://www.irs.gov/businesses/corporations/uncertain-tax-positions-modified-policy-of-restraint see also Internal Revenue Service, Announcement 2010-76, Requests for Documents Provided to Independent Auditors, Policy of Restraint and Uncertain Tax Positions, www.irs.gov/pub/irs-drop/a-10-76.pdf citing Financial Accounting Standards Board (FASB) ASC 740-10. (The Internal Revenue Service is expanding its policy of restraint in connection with its decision to require certain corporations to file Schedule UTP [Uncertain Tax Positions], Uncertain Tax Position Statement, and will forgo seeking particular documents that relate to uncertain tax positions and the workpapers that document the completion of Schedule UTP.); see also Bret Wells, Voluntary Compliance: This Return Might be Correct but Probably Isn´t, 29 VA. TAX REV. 645, 656 (2010).  ]  [8:  The realist model discussed here is based on: Russell J. Leng, Influence Techniques in Militarized Crises:  Realpolitik versus Reciprocity in Reconstructing Realpolitik at 101-22 (Wayman, Diehl eds.) (Univ. Michigan Press, 1994) at 126 (“Classical realism assumes that political action is the manifestation of an ongoing struggle for power, a struggle that has its roots in human nature.  Politics consists of the pursuit of interests defined as power.  At the international level, the realist views states as unitary actors who base their actions on a calculation of national interest in terms of their relative power.”] 

By way of background, many large corporations have applied for and been granted access to the CAP Program, including Wal-Mart Stores, Inc. (hereafter “Wal-Mart”) resulting in tax avoidance benefits that are alleged by an insider to exceed $2.6 billion to that company.[footnoteRef:9]  Notably, that figure is attributable solely to that one corporate taxpayer from just one overseas affiliate.[footnoteRef:10] Yet, this affiliate represents merely one of perhaps hundreds within the corporate structure of Wal-Mart many of which might also have been similarly designed to achieve hidden tax avoidance benefits.  Such a high degree of tax avoidance should be expected more widely in respect of the other approximately 180 corporate participants in the CAP program,[footnoteRef:11] meaning that high-dollar figures of tax avoided may be considered typical for program participants.[footnoteRef:12] An estimate of the amount of aggregate tax avoidance resulting from the lack of comprehensive audits due to participation in the CAP program should therefore be measurable in the many billions of dollars.   [9:  Max de Haldevang, Quartz. Yahoo! Finance. Walmart dodged up to $2.6 billion in US tax through a “fictitious” Chinese entity, former executive says. https://finance.yahoo.com/news/walmart-dodged-2-6-billion-151531554.html ]  [10:  Wal-Mart defended the position on the grounds that it was enrolled in the CAP Program.  “Wal-Mart dodged” Note XX (Walmart rejected that assessment. “These issues were raised years ago, independently and thoroughly investigated at the time and the tax year covering the matter has been closed by the IRS,” a company spokesman said in an emailed statement. “The IRS also has an on-site office at Walmart full-time, year-round. Through our participation in the IRS Compliance Assurance Process [CAP] program, we have open and transparent discussions, proactively share information about corporate structures as they occur, including this matter, and provide other materials the IRS requests.” Walmart has been in the voluntary CAP program since 2005.]  [11:  de Widt, et al. at 151 (“As of August 2016, there were 181 taxpayers participating in the permanent CAP programme…”).]  [12:   See generally Wells at 659-60 (‘Thus, the environment today is that companies are required to document on an issue-by-issue basis their uncertain tax positions, to provide this self-assessment analysis to their external auditors, and then to disclose the aggregate financial impact of the company's unsustainable tax positions in their financial statements… The top ten companies with the largest unrecognized tax benefits had claimed a combined $46 billion of tax benefits for positions that in their own self-assessment were not sustainable.’).] 

The magnitude of tax avoidance resulting from the CAP program likely represents many multiples of the total enforcement budget of the IRS of $11.7 billion per annum.[footnoteRef:13]  Accordingly, the recent evidence from the Wal-Mart affiliate indicates that the proffered tax enforcement windfall that cooperative compliance programs supposedly offer – that is, better tax enforcement with an allocation of less enforcement resources[footnoteRef:14] – is not remotely plausible because the lost revenue from just one affiliate of one corporate taxpayer exceeds 1/6th the entire operating budget of the IRS in respect of all taxpayers.  One purpose of this article is to suggest that the failure of cooperative compliance in practice relates to its underlying theory which does not accurately describe the actual methods of the corporate tax audit.  A revised theory of the corporate tax audit is proposed here premised on Realpolitik,[footnoteRef:15] referred to here as “Real-Überprüfen” (tr. Real-Audit).[footnoteRef:16]  Other tax scholars have previously identified the need for a realist perspective in the context of cooperative compliance, but then made the case against “strategic” tax audits against large corporations,[footnoteRef:17] and in any case did not translate such an ideal into an alternative theoretical model.   [13:  IRS Budget & Workforce https://www.irs.gov/statistics/irs-budget-and-workforce.]  [14:  Majdanska & Pemberton at 112 (“[T]he concept of co-operative compliance is one which allows countries to reconcile the objectives of achieving improved, tax compliance, greater transparency and a tax system that offers compliant MNE taxpayers greater tax certainty and lower compliance costs.”).]  [15:  Ira S. Cohen, Realpolitik: Theory and Practice (Dickenson Pub. 1975), 171-3 (“The Theory of Realpolitik:  Premise I.  States have strategic interests upon which their relative securities depend. Premise II.  Most strategic interests are based upon geographic realities, for the alter are very much involved with the matter of power. Premise III. Frequently, two or more states will find that their strategic interests require the attainment of mutually exclusive goals. Premise IV. Wherever there exists a situation wherein mutually exclusive security goals are sought, the potential for war exists, for one or both of the contenders may choose to resort to war in order to upset the balance of power to his own advantage.”); See also Gary Goertz & Paul F. Diehl, International Norms and Power Politics in Reconstructing Realpolitik, 101-22 (Wayman, Diehl eds.) (Univ. Michigan Press, 1994) at 104 (describing internal inconsistencies in realism and Realpolitik models of international relations).]  [16:  Infra, Part V, at XX.]  [17:  Leigh Osofsky, The Case Against Strategic Tax Law Uncertainty, 64 TAX L. REV. 489 (2011).  ] 

An important aspect of the appeal of cooperative compliance programs relates specifically to Europe because European tax law differs from American tax law in that the direct state-sponsorship or “State-Aid” to multinational firms is prohibited by the Treaty of the Functioning of the European Union, effectively, the European constitution.[footnoteRef:18]  Much to the contrary, in the United States, tax competition is not only legal, but the concept has become ingrained into the American subconscious.  A presumption that relatively lower corporate taxes must be good for the local economy thus permeates much of the tax policy discourse; and, the economic theory of what is referred to as “corporate tax competition” provides an academic basis for the idea notwithstanding an astonishing lack of any viable empirical evidence to support it.  An example of the lack of an empirical basis for corporate tax competition can be easily found in the state of Texas which is often held out as an illustration of the benefits of tax competition because of its lack of an income tax.  However, until very recently with the passage of repeal legislation, Texas maintained a capital stock franchise tax that levied a balance sheet tax on retained earnings of large corporations[footnoteRef:19] – a type of non-income based tax viewed extremely unfavorably by tax competition advocates[footnoteRef:20] – rendering Texas actually one of the worst tax destinations for a profitable company seeking to avoid tax on retained or accumulated profits.  Nonetheless, a rapid level of economic growth in Texas occurred during that very period of time when the capital stock franchise tax was in effect at relatively high rates, especially on those corporations that did not reinvest capital into productive business pursuits.  This illustration offers evidence for the view that tax policy so-designed to encourage capital reinvestment or pay some tax is likely to cause economic growth and not low tax rates alone.  The economic experience of the state of Texas provides substantial evidence for that essentially scientific-view of tax policy design premised on evidence as opposed to views based on ideas of “common-sense” or moral philosophy which always seem to conclude that corporations and the wealthy should never be required to pay much tax.[footnoteRef:21]   [18:  Treaty of the Functioning of the European Union, Article 107.  ]  [19:  See Texas Senate passes bill to cut franchise tax paid by businesses — later.  https://www.texastribune.org/2017/03/21/texas-senate-passes-bill-cut-franchise-tax-later/ ]  [20:  Id. (“Texas’ business community has long called the franchise tax an unnecessary burden, and high-profile Republicans have sought its demise. Often called a “margin tax,” it taxes a businesses' gross receipts.”).]  [21:  For a full explanation of science and scientifc methods applied in the context of tax policy see: Bret Bogenschneider, Causation, Science & Taxation, 10:1 ELON LAW REV. 1 (2017).] 

The lesson of tax policy is that many international tax scholars view cooperative compliance programs as a mechanism to make Europe more inviting to large corporations seeking to avoid or minimize tax[footnoteRef:22] similar to US tax policy.[footnoteRef:23]  The genesis of this belief seems to be that the United States has many profitable and successful large corporations often seeking to expand into European markets, so if Europe wants to copycat that prototype for economic success it should encourage corporate expansion by lowering corporate tax rates.  As will be explained in Part III,[footnoteRef:24] the legal basis for cooperative compliance is superfluous, and the only plausible reason for a government to publicly announce such a cooperative program is to advertise to large corporations that the jurisdiction will not strictly enforce the tax laws.  Further evidence for this view can be found in the academic tax literature itself, where scholarly advocates for cooperative compliance have suggested that cooperative compliance is not in violation of the EU constitution without using the words “State-Aid” apparently so as to keep that issue under the radar for as long as possible.[footnoteRef:25] [22:  For an explanation of how the threat of corporate migration influences European thinking on tax policy see Freedman at XX (“Recent migrations or threats of migrations of large, prominent companies out of the United Kingdom have shown how important it is that the government fosters a good relationship with corporate taxpayers and correctly calibrates its framework for dealing with tax risk and unacceptable tax planning. We have seen companies threatening to move, and in some cases actually moving, away from the United Kingdom because they are unhappy with the tax system. This alone should not determine tax policy.”).]  [23:  Osofsky at 132 (“The United States has become a world leader in reforming its large business compliance sector, moving away from a command-and-control model toward an emphasis on cooperation and negotiation.”).]  [24:  Infra, Part III at XX.]  [25:  See Majdanska & Pemberton at 137 (“[A]s long as the programme does not grant any direct economic advantages, it should be a proportionate measure.”).  A so-called “proportionate measure” would render the cooperative compliance program lawful pursuant to EU law. ] 

The advocacy of these cooperative programs at the OECD and elsewhere thus reflect an attempt to reduce the tax levied on large corporations as a means of tax competition in a misguided attempt to aid the local economy;[footnoteRef:26] such advocacy also appears to be premised on a raw mistake in the belief that large corporations are short of investment capital and this shortfall is inhibiting economic growth and capital investment.  In fact, large corporations are flush with surplus cash,[footnoteRef:27] and the tax departments at these firms spend most of their time trying to figure out how to avoid taxes levied on the surplus cash, often resulting in stock buy-backs rather than dividends to the shareholder.[footnoteRef:28]  Another possible explanation for the widespread enthusiasm for cooperative compliance programs is regulatory capture, alternately referred to as “reg-neg,”[footnoteRef:29] where the taxing authority simply does not enforce the tax laws against large corporations.[footnoteRef:30]   Prof. Burton predicted similar outcomes in an early and significant paper on cooperative compliance.[footnoteRef:31] The European Commission has for its part challenged various methods of tax competition as a type of prohibited State-Aid, as with initiatives of corporate tax competition previously implemented in Ireland,[footnoteRef:32] Gibraltar,[footnoteRef:33] Belgium,[footnoteRef:34] and elsewhere. This paper predicts that a similar challenge will eventually be lodged in respect of cooperative compliance programs designed to deliver State-Aid to large corporations, with such programs representing nothing less than a type of state sponsorship or advertisement toward a lack of a meaningful tax audit toward the “most-favored” category of corporate taxpayer. [26:  See e.g. Larsen at 26 (“[Cooperative Compliance] has been promoted by the OECD’s Forum on Tax Administration, the International Fiscal Association (IFA) and Fiscalis (EU collaboration for the exchange of information and expertise among national tax administrations), as well as various national Tax Administrations (TAs), as an efficient and modern way of working.”).]  [27:  See Repatriated profits total $465 billion after Trump tax cuts - leaving $2.5 trillion overseas. www.marketwatch.com/story/repatriated-profits-total-nearly-500-billion-after-trump-tax-cuts-2018-09-19.]  [28:  Dividends might be immediately taxable to the shareholder depending on how the shares are held, thus providing a tax incentive toward stock buybacks which are not immediately taxable to the shareholder at least in some circumstances. See generally Matt Egan, Stock buybacks are reaching dangerous levels, https://www.cnn.com/2019/07/30/investing/stock-buybacks-debt-leverage/index.html (S&P 500 companies are on track to buy back another $940 billion of stock in 2019, according to Goldman Sachs. That would easily surpass the record buyback boom set off last year by President Donald Trump's corporate tax cut.).]  [29:  Judith Freeman, Collaborative Governance in the Administrative State, 45 UCLA L. REV. 1 (1997) at 33-4 (‘While it is but one example of how collaboration might be institutionalized, and while it has been the subject of relatively little empirical study, regulatory negotiation (reg-neg) illustrates how collaboration might emerge from, and be in tension with, a regime of interest representation. Experience with reg-neg also suggests the risks and benefits that a larger move to collaboration would entail.’).  ]  [30:  Mark Burton, Responsive Regulation and the Uncertainty of Tax Law - Time to Reconsider the Commissioner's Model of Cooperative Compliance? 5:1 EJOURNAL TAX RES. 4, 73 (2007) (“Framing the relationship between regulator and regulatee in terms of a partnership in an indeterminate legal domain is problematic for a number of reasons. The identity of the partners, the relative bargaining power of the partners, the capacity of the regulator to resist regulatory capture or enrapture”); Id. at 102 (“Clearly, in talking of building partnerships with ‘stakeholders’ such as large business taxpayers, there is a real risk of some form of regulatory capture occurring. Unfortunately, to date the literature regarding responsive regulation in the taxation domain does not grapple with this issue adequately.”)]  [31:  Id. at 104 (More cynically, endorsing the proposition that ‘the law is the law’ means that the Commissioner is able to promote his interpretation of law, which he most probably knows to be contingent, as the ‘right’ interpretation. By doing so, he maintains the faith in impartial administration while in fact adopting contingent interpretations of ambiguous law. Further, by adopting this message, the Commissioner hopes to reassure the general public that all really are equal before the tax law, despite the evidence of regulatory capture which suggests the contrary.).]  [32:  European Commission Decision of 30.8.2016, State Aid SA.38373 (2014/C) (ex 2014/NN) (ex 2014/CP) implemented by Ireland to Apple; later reversed in part.  ]  [33:  Gibraltar corporate tax regime selectively favours certain categories of companies, in breach of EU state aid rules European Commission IP/13/955 (2013). ]  [34:  Belgium, IP/16/42; see also Dirix, Harmful Tax Competition: Six Belgian Tax Incentives under the Microscope, 22:5 EC TAX REV. 233 (2013).] 

[bookmark: _Ref424631927]In summary, the practical effect of cooperative compliance as implemented in the United States is that the “well-educated management teams of large corporations”[footnoteRef:35]  are formally assured in advance of the lack of review of aggressive tax avoidance or structuring by the taxing authority, and thus may increase tax avoidance behavior given the promised lack of tax enforcement.  If pressed to give a figure of the amount of tax avoided pursuant to the FIN48 Policy of Restraint, I would start with an estimate greater than $1 trillion, but that figure itself could be a severe understatement, and it would be better to simply say a number measurable in the trillions of dollars, and thus not measurable merely in the billions of dollars, nor millions of dollars, as with the many audits of reality television stars who seem to be oft-audited by the IRS,[footnoteRef:36] nor thousands of dollars, as with the multitude of faceless small business owners subjected to intrusive audits every year,[footnoteRef:37] nor hundreds of dollars as with recipients of the Earned Income Tax Credit often subjected to audit,[footnoteRef:38] nor tens of dollars, as with the many wage-earning taxpayers targeted by the various IRS computer matching programs for assessments of amounts often less than the cost of postage.[footnoteRef:39]  Of course, the IRS appears to have focused its tax enforcement efforts on the latter types of taxpayers with potential tax understatements in the tens, hundreds, thousands of dollars, as opposed to the former types of taxpayers with potential tax understatements measurable in the many billions or even trillions of dollars.  A possible causal conclusion from this evidence is that cooperative compliance programs should be expected to have an increasingly negative impact on overall taxpayer morale where smaller taxpayers are subjected to tax audits whereas large corporations are not.  Most tax scholars think that the maintenance of taxpayer morale is essential to the proper functioning of the tax system.  If cooperative compliance has the potential to undermine taxpayer morale, then philosophers would say that these programs are an existential threat to the functioning of the tax system. [35:  L Snider, Theft of Time: Disciplining Through Science and Law, 40 OSGOODE HALL L. J. 89, 90 (2002) (“Corporations were to be viewed as complicated organisms run by well-intentioned, well-educated management teams. Harmful acts in which they might - accidentally, of course - engage were better handled by gentle persuasion or education rather than by arrest and prosecution.”).]  [36:  See e.g. Todd Chrisley, Federal indictment citation INSERT HERE https://www.cnn.com/2019/08/13/entertainment/todd-chrisley-julie-chrisley-indicted/index.html; Mike Sorrentino, Federal court citation INSERT HERE https://people.com/tv/mike-situation-sorrentino-pleads-guilty-tax-evasion/. ]  [37:  See Burton at FN1 (“For discussion of the revenue maximizing culture of the Australian Taxation Office of the 1980’s, which saw ‘small’ taxpayers with relatively simple taxation breaches prosecuted in preference to ‘big’ taxpayers with complicated tax arrangements, see Peter Grabosky and John Braithwaite, Of Manners Gentle, Oxford University Press, Melbourne, 1986, 161ff. Grabosky and Braithwaite cite R Redlich, Annual Report of the Special Prosecutor 1983-4, AGPS, Canberra, 1984: ‘The Taxation Office too often elected not to unravel the corporate structure which a criminal employed to hide his assets because Tax officers could spend that time dealing with straightforward returns of other taxpayers and thereby recover the same or greater revenue.’ (at 131)).]  [38:  See Paul Kiel and Jesse Eisinger, Who’s More Likely to Be Audited: A Person Making $20,000 — or $400,000? https://www.propublica.org/article/earned-income-tax-credit-irs-audit-working-poor .]  [39:  See IRS Online Taxpayer Identification Number Matching Program, Publication 2108A https://www.irs.gov/pub/irs-pdf/p2108a.pdf.] 

The revised theory of the corporate tax audit described here as Real-Überprüfen is presented in detail in Part V.[footnoteRef:40]  The case for a strategic audit for large corporations is eminently practical – in order to maintain overall taxpayer morale it is necessary that large corporate taxpayers actually remit some baseline amount of tax to the fisc on par with the effective tax rate levied on wage-earning taxpayers.  Although I have argued separately that moral philosophy has been widely misused in the tax context and is generally useless absent an agreed method of accounting for measuring tax remittances, yet in order to maintain overall taxpayer morale, wage-earning taxpayers (who remit the bulk of the tax base in nearly all OECD countries) need to have the feeling that the tax system is fairly enforced.  Once the tax system gets too far out of whack, then one should expect riots in the streets as occurred in Paris with the proposed increase in fuel taxes in early 2019.[footnoteRef:41]  In the United States, although not widely reported in the news media, there have also been violent instances of tax protest, often by individuals or small business owners who believe they have been unfairly targeted by the IRS, including one man who committed suicide by flying a private aircraft into an IRS facility.[footnoteRef:42]  Group deprivation is a key predictor of social protest and resistance.[footnoteRef:43] Where people perceive a lack of basic justice in a tax system, their willingness to comply is reduced. [40:  Infra, Part V at XX.]  [41:  Leigh Thomas and Emmanuel Jarry, 'State of insurrection' as fuel tax riots engulf central Paris https://www.reuters.com/article/us-france-protests-idUSKCN1O02WU.]  [42:  Man Angry at IRS Crashes Plane into Office https://www.cbsnews.com/news/man-angry-at-irs-crashes-plane-into-office/  (A U.S. law official identified the pilot as Joseph Stack - whose home was set on fire just before the crash - and said investigators were looking at an anti-government message on the Web linked to him. The Web site outlines problems with the Internal Revenue Service and says violence "is the only answer.").]  [43:  M Wenzel, “Tax Compliance and the Psychology of Justice: Mapping the Field“ in: Braithwaite, V. (ed.), Taxing Democracy: Understanding Tax Avoidance and Evasion (Routledge, London, 2017)] 

The foremost difference between Real-Überprüfen and the cooperative compliance theory of the tax audit is that in the former the tax audit process is viewed as an exercise of power in an uncertain context of tax laws, whereas in the latter the audit process is premised on bilateral feelings of trust toward the mutual goal of finding the “right” answer developed in the context of determinate tax laws.[footnoteRef:44]  Under the Realpolitik-inspired view, the purpose of the tax audit is not to find a supposedly “right” interpretation of the tax laws, rather the function of the corporate tax audit is to collect tax revenue by limiting the power of the large corporation to exercise its will in the avoidance of tax.  The audit process is accordingly a conflict of wills between the will of corporate executives to avoid tax, and the will of the taxing authority to enforce the laws, [footnoteRef:45] all in the context of indeterminate tax laws which do not have a “right” or correct answer.[footnoteRef:46]  This paper will also slightly amend prior descriptions of legal indeterminacy in the tax context by suggesting that at the margin tax laws can be understood as fully indeterminate.   A similar approach of formulating policy based on marginal behavior is widespread in the field of economics.  Therefore, in setting tax policy, one should assume that tax laws are indeterminate and ignore the obvious fact that there are instances of determinacy on routine matters of tax law and accounting that do not affect decisions at the margin.   [44:  J Owens, (2013) “The Role of Tax Administrations in the Current Political Climate”, Bull. Int’l Tax, IBFD, 160 (March 2013) (‘Finally, for tax administration to effectively implement the tax laws and to ensure that MNEs and other taxpayers pay the right amount of tax, in the right jurisdiction and at the right time requires the governments to provide a clear legal framework and the resources that they need to achieve this.’); Larsen at 28 “The ‘Right Tax’.  A strategy which has long been in place at the [Swedish] Agency is that (all) taxpayers should report and pay ‘the right tax’; tax that is not only right at some point, but that is also right from the start.  Citing Skatteverket, Right from the Start: 1. Solna, Sweden: Skatteverket (2005); but see Burton at 79 (“However, it is clear that there is no consensus within the responsive regulation literature upon how the one determinate legal meaning is to be ascertained, and nor is there universal acceptance of the fact that the determinate, objective legal meaning need be exogenous of the regulatory agency.”).]  [45:  See generally Bret Bogenschneider, The Will to Tax Avoidance: Nietzsche and Libertarian Jurisprudence, [2014] J. JURIS. 321.]  [46:  Larsen at 26 (“The Swedish Tax Agency aims to make taxpayers pay “the right tax”, not necessarily the maximum tax, in order to increase tax compliance and thus societal trust in the Agency.  One way in which to work towards this goal is to work proactively with large businesses”).] 

The outcome of the conflict of wills has significant implications for overall confidence in the tax system, referred to in tax parlance as “Taxpayer Morale”.  Taxpayer Morale is generally agreed to form the foundation for the proper functioning of a voluntary income tax assessment system meaning that people voluntarily self-assess and remit tax based on positive views on the fairness of the overall system.[footnoteRef:47]  Notably, the income tax system is thought to be the most efficient means to levy tax as it includes a built-in incentive toward capital reinvestment be creating a monetary value for tax deductions created by and through the decision to reinvest profits in a profitable business; accordingly, the stakes for mankind on the theory of the corporate tax audit are extremely high.  The lack of meaningful tax audits of large corporations should be expected to undermine the taxpayer morale of other taxpayers.  As will be explained further below, the Tax Cuts and Jobs Act of 2017 sharply reduced taxes on large corporations and reduced the corporate share of the tax base to a very minor even de minimus amount, likely less than 5% of the tax base, perhaps even less.  An ongoing lack of meaningful tax audits of large corporations is accordingly no longer advisable as a matter of tax policy given the relatively small portion of the tax base which corporate tax represents, since such practices are likely to have negative effects to the functioning of the overall tax system.  [47:  GET van der Hel-van & Poolen, Managing Compliance Risks of Large Businesses: A review of the underlying assumptions of co-operative compliance strategies.  13:3 eJournal of Tax Research 760, 764 (“Regarding the tax system as a whole, fairness is the most important consideration for individual taxpayers.”) (citations omitted)] 

Background on Cooperative Compliance Programs
The IRS’ CAP Program discussed in the introductory section represents only one component of the collaborative approach to tax enforcement available to large corporate taxpayers in the United States.  The IRS’ FIN48 “Policy of Restraint” initiative reflects the IRS’ promise not to review the aggressive tax positions (Uncertain Tax Positions, or UTPs) prepared on and for the company’s financial statements as a matter of GAAP accounting during the course of a corporate audit.[footnoteRef:48]  Both of these cooperative programs are intended as a type of “corporate tax competition,” where the idea is that lower taxes on large corporations will somehow create economic growth in the  local jurisdiction.   [48:  For an explanation of FIN48 as a matter of GAAP accounting standards see: IRS, FASB Interpretation No. 48, "Accounting for Uncertainty in Income Taxes" https://www.irs.gov/businesses/corporations/fasb-interpretation-no-48-accounting-for-uncertainty-in-income-taxes. ] 

A point of significant confusion has arisen in the relation between FIN48 and a separate “Schedule UTP” disclosure where Prof. Osofsky and others have suggested that aggressive tax positions would be reported either on the FIN48, or alternately, presented on the Schedule UTP for the corporate tax Form 1120.  However, the presumption that the aggressive tax avoidance planning of large corporation must be disclosed to the IRS somewhere does not appear to be necessarily accurate.  The Instructions to Schedule UTP (1120) provide that reporting is required only with respect to UTP items for which a FIN48 reserve is required, however not for items afforded a higher degree of perceived certainty where a FIN48 reserve is not required and the corporation is able to book the full amount of the tax benefits;[footnoteRef:49] of course, this latter category of undisclosed tax positions would include in the vast majority of the aggressive tax structuring transactions of large corporations intentionally so designed to yield a book benefit.  Schedule UTP disclosure is also required only in respect of matters of Federal Income Taxation,[footnoteRef:50] and matters not specifically in that category are therefore not required to be disclosed on the Schedule UTP.  Therefore, aggressive tax positions should not be expected to be disclosed by large corporations in any form notwithstanding the IRS has created a form termed “Schedule UTP” ostensibly designed for this purpose; the form is essentially a misnomer as it does not require disclosure of the vast majority of UTPs in actual practice.  In further support of this view, when Wal-Mart was asked about the $2.6 billion in tax avoidance, the company referred to its participation in the CAP Program as delineating its UTP disclosure requirements, and not Schedule UTP – the possibility of disclosure of corporate UTPs on the IRS Schedule of UTPs is so remote the possibility of disclosure of UTPs on the Schedule of UTPs apparently does not even occur to experienced tax professionals.   [49:  Instructions for Schedule UTP (1120). See P Lisowsky, L Robinson & A Smith, Do Publicly Disclosed Tax Reserves Tell Us About Privately Disclosed Tax Shelter Activity? 51:3 J. ACCT’G RES. 583 (2012); see also Osofsky at 526 (“The combination of FIN 48 and Schedule UTP increases costs on taxpayers. Specifically, prior to FIN 48/Schedule UTP, taxpayers with audited financial statements had a much greater ability to take aggressive tax positions, which were unlikely to be sustained, and claim the benefits of such positions for financial accounting purposes. Taxpayers could rely on the audit lottery to hopefully prevent the issues from seeing the light of day, thereby permanently ensconcing the tax reduction. Under FIN 48/Schedule UTP, if a company with audited financial statements wants to take a tax position with a very low likelihood of success, it should have to place a reserve on its financial statements for such position, thereby reducing the strength of its financial statements.”).]  [50:  Id. IRS Instructions to Schedule UTP, pp. 1-2.  ] 

The FIN48 “Policy of Restraint” is also in the nature of a “cooperative compliance” program as it is made available exclusively to large corporate taxpayers and includes as de-facto participants all of those publicly-traded corporations required by the SEC to maintain GAAP accounts as a matter of financial accounting.  The policy is further applied automatically without the need for the large corporation to enroll or qualify for any program.  Given its wide and automatic applicability, the “Policy of Restraint” initiative in respect of FIN48 is of a larger magnitude in dollar terms in comparison to the CAP Program; furthermore, it meets all prior definitions of cooperative compliance as it offers a commitment by the taxing authority not to perform a traditional corporate tax audit.  In comparison, the CAP Program requires some degree of bilateral commitment toward the disclosure of aggressive tax avoidance techniques by the corporate participants;[footnoteRef:51] although it should be emphasized that it is largely unknown whether the IRS might seek to enforce the violation of such bilateral commitments in the CAP Program, and even if it did choose to do so, whether noncompliance might result in any material monetary penalty.  Simply put, the IRS does not use the “roadmap” of tax avoidance activity prepared for the GAAP financials in conducting the corporate audit referred to as FIN48 workpapers.[footnoteRef:52]   [51:  Majdanska & Pemberton at 114 (“For the taxpayer, disclosure and transparency are obligatory.  It means that a taxpayer should be ready to discuss its tax position and disclose all facts relevant to the tax assessment.  It should not invoke legal privilege to avoid disclosure of information that will assist the tax administration in fully understanding the tax positions taken in a return.”).]  [52:  Wells at 656-7 (‘The concern expressed in the comment letters was that this tax self-assessment would provide a ‘roadmap’ for tax authorities to identify taxpayers for audit and for identifying issues for audit.’).] 

For persons not fully versed in the tax audit practice of large corporations, it may be important to emphasize that the IRS does not review the FIN48 workpapers prepared by every public company pursuant to GAAP accounting standards which detail and explain the UTPs of the corporation.  The end-result is thus often a full non-disclosure and corresponding non-audit of aggressive tax avoidance activity by many large corporations able to avoid disclosure on the tax return.  As illustration, if what the Wal-Mart insider alleges is true,[footnoteRef:53] the dividend activity of the Chinese affiliate should be the subject of a FIN48 workpaper where the Wal-Mart tax department would have analyzed the tax risks of that structure based on the legal and tax technical merits.  Since it appears from the available evidence that the IRS did not challenge the dubious structure,[footnoteRef:54] the reasonable conclusion  is that the IRS did not review the Wal-Mart FIN48 workpapers pursuant to its standing “Policy of Restraint” and was thus likely unaware of the tax-motivated purpose of the affiliate and its dividends.   [53:  “Walmart dodged” note XX]  [54:  Id. (Some of the machinations are “egregious,” said Wei Cui, an expert in American and Chinese tax law and professor at the University of British Columbia, who reviewed the files for Quartz. “The idea is that they create an entity that did nothing, completely a piece of paper,” he said.).] 

Another remote but more disturbing possibility is that the Wal-Mart affiliate structure was indeed disclosed to the IRS pursuant to the disclosure requirements for participation in the CAP Program, but the technical “experts” at the IRS were not technically competent to follow the transfer pricing techniques employed by the more able tax department at Wal-Mart or their hired tax advisors.[footnoteRef:55]  This leads to what is perhaps the only possible semi-coherent justification for cooperative compliance programs, which is that governmental tax enforcement offices are simply not capable of challenging tax avoidance planning arising from the private sector even in the best of circumstances; the only practical option is surrender in the face of an intellectually superior private-sector opponent.[footnoteRef:56]   [55:  Holmes at 1417 (‘On the opposing side of the field is the IRS, which can rightfully be categorized as the underdog because it is at a systematic disadvantage to the LBEs.’); See also A Raskolnikov, (2006) “Crime and Punishment in Taxation: Deceit, Deterrence, and the Self-Adjusting Penalty”, 106 Columbia Law Review 569 (‘Because taxpayers often hide aggressive subtractions (such as deductions, credits, and losses) by mixing them with legitimate subtractions of the same type, I propose to set the new penalty to equal a fraction of the legitimate subtraction reported’); E Kirchler, C Kogler and S Muehlbacher at 91 (‘By emphasizing the importance of trust as a precondition for voluntary cooperation, the theory has contributed to knowledge about the behavior of compliance-minded taxpayers. Regulation takes place on a slippery slope, and authorities are required to find the right balance between offering supportive services and ruling with an iron fist.’)]  [56:  Infra, Part V. ] 

The audit process for large corporate taxpayers is typically to assign one experienced revenue agent to each multinational firm with a specialized revenue agent referred to as an ‘engineer’ or a less experienced revenue agent.  The tax department of a U.S. multinational is typically comprised of 50 or more persons with a person functioning as a liaison with the taxpayer.[footnoteRef:57]   This practice has been euphemistically described as a ‘continuous’ audit[footnoteRef:58] and was referenced by Wal-Mart in the public statement in response to media inquiry.[footnoteRef:59]  However, the audit process is often based upon priority examination areas identified by the IRS national office and not the revenue agent conducting the actual audit of the corporate taxpayer.  The local revenue agent operates partly as a messenger reporting back and forth between the IRS national office and the corporate tax department.  Indeed, it may partly be because the IRS is so outmatched in attempting to conduct the audit in the field that the ‘partnering’ approach to tax administration described below generates its appeal to tax administrators operating with limited resources.[footnoteRef:60]  The further issue arises as to why the IRS and other taxing authorities have shifted resources away from traditional large corporate tax audits when this is the most obvious source of net audit revenue.[footnoteRef:61]  As these cooperative programs were implemented the audit rate for other large corporations also dropped dramatically.[footnoteRef:62]  The reduction in overall audits may reflect a re-allocation of resources toward such pilot programs and away from adversarial tax audits generally. One purpose of this article is to present an alternative Realpolitik-based theory of the corporate tax audit and thereby to establish that surrender is actually not the best option for the taxing authority even in the face of a superior opponent. [57:  J Dabner & M Burton, (2012) “The Enhanced Relationship model collides with reality the determinants of the relationship between tax administrators and tax intermediaries” in: The Law and Society Association Annual Conference, 1-17 in International Conference of Law and Society, 5 - 8 June 2012, Honolulu, Hawaii, 4  (‘Such an arrangement may come with an undertaking by the tax administrator to take a ´soft´ audit approach towards the taxpayer and, typically, a client relationships manager is appointed as a point of liaison with the tax administrator.’).]  [58:  Osofsky at 162 (‘A major argument made in support of CAP is that it will allow the IRS to move resources downstream within LB&I, thereby increasing compliance. Currently, the roughly 700 CIC taxpayers in LB&I are under continuous audit. This means that the approximately 250,000 smaller, IC taxpayers within LB&I experience a much lower likelihood of audit. In 2010, CIC taxpayers, which comprised less than 1% of LB&I, were allocated more than one-half of its audit resources.’).]  [59:  “Wal-Mart dodged” supra note XX.]  [60:  Holmes at 1424 ‘(Field agents, understandably, may have significant difficulty detecting wrongdoing by the taxpayer. Not only is the sheer volume of information daunting, but questionable tax positions can be hidden among or lumped in with other non-controversial items.’).]  [61:  Osofsky at 125 ‘(The first problem with CAP is that the IRS has linked the rise of CAP with reduced monitoring and accountability for large business tax administration when, in fact, the exact opposite is appropriate. The IRS' faith in CAP to yield compliance is consistent with a measure of academic faith in responsive tax administration more generally.’).]  [62:  Holmes at 1423 (‘[T]he audit rate for corporate LBEs has been dropping dramatically over the past five years, and is significantly down from the 44% rate in the 2005 fiscal year. Even among the largest of these corporations--those with assets of $5 billion or more--the audit rate has declined 17% over the last two years, from 78% in 2007 to 64% in 2009.’).] 

i. Framework and Terminology of Cooperative Compliance.
The OECD version of cooperative compliance arose from the sociological theory of what is referred to as “responsive regulation”.[footnoteRef:63]  The approach is premised on the regulatory pyramid to match taxing authority responses to taxpayer behavior.[footnoteRef:64]  For example, a pyramid-shaped diagram appeared in the initial work by Valerie Braithwaite indicating the distribution of taxpayers relative to various “motivational postures.”[footnoteRef:65]  In the pyramid, the “motivational postures” of the taxpayer in a pyramid shape distribution.[footnoteRef:66]  These are given as (i) disengagement; (ii) resistance; (iii) capitulation; and (iv) commitment, corresponding to ‘regulatory strategies’ given as: (i) command regulation (non-discretionary); (ii) command regulation (discretionary); (iii) enforced self-regulation; and (iv) self-regulation.  The policy justification given by John Braithwaite for responsive regulation was as follows:  [63:  See generally Ian Ayres and John Braithwaite, Responsive Regulation: Transcending the Deregulation Debate, (Oxford University Press, New York, 1992).]  [64:  Osofsky at 127 (‘A central tenet of responsive regulation is that regulators should employ persuasion as a principal, and, indeed, primary means of garnering compliance from regulated parties. As described by Ayers and Braithwaite, ´[t]o adopt punishment as a strategy of first choice is unaffordable, unworkable, and counterproductive in undermining the good will of those with a commitment to compliance.’).]  [65:  Braithwaite, V., 4 ‘(A regulatory pyramid, as illustrated in Figure 1, sets out a series of options that a tax authority might use to win compliance, sequenced from the least intrusive at the bottom to the most intrusive at the top.’); but see Burton at 95 [T]he neat dichotomous categorization of taxpayers depicted in the compliance pyramid, between compliers and non-compliers, will be problematic. Instead of black and white, there will be many shades of grey.]  [66:  For a discussion of motivational factors see: de Widt, et al. at 146.] 

The pyramidal presumption of persuasion gives the cheaper, more respectful option a chance to work first.  More costly punitive attempts at control are thus held in reserve for the minority of cases where persuasion fails…  Escalation through progressively more deterrent penalties will often take the rational calculator up to the point where it will become rational to comply.[footnoteRef:67] [67:  Braithwaite, J., 484.] 

The practice of the pyramid structure in sociology was then described in the following manner:
As applied to the tax area, the enforcement pyramid works on the basis that most taxpayers voluntarily comply with the tax system. Many more can be regulated by way of persuasion in the context of co-operation and trust, for example by the authorities giving advice where a taxpayer is confused, rather than instantly charging a penalty.  These compliant taxpayers form the majority, at the base of the pyramid. The taxpayers at the tip of the pyramid are those who are engaged in tax evasion and they must be dealt with by way of deterrence and penalties. The middle space is occupied largely by taxpayers who wish to be broadly compliant, but who might need more help or persuasion to comply.[footnoteRef:68]  [68:  Freedman at 630 citing Kristina Murphy, Moving Forward Towards a More Effective Model of Regulatory Enforcement in the Australian Tax Office, 24:6 British Tax Review 603 (2004).] 

Other empirical evidence would seem to imply that corporate tax compliance may be in the shape of an inverted-pyramid, and not a pyramid-shape, where the bulk of taxpayers are actually at the postures of disengagement and resistance.[footnoteRef:69]  Hence, one preliminary concern is that the OECD model of cooperative compliance may be quite literally upside-down because it was premised on a mistaken view of the distribution of taxpayers in motivational posture, especially in the corporate tax context, so the predictions of responsive regulation could be off, or even reversed from actual.  Other more recent surveys potentially confirm that large corporations are at least not viewed as compliant in the form of a standard pyramid-shape with a significant portion of large corporate taxpayers in the ‘resistance’ or ‘disengagement’ categories.[footnoteRef:70]  The supposed distribution of taxpayers has also been described as ‘egg-shaped’ as opposed to ‘pyramid’-shaped, reflecting a larger subsection of disengaged or resistant taxpayers at the apex of the pyramid.[footnoteRef:71]   [69:  J Freedman, J Loomer & J Vella (2009) “Analyzing the Enhanced Relationship Between Corporate Taxpayers and Revenue Authorities: A U.K. Case Study”, in Dalton, James and Gangi, Martha Eller, (eds.) ‘The IRS Research Bulletin: Proceedings of the 2009 IRS Research Conference’ 103, 107 <www.irs.gov/pub/irs-soi/09resconenrelcorptaxuk.pdf>.]  [70:  J Freedman, F Ng & J Vella, (2014) “Cooperative Compliance and the Litigation and Settlement Strategy; results from a Survey”) www.sbs.ox.ac.uk/sites/default/files/.../tax.../freedmanvella-slides.pdf (finding 64% of respondents believed large complex multinationals cannot be overall low risk).  ]  [71:  Id.; but see Burton at 80 Clearly the concept of the rule of law, and in particular the determinacy of law, is definitional of responsive regulation because responsive regulation depends upon everyone knowing who the ‘cheats’  are, who the ‘socially responsible’  regulatees are and how ‘gaps’ in the letter of the law ought be resolved,  such that escalation up the compliance pyramid for recalcitrants will be legitimate. (citations omitted)] 

A foundational aspect of cooperative compliance is that large corporations should receive special treatment during the audit process.[footnoteRef:72]  Majdanska & Pemberton justified the need for special treatment for large corporations as follows:   [72:  Majdanska & Pemberton at 112 The concept was conceived with large business taxpayers in mind.  Due to the complexity and scale of their affairs, tax compliance by large business taxpayers usually demands a different management approach than tax compliance by small and medium-sized taxpayers.] 

As large business taxpayers are differentiated by the complexity of their tax affairs and are usually the biggest contributors to revenues, designing a special programme that fits their needs and helps them to be compliant is reasonable and justified in the light of general rules of tax procedure and the objective of the enforcement of tax liabilities and tax duties.[footnoteRef:73]   [73:  Id. at 111.] 

The implication is that problems implicit to ‘cooperative compliance’ should be covered if the taxing administration verifies the multinational firm has in place sufficient standards of internal controls.[footnoteRef:74]  The tax audit then becomes essentially an internal control audit rather than an audit of specific items of uncertainty.  The implementation of any cooperative compliance model also has the potential to decrease tax compliance if the ‘motivational postures’ of large corporate taxpayers are misidentified within the framework of the regulatory pyramid.[footnoteRef:75]  A well-intentioned cooperative compliance approach could even lead to a negative reaction from the taxpayer where there is a significant mismatch between the taxing administration´s interpretation of tax law versus the taxpayer´s interpretation of the same tax law.  Freedman explained as follows: “A high risk rating based on behavior that the taxpayer considers acceptable, though the tax administration does not, could lead to a negative reaction from the taxpayer.  It might actually reduce cooperation in other areas of this taxpayer´s tax administration, since this would not be seen to lead to any benefits.”[footnoteRef:76]   [74:  Goslinga, et al. at 41 (“[Cooperative compliance] programmes require large organisations to have internal (or tax) control frameworks in place that assure that they can comply with their tax obligations and can also detect uncertain tax positions and disclose these to the tax authority.”).]  [75:  Note the Netherlands cooperative compliance program (referred to as “horizontal monitoring”) is offered to taxpayers other than large corporations. See Majdanska & Pemberton at 133 (“In this way, the Dutch tax administration offers all taxpayers the possibility of entering into co-operative compliance arrangements.  So far, it has been the only programme to extend its scope to the domain of small and medium-sized taxpayers.”). (citations omitted)]  [76:  Freedman at 639.  ] 

A reference to mutual-‘trust’ is often also given as an important element of cooperative compliance.[footnoteRef:77]   For example, in the transition from a ‘command and control’ system to a system of ‘voluntary’ compliance, mutual ‘trust’ is averred to be a factor in tax compliance.[footnoteRef:78]  Other adjectives have been proposed by sociologists to illustrate the salutary effect of cooperative audits including ‘mutual understanding’ and ‘transparency’.  However, where the multinational firm engages in tax avoidance planning without disclosure to the taxing administration while knowing or suspecting that the taxing administration might object, as may be the case in respect of Wal-Mart as developed in the introductory section, then ‘mutual understanding’ and ‘transparency’ may be misnomers when applied to large corporations. [77:  Burton at 75 (“Trust is defined as ‘a relationship where the other player can be taken at his or her word, where there is a commitment to honest communication, to understand the needs of the other, to agreed rules of fair play and a preference for cooperation.’) citing Ayres and Braithwaite at 86.]  [78:  See F Six, (2012) “Trust in responsive regulation theory: a critical appraisal from a trust perspective”, Paper presented at ECPR Standing Group on Regulation & Governance Exeter, June 27-29, 2012 (‘RRT conceptualizes trust using game theory. Regulatees are trusted as long as they comply. Regulators are to use the tit-for-tat strategy and start a new regulatory relation with trust. In the days that RRT was first published (early 1990s) it was fairly common to use game theory and the ways in which cooperation may be stimulated through games, in trust research. Cooperation in such games was seen as the cooperating actor trusting the other actor. Nowadays, this is considered to be incorrect.’).] 

ii. Revisions to Economic “Deterrence” Model of the Corporate Tax Audit. 
The “deterrence model” of tax compliance as developed by Prof. Becker (1968) formed the initial theory of the tax audit.[footnoteRef:79]  An explanation of the deterrence model was provided by Prof. Kirchler, et al., where punishments are thought to deter crime[footnoteRef:80] by a process of rational deliberation:   [79:  Gary S. Becker, Crime and Punishment: An Economic Approach, 76 J. POL. ECON. 169 (1968); see Lisette van der Hel-van Dijk and Maarten Sigle, Managing Compliance Risks of Large Businesses:  A Review of the underlying assumptions of Co-operative Compliance Strategies, 13:3 EJOURNAL TAX RES. 760, 761 (2015) (“Traditionally, tax authorities used so-called deterrence strategies to address tax compliance risks.  These strategies are based upon the assumption that the threat of detection and punishment enforces compliance.”).]  [80:  van der Hel-van Dijk and Sigle at 762 (“The potential costs of non-compliance are determined by the (perceived) detection probability and the perceived level of penalties.”).] 

The scientific advice for combating tax evasion is to impose audits and fines serious enough to incentivize rational, utility optimizing citizens to honestly contribute their share. Based on the economics-of-crime paradigm (Becker, 1968), the standard model for income-tax compliance (Allingham & Sandmo, 1972)[footnoteRef:81] defines tax compliance as a decision under uncertainty. Taxpayers face the option of either abiding by the law and paying taxes honestly or cheating and taking the risk of being caught and fined.[footnoteRef:82] [81:  Leviner, 391 (‘Compared with the general economic theory of crime, its tax noncompliance counterpart is a relatively recent development, dating back a little over thirty-five years and, particularly, to the much-cited article Income Tax Evasion: A Theoretical Analysis, by Michael Allingham and Agnar Sandmo. Allingham and Sandmo extend Gary Becker's work on the economics of crime and compliance to taxation using modern risk theory.’).]  [82:  Prof. Kirchler, et al. at 87. ] 

An additional feature of the model is that tax avoidance behavior was not malum in se and that legal compliance was simply part of an economic decision-making process.[footnoteRef:83]  However, this economic model was criticized on various grounds, including (i) audit probability does not appear to effect behavior by deterrence very much;[footnoteRef:84] (ii) other empirical evidence suggests that tax avoidance behavior actually might increase in the face of an audit risk (contrary to predictions of the model);[footnoteRef:85] and (iii) that decision-making is not always rational in the tax context.[footnoteRef:86]  If the decision of firms to engage in tax compliance is not rational, then economic theory would obviously not be predictive of tax behavior.  Prof. Kornhauser explained that critique as follows: [83:  Leviner at 425 (‘According to this model, taxpayers who fail to comply with their tax obligations are not manifesting antisocial or deviant characteristics. These taxpayers are simply rational actors who attempt to maximize their expected utility given the costs and benefits associated with the courses of action available to them.’).]  [84:  Kirchler et al. at 88 The impact of audit probability on behavior appears to be much weaker than expected; the intended effect of penalties is highly ambiguous, and the relevance of income level and tax rates is controversial and disputed among scholars in the field. Rather than objective audit probability, subjective probabilities may determine compliance behavior.; van der Hel-van Dijk and Sigle at 763 [T]he effects of deterrence factors are generally shown to be relatively small. citing DeBacker, J, Heim, B, Tran, A & Yuskavage, A 2013, ‘Legal enforcement and corporate behavior: An analysis of corporate tax aggressiveness after an audit’, Working Paper, available at http://ssrn.com/abstract=2262586.]  [85:  Joel Slemrod, Marsha Blumenthal & Charles Christian, Taxpayer Response to an Increased Probability of Audit: Evidence from a Controlled Experiment in Minnesota, 79 J. Pub. Econ. 455, 457 (2001).]  [86:  Kornhauser at 602 (‘Recent literature reveals, however, that the decision to comply is not purely rational.  Rather, personal values, social norms, and non-rational cognitive processes also strongly affect the decision.’).] 

The deterrence model, however, accounts for only a minor portion of actual compliance levels. It has such poor explanatory power because it assumes that the decision to comply is based solely on a rational cost-benefit analysis in which people weigh the benefits of non-compliance against the costs of detection and penalties.[footnoteRef:87] [87:  M Kornhauser, (2007) “A Tax Morale Approach to Compliance: Recommendations for the IRS”, 8 Florida Tax Review 599, 601.] 

In light of the criticisms of the economic “deterrence model” the theoretical literature migrated to the significance of “social norms” to explain behavior.[footnoteRef:88]  The basic idea is that human behavior is predicated on expectations and conforming to a baseline norm for behavior from a reference group, such as in respect of a tax audit;[footnoteRef:89] “Social norms can be seen as moral standards attributed to a reference group, for example, at the level of family and friends, occupation, ethnicity or country.  Social norms affect tax compliance in a complex way and its influence can be relatively large.”[footnoteRef:90] Hickman points out that insofar as ‘[s]ocial norms and reputational concerns may, by themselves or in combination with other factors, outweigh the direct economic costs of compliance.’[footnoteRef:91] Given the explanatory power of social norms it was widely thought that the economic theory of tax enforcement needed to be revised.[footnoteRef:92]   [88:  Kornhauser at 601-2. Research shows that tax compliance is affected by (social and personal) norms such as those regarding procedural justice, trust, belief in the legitimacy of the government, reciprocity, altruism, and identification with the group. Cognitive processes, such as prospect theory, also influence an individual's reaction to tax issues. Studies also indicate that certain demographic factors such as age, gender and education correlate with the tax morale.]  [89:  See: Kirchler, Kogler & Muehlbacher at 88 (‘Social norms regarding tax compliance among a reference group shape taxpayers’ behaviors significantly. Compliant taxpayers differ from tax evaders in their perceived social acceptance of tax evasion and beliefs about the tax behaviors of others.’)]  [90:  van der Hel-van Dijk and Sigle at 764 (e.g. Bobek, Hageman, & Kelliher, 2013). citing Wenzel, The Social side of sanctions: Personal and social norms as moderators of deterrence’, 28 LAW & HUMAN BEH.547 (2004); D. Bobek, A. Hageman and C. Kelliher, Analyzing the Role of Social Norms in Tax Compliance Behavior, 115 J. BUS. ETHICS 451 (2013).]  [91:  K Hickman, & C Hill, (2010) “Concepts, Categories, and Compliance in the Regulatory State”, 94 Minnesota Law Review 1151, 1165.  ]  [92:  Ventry at 442 (‘Thirty years of research has demonstrated that deterring noncompliant behavior is not entirely about economic self-interest or subjective probabilities of detection that merely augment the standard economic model. Rather, regulating tax compliance involves considerations extending beyond economics, and while some of these motivations can be reduced to monetary values, others cannot. A growing number of researchers have shown that moral, ethical, and social factors-more than threats of economic or legal punishment-determine whether and how taxpayers comply with the law.’).] 

iii. Voluntary compliance model.
The version of cooperative compliance applied by the OECD amounts to a third model premised on a partnership[footnoteRef:93] or “enhanced relationship”[footnoteRef:94] between large corporations and the taxing authority.  The OECD describes its model as a change from the ‘traditional’ control approach to what it calls a ‘compliance risk management strategy’;[footnoteRef:95] although notably the “traditional” model does not refer to Becker’s deterrence model and intends is a type of “straw man” fallacy described further in Part III.  The conflation of terms is potentially confusing to persons trying to follow the evolution of cooperate compliance models of the tax audit; in any case, a helpful description of this separate OECD model was given by Prof. Malloy as follows:  [93:  V Braithwaite & J Braithwaite (2001) at 475 (“Partnership with those one intends to regulate is possible in the process of designing regulatory pyramids.  The paradox of responsive regulation is that by having a capability to escalate to tough enforcement, most regulation can be about collaborative capacity building.”); see also Burton (2007) at 76 (‘Thus the discourse of tax administration incorporates the rhetoric of ‘partnership’ in preference to the discourse of distrust, confrontation and dispute characteristic of command and control regulation:  ‘In short, the philosophy is one of a community based tax system where the ATO works in partnership with the community. It behooves the community to be involved in the tax system’s development, in its compliance and in its administration.’) citing M D’Ascenzo,  (2001) Tax Administration into the 21st Century in Michael Walpole and Chris Evans (eds.), ‘Tax administration in the 21st century’, Prospect, 1, 9. ]  [94:  Majdanska & Pemberton at 112 (The enhanced relationship concept was developed as a way in which to discourage MNEs from entering into aggressive tax schemes, particularly those that depended on non-disclosure of the controversial positions taken in a tax return.  It did so by offering taxpayers increased tax certainty if they were willing to be fully transparent.]  [95:  M Burton, & J Dabner, (2008) “The Partnership Model of the Relationship between Tax Administrators and Tax Practitioners: Drivers, Challenges and Prospects”, 11:2 J. AUSTRALIAN TAX 108; J Dabner, & M Burton, (2008) “The Relationship between Tax Administrators and Tax Practitioners: The Australasian Environment”, 14 New Zealand Journal of Tax Law & Policy 99, 103 (‘The notion of a partnership suggests that the partners are in pursuit of a common interest… [I]t is naive to expect the parties to form a partnership.  Proponents of the partnership model might retort that the common interest is to see that the ‘correct’ amount of tax is paid However, it is argued that this suggestion suffers from the fallacy that there is, in fact, a ‘correct’ amount of tax… The result is that tax administrators who consider themselves in a partnership with the profession to ensure that the ‘correct’ amount of tax is paid are deluded’).] 

[The] vision of the firm is that of law-abiding actor, struggling in good faith to comply with increasingly complicated and contradictory laws and regulations. In this view of the firm, the act of compliance is not driven by the threat of legal sanctions. Instead, compliance flows from the firm's drive to obey the law, sometimes called the ‘compliance norm.’ The compliance norm is fueled by the belief that legitimate regulation-regulation that is developed and implemented fairly-ought to be followed.[footnoteRef:96] [96:  T Malloy, Regulation, Compliance and the Firm, 76 TEMPLE L. REV. 451, 454 (2003).] 

From this premise, the term “voluntary compliance” can be more readily understood in the context of the tax audit. [footnoteRef:97]  Since many large corporations intend to comply with the law, the purpose of the taxing authority is to facilitate that process by reducing uncertainty in the tax laws,[footnoteRef:98] and to reduce the adversarial aspects of the audit.  Prof. Dean explained as follows:  [97:  E Kirchler, E Hoelzl & I Wahl, Enforced versus Voluntary Tax Compliance: The ‘Slippery Slope’ Framework, 29 J. ECON. PSYCH. 210 (2008); V Braithwaite,  Dancing with the Tax Authorities: Motivational Postures and Non-Compliant Actions in (V. Braithwaite, ed.) ”Taxing Democracy: Understanding Tax Avoidance and Evasion” (Ashgate, 2003), 15; V Braithwaite & J Braithwaite,  An Evolving Compliance Model for Tax Enforcement, in ‘Crimes of Privilege: Readings in White-Collar Crime’ 405-6 (Shover & Wright, eds., 2001).  ]  [98:  van der Hel-van Dijk and Sigle at 763 Uncertainty affects tax compliance due to the fact that, in practice, taxpayers are unlikely to have precise information regarding audit probabilities, audit effectiveness (detection uncertainty), the level of penalties and the correct interpretation of tax law (or, in total, their actual tax liability).] 

By shifting enforcement resources away from the first group and toward the second, regulators may be able to increase compliance among both. For taxpayers demonstrating good faith, the carrot of a less heavy-handed enforcement approach would generate goodwill and encourage their inclination towards public-regarding behavior. For uncooperative taxpayers, deploying the stick of aggressive enforcement would overcome their reluctance to adhere to the arm's-length standard.[footnoteRef:99] [99:  Dean at 428.] 

Hence, once the first group of non-compliant taxpayers is identified and distinguished from the group of taxpayers seeking to be compliant (but perhaps struggling to do so in the context of indeterminate tax laws), the result can be improved.[footnoteRef:100]   [100:  Majdanska & Pemberton at112 Fn8. (“In contrast to “you win, I lose”, as under the traditional enforcement methods used by tax administration.”)  citing Jeffrey Owens, Tax Administrators, Taxpayers and Their Advisors: Can the Dynamics of the Relationship be Changed? 66:9 BULL. INT’L TAX. 516 (2012).  ] 

Critical Analysis of the Collaborative Theory of the Tax Audit
A critique of cooperative compliance is possible by direct references to failures of the program to function as designed, such as by specifically referencing the Wal-Mart experience with the CAP Program, for example.  However, such a critique could be subject to challenge along the lines of the following: “But how do you really know for sure that what the whistleblower says is true, that Wal-Mart avoided $2.6 billion in tax under the CAP program?  Or, that the tax avoidance really occurred as a result of Wal-Mart’s participation in CAP? After all, tax returns are confidential, so it’s really impossible to know anything about tax compliance since you don’t have the tax return.”  Accordingly, it is desirable to go point-by-point and challenge the specific details of cooperative compliance by levying a criticism more broadly against each of the pillars of the underlying theory.
[bookmark: _Hlk19698069]i.	Prior “Command-and-Control” Models of Tax Audits Distinguished. 
The puzzling “command-and-control” model of tax enforcement used to justify collaborative is a foremost illustration of a “straw man” fallacy in social science research.  Many articles on the topic begin with references to “command and control” often given without any citation.[footnoteRef:101]   This appears to be a rhetorical tactic designed to suggest that collaboration must be a better approach than to command-and-control.[footnoteRef:102]  The OECD staff at one point attempted to identify the actual definition of a ‘command and control’ approach with some difficulty, and unconvincingly cited the ‘Encyclopedia of Earth’ and the ‘Philippine Institute for Development Studies’.[footnoteRef:103]  The following are further illustrations of the foregoing beginning with that of Prof. V. Braithwaite herself:   [101:  A helpful description of the terminology was given by Osofsky at 126. ‘The command-and-control model, which dominated in the New Deal era and the 1970's, was ‘hierarchical, state-centric, bureaucratic, top-down and expert-driven.’]  [102:  Burton at 72 ([T]he neoliberal wave of small government thinking saw governments disguising the amount and nature of ‘public’ intervention in ‘private’ affairs by promoting self-regulation, as with the introduction of a self assessment tax system. Such self-regulation saw state power diffused throughout the community as taxpayers assumed greater responsibility for tax compliance. A command and control conception of state power was inapt in describing this new era of governmentality.”) (citations omitted)]  [103:  OECD at 53 (‘According to the Philippine Institute for Development Studies (2002) the command-and-control approach is the principle ´to command people or firms not to do something by enacting a law that makes it illegal and by delegating authorities to enforce such law through the imposition of fines or penalty to violators.´  According to the Encyclopedia of Earth the command and control approach ´generally relies on detailed regulations following up by an ongoing inspection program.’).] 

1. “In the past, tax administrations, like customs and excise authorities, have embraced the organizational identity of a command-and-control operational system to accomplish their mission of catching ‘the scoundrels’ who do not pay their tax.”[footnoteRef:104] [104:  Braithwaite, V., 4, 7; L Mei Tan and V Braithwaite, “Motivations for tax compliance: the case of small business taxpayers in New Zealand” (2018) 33(2) Australian Tax Forum, 224 (‘Although the tax authorities have the power to impose sanctions on non-compliant taxpayers, this “command and control” strategy used by a tax authority may not always be effective as people react to, and cope with, regulation in different ways’) ] 


2. “New governance involves ´a shift in emphasis away from command-and-control in favour of ‘regulatory’ approaches which are less rigid, less prescriptive, less committed to uniform outcomes, and less hierarchical in nature.”[footnoteRef:105]   [105:  Ventry at 437-8.] 


3. “Congress and the IRS have employed a number of measures to curtail this trend. In particular, a command-and-control deterrence-based approach has dominated their reform efforts and has resulted in a heightened focus on augmenting sanctions and penalties.”[footnoteRef:106] [106:  Holmes at 1418.] 


4. “The relationship between taxpayers and revenue bodies was dominated by control and command since the beginning – the taxpayers have never seen revenue bodies as their ‘friends’ which give them a helping hand in order to fulfil their obligations.”[footnoteRef:107] [107:  Heber at 9.] 

The ‘command and control’ seems to somehow relate tax enforcement to the functioning of a military unit.[footnoteRef:108]  However, the modern tax system has little or nothing to do with military-style references.  A skeptic might ask:  What feature of tax compliance in any way resembles a military structure?  Are the taxpayers the military soldiers, or are the workers within the tax administration the military soldiers?  In fact, the income tax system is not really a ‘command-and-control’ system in any respect.[footnoteRef:109]  The tax system is a voluntary compliance model often combined with voluntary recognition of the taxable event.[footnoteRef:110]  The corporate taxpayer often has control over the timing of the recognition of certain types of income, including mergers and acquisitions activity, and also autonomous preparation of the tax return.  This would include the timing of the dividend in the Wal-Mart illustration above where the tax structuring event was likely triggered by the Wal-Mart tax department and its external advisors at E&Y.[footnoteRef:111]  Accordingly, the ‘command and control’ terminology appears to be utterly false and not apropos when applied in the tax context.[footnoteRef:112]  The source of the error appears to be a reference to Prof. Becker’s 1968 “deterrence model” of the tax audit improperly associated with the supposed command-and-control model. [108:  Owens at 156 (‘In the latter half of the 20th century, the traditional approach of tax administrations to tax compliance was very much based on what I call a military analogy: identify the target (evaders), take them out.’). ]  [109:  See also Dean at 421 (‘Responsive regulation does not place any particular value on autonomy as an end in itself. Instead, taxpayers' freedom from command-and-control regulation serves as an opportunity to demonstrate-and provides a reward for demonstrating-trustworthiness.’).]  [110:  See Dean at 397-8 (‘This capacity to influence tax outcomes by arranging one's affairs in a specific manner is ‘structural autonomy.’ In contrast, ‘reporting autonomy’ implicates only those choices a taxpayer makes in characterizing their status and activities when reporting them to tax authorities… Whatever the justification, giving taxpayers the capacity to choose when to trigger gains and losses by disposing of property offers them extraordinary control over the timing of their income.’).]  [111:  See Burton at 98 (“[W]here the law is ambiguous, it seems advisors adopt an ‘aggressive’ stance in assisting their clients to minimize their tax.”). citing Steven Klepper, Mark Mazur and Daniel Nagin, Expert Intermediaries and Legal Compliance: The Case of Tax Preparers, 34 J. LAW & ECON. 205 (1991).]  [112:  See also Dean at 394-5.] 

ii.	Choice of Taxpayers for Participation in Collaborative Audit Programs.  
Large multinational corporations are in fact the taxpayers most likely to be engaged in aggressive tax avoidance by transfer pricing and international tax structuring and therefore the least appropriate taxpayers to select for collaborative programs.  This is partly because large corporations are multinational in scope and therefore able to engage in transfer pricing between controlled affiliates in different taxing jurisdictions as a means to reduce taxes.  The concern of offering greater compliance latitude to non-deserving taxpayers was explained by Prof. Osofsky:
The concern is that taxpayers would leverage the cooperative ethos of the CAP program to garner advantages unavailable in the traditional audit process, thereby reducing taxpayer compliance in a manner nonetheless sanctioned by the Service. This possibility is especially valuable to large, corporate taxpayers that otherwise would certainly be subject to traditional audit.[footnoteRef:113] [113:  Osofsky at 147.] 


If the tax laws are intentionally rendered unknowable by the taxpayer by and through tax structuring it is not clear that “cooperative compliance” has reached the relevant question.  The relevant question is instead as follows:  If multinational firms are inherently able to aggressively manufacture “facts” so as to create indeterminacy under the tax laws, then how does the offering of supporting services, such as advance determination of tax issues, aid in tax enforcement? Prof. Burton identified the issue and suggested that cooperative programs might actually be harmful to tax enforcement: “[I]t is possible that taxpayers will cherrypick tax administration advantages proffered by the [Australian Tax Office] in its efforts to build community partnerships, while ‘playing for the grey’ in other contexts.”[footnoteRef:114]  In the given terminology of responsive regulation, a taxpayer that has intentionally sought out indeterminacy via aggressive tax structuring is not a taxpayer that can be moved toward compliance by gentle persuasion.  The granting of special supporting services to such a taxpayer might actually be harmful to tax compliance and aid in the quest to create indeterminacy in the tax laws.  Rather naively, a few tax scholars have even suggested that absent such an absolute guarantee of factual determinacy in tax interpretation, tax laws might be invalid or a violation of the rule of law.[footnoteRef:115]  As explained in further detail in Part IV, the purpose of the taxing authority is not to eliminate all uncertainty from the tax law generally and certainly not to eliminate uncertainty specifically on behalf of one favored group of corporate taxpayers.   [114:  Burton at 73]  [115:  Cite Prebble. ] 

iii.	Likely Negative Impact to Taxpayer Morale.  
Overall taxpayer morale should be expected to decrease from enhanced public dissatisfaction with the ongoing most-favored-taxpayer audit treatment of large corporations.  A lack of popular support in the United States for the corporate tax cuts of 2017, which by point of fact, were implemented against the democratic will of the people,[footnoteRef:116] indicate a growing degree of cynicism toward the tax system.[footnoteRef:117]  Taxpayer morale has been identified as perhaps the key aspect of tax enforcement; it comprises the foundation of scholarly thinking about cooperative compliance.  An additional unanswered question explored here is the following:  If a program of cooperative compliance is implemented whereby multinational firms may not be subject to audit (rigorously, or at all), and individual taxpayer will remain subject to audit, what would scholars expect the effect of that disparate approach to tax enforcement to be on overall taxpayer morale?   [116:  The passage of the Tax Cuts and Jobs Act of 2017 raises the problem of direct democracy versus representative democracy where lobbyist can influence legislation including tax legislation in favor of special interest groups.  See Burton at 81 (“Under the paradigm of responsive regulation, then, a person is not a ‘cheat’ if they ‘buy’ a legislated tax favour through ‘lobbying’ and/or clandestine political deals.  From this perspective, such legislated deals are legitimate because they are ‘the law’ and are therefore apparently assumed to express the ‘democratic will’.”). (citations omitted)]  [117:  Burton at 92 (Nevertheless, one study indicates that the Australian public express considerable cynicism regarding Australia’s taxation institutions more generally,  reflecting the fact that they accept that taxation law is highly politicized.); Kirchler et al. at 88 (Subjective knowledge of tax laws, attitudes toward the political system in general and taxation in particular, personal and social norms, and the perceived fairness of the distribution of the tax burden and the procedures applied by tax authorities were identified as dominant drivers of tax compliance.).] 

The proper question for tax scholars concerned about taxpayer morale today is not the cooperative compliance initiative itself, but the wide and rapidly expanding effective tax rate differentials between groups of taxpayers.  Prof. Burton identified this an additional aspect of “trust” in the tax system:  “[I]n addition to the definition of trust adopted by Ayres and Braithwaite, it seems that the nature of responsive regulation implies that trust also entails public confidence in the uniform application of the law across all taxpayers.”[footnoteRef:118]  The practical exemption of multinational firms from taxation seems likely to undermine taxpayer morale of other taxpayers.  Likewise, if large corporations did “lead the way” and pay their fair share, then this might be expected to improve overall taxpayer morale.[footnoteRef:119] [118:  Burton at 76.]  [119:  Larson at 34 (“The [Swedish] Agency argued that MNEs are role models, so what they do has consequences for societal tax compliance.  The idea is that other taxpayers, particularly SMEs but also employees, would increasingly comply if large corporations were seen to be leading the way by exhibiting greater tax compliance.”); Burton at 73 For example, the public may perceive ‘partnerships’ with demographic taxpaying groups such as large corporate taxpayers as yet another example of ‘the rich not paying their fair share’. Citing Valerie Braithwaite, Perceptions of Who's Not Paying Their Fair Share, Working Paper No 54, Centre for Tax System Integrity, Canberra, 2004.] 

iv.	Lack of any Identifiable Legal Need for Cooperative Compliance Initiatives.  
The cooperative compliance initiative is superfluous in legal terms:  A taxing authority may always choose to “cooperate” during a tax audit to achieve its goals – no legal mandate is required.  In addition, large corporations already receive special treatment during the tax audit process in the United States by extended back-and-forth interactions with the IRS staff which allow the large corporation to develop “trust” but also to fine-tune legal positions and modify factual disclosures to optimum benefit,[footnoteRef:120] none of which is offered to regular taxpayers involved in a tax dispute.[footnoteRef:121]  Furthermore, as Prof. Freigang has pointed out, the selective enforcement practice favoring large corporations also raises concerns as to a potential violation of the ‘Rule of Law’.[footnoteRef:122]   [120: Freedman at 629  (“Building trust and involving interest groups in “regulatory conversations” are important parts of the answer, but in a tax context this must be supported by legal structures and be subject to administrative safeguards or it will not be perceived by taxpayers to be fair, in which case responsive regulation will fail.”) citing John Braithwaite, “Rules and Principles: A Theory of Legal Certainty” (2002) 27 Australian Journal of Legal Philosophy 47; Valerie Braithwaite, “Dancing with Tax Authorities: Motivational Postures and Non-complaint Actions” in Braithwaite, Democracy 1 at 15.]  [121:  Burton at 95 If ‘cooperation’ with the Commissioner is central to the concept of compliance, taxpayers who are not in a financial position to challenge the Commissioner’s interpretation will feel coerced into complying with what they consider to be an incorrect interpretation of the law. Here, the Commissioner’s adherence to the proposition of determinate law can cause real damage to the perceived legitimacy of the tax system at an individual level because the Commissioner fails to acknowledge that incommensurable interpretive standpoints may lead to different, plausible interpretations.]  [122:  J Freigang, (2002) “Scrutiny: Is Responsive Regulation Compatible with the Rule of Law?” 8:4 European Public Law 463.] 

v.	Lack of Empirical Evidence.  
No empirical evidence yet exists to suggest that cooperative compliance programs might yield tax enforcement dividends.[footnoteRef:123]  The premise of Braithwaite´s description of cooperative compliance is that some large corporations desire to be fully compliant with the tax law,[footnoteRef:124]  and therefore should be afforded a cooperative audit to save enforcement revenue.[footnoteRef:125] The cost-savings element of cooperative compliance appears to be the primary factor identified by scholars mitigating in favor of cooperative compliance.[footnoteRef:126]  This justification is extremely odd because tax enforcement particularly against multinational firms yields net revenue.[footnoteRef:127]  For example, in the year 2015 total adjustments on audit were approximately 60% related to large corporate taxpayers in the United States, while the same group accounted for only 9% of net tax receipts.[footnoteRef:128]  Hence, a proposal to ‘save costs’ by decreasing tax enforcement against large corporations is nonsensical.[footnoteRef:129]  To gain revenue one might increase the tax enforcement budget for large corporate audits.  Even more strangely, the cooperative compliance model appears to be actually more costly than tax enforcement by audit.  The potential benefits to the taxing administration from the cooperative compliance are thus difficult to identify.[footnoteRef:130]  Indeed, the proponents of the model have greatly struggled to state what these potential benefits might be.[footnoteRef:131]  [123:  van der Hel-van Dijk and Sigle at 763 (“No empirical studies regarding the effect of risk appetite on corporate tax compliance are known to us.”).]  [124:  Freedman at 633 citing J Braithwaite, (2003).  Large Business and the Compliance Model, in ‘Taxing Democracy: Understanding Tax Avoidance and Evasion’ (V Braithwaite, ed.) (Ashgate, 2003) (‘As John Braithwaite has pointed out, large public corporations in the public eye are a good example of taxpayers who usually will want to be fully compliant with the law as they and their advisors interpret it to be, whilst often seeking tenable tax schemes to minimize their taxes.’).]  [125:  Majdanska & Pemberton at 114 (“Under such a compliance strategy, the tax administration adjusts its enforcement tactics to reflect the tax risk profile of the strategy.  This enables the tax administration to manage its (scarce) resources in a more efficient way.”).]  [126:  Freedman, Loomer & Vella at 79 (‘The stated aim of the RRA is achieving a ‘‘more cost effective use of resources and efficient resolution of issues’.’); see also Freedman at 638 (“For tax authorities that are short of resources, an attraction of the compliance pyramid is that it offers less intensive approaches to administration for those voluntarily compliant taxpayers located at the base, allowing more concentration of resources higher up the pyramid where they can make a real difference.).”]  [127:  M Toffel & J Short, (2011). “Coming Clean and Cleaning Up: Does Voluntary Self-Reporting Indicate Effective Self-Policing?” 54 Journal of Law and Economics 609, 610-11 (‘Academic research likewise suggests a cautious approach to self-regulation, with most studies finding no evidence that self-regulation programs improve regulatory compliance (Ebenshade 2004; Pirrong 1995, 2000; Vidovic & Khanna 2007; Welch, Mazur, and Bretschneider 2000) and some documenting worse performance by firms purporting to engage in self-regulation than by those not making such claims.’) (citations omitted).]  [128:  Office of Management and Budget (OMB), The Budget for Fiscal Year 2015, Historical Tables, 32-33 <www.whitehouse.gov/sites/default/files/omb/budget/fy2015/assets/hist.pdf>; Osofsky at 132 (‘The reformation of large business tax administration, in particular, is especially noteworthy because of the impact that large business tax administration has on revenue. As is widely known, the United States is currently facing a fiscal crisis. Recently, examinations of large corporations generated over 60% of the recommended additional taxes from all IRS examinations.’).]  [129:  Osofsky at 177 (‘Focusing extensively on service therefore poses a threat to the deterrence features that play an important role in the large business tax compliance system.); Burton at 74 (‘Promoting voluntary compliance generates public sector efficiency gains because the governed become voluntarily complying self-governors, thereby enabling the regulatory agency to devote its limited enforcement resources to those exhibiting resistant postures. Tyler’s work suggests that voluntary compliance is enhanced by legitimacy, and in turn that legitimacy is enhanced if procedural fairness is adopted by regulatory agencies.’).]  [130:  Osofsky at 141-2 (‘Indeed, the experiment found that combining a letter that both exhibited informational justice and pointed out a taxpayer right to informational justice actually reduced compliance for entities.’)]  [131:  Holmes at 1420 ‘[T]he IRS will be better positioned to identify emerging compliance issues and risks, and more effectively allocate its limited resources. Thus, from both a present-day and long-term perspective, cooperative tax regulation can yield superior benefits to the current deterrence-based regime for both taxpayers and tax regulators.’); S Dean, (2011) “Tax Deregulation”, 86 New York University Law Review 387, 426 (‘Whether reform of a command-and-control rule to give taxpayers greater authority over their own tax treatment is likely to generate a desirable blend of public and private benefits depends in part on the nature of the tax autonomy it provides.’); A Raskolnikov,. (2009) “Revealing Choices: Using Taxpayer Choice to Target Tax Enforcement”, 109 Columbia Law Review 689, 689, 704 (‘Fines and audits deter those rationally playing the tax compliance game, but are wasteful or even counterproductive when applied to others….The resulting risk-bearing losses – a form of deadweight loss – reduce social welfare.  The higher the statutory penalties, the larger these losses.  High fines lead to other social costs as well.  They result in more vigorous resistance from offenders, longer trials, higher attorney fees, and so on…. If incurring the social costs of higher fines without improving tax compliance does not seem like a good idea, doing the same while decreasing compliance is clearly a bad one.’).] 

The statistical data on the costs of tax enforcement suggests that adversarial tax enforcement is highly effective from a revenue-cost perspective; in other words corporate tax audits are a cost-effective method of law enforcement.[footnoteRef:132]  Enforcement costs are approximately one percent of tax revenue on average.[footnoteRef:133]  In addition, a corporate tax audit generally yields 11.6 times the indirect deterrence benefit to other taxpayers.[footnoteRef:134]  On the other hand, the cooperative compliance model has not led to observable improvements upon implementation.[footnoteRef:135]  With regard to the lack of evidence for the cooperative model Prof. Osofsky wrote:  ‘While the lack of convincing empirical evidence is not an inherent failing of responsive tax administration, it does counsel against accepting its predictions, without considering alternative, potential impacts that responsive tax administration may have on taxpayer compliance.’[footnoteRef:136] The cost-savings premise of the cooperative compliance model of tax administration is at the very least subject to serious question not only because the approach is more expensive, but also because an adversarial audit mechanism is an effective means of law enforcement.[footnoteRef:137]   [132:  See Braithwaite at 487 (‘Tools like tax audits that are supposed to be about deterrence frequently backfire by teaching hardened tax cheats just how much they can get away with.’) citing K Kinsey, (1986) “Theories and Models of Tax Cheating”, 18 Criminal Justice Abstracts 402, 416.]  [133:  Pemberton at 110 (‘It is typical for this cost of collection ratio to be used as the basis for comparing the relative efficiency of tax administration in different countries.  The 2013 edition of the FTA´s Tax Administration Series suggests that the cost of collection is generally around 1% of the revenue collected.’).]  [134:  Osofsky at 167 (‘Plumley found that ‘audits have a strong, positive impact on reporting compliance,’ and that, specifically, the average indirect effect of audits was 11.6 times the size of the direct adjustment proposed by audit. Plumley found mixed results with respect to service provision. The most important result, for the purposes of extrapolation to CAP, was the comparable effectiveness of audits and return preparation efforts. While Plumley found that assisting taxpayers with return preparation provided a more cost-effective way to increase indirect revenue than audits, this finding was attributable to the fact that audits cost $1298 per unit, whereas providing individual taxpayers with tax return preparation assistance was very cheap, costing only $13.74 per unit. A closer look at the data reveals that audits resulted in much greater indirect revenue per unit than assistance in preparation of taxpayer returns.’) (citations omitted).]  [135:  Osofsky at 142-3 (‘The bottom line is that the limited empirical information currently is not robust enough to justify solid faith in responsive tax administration's theoretical, transformative powers. While procedural justice may play an important role in increasing compliance, at present, this possibility remains just that--an uncertain possibility.’); Freedman, Loomer & Vella at 88 (‘The results of the Main Survey support the conclusion of the report on the Pilot Survey that the RRA should lead to a better allocation of resources within HMRC and possibly a change in behaviour in terms of transparency and openness, but that it is unlikely to change the attitude of specific corporate taxpayers towards planning.  This view has since also received broad support from research carried out on behalf of HMRC.’).]  [136:  Osofsky at 176.]  [137:  K Murphy, (2004) “Moving Towards a More Effective Model of Regulatory Enforcement in the Australian Tax Office”, Centre for Tax System Integrity, Working Paper No. 45 (‘Arguments usually put in favour of adopting an accommodative (or responsive) approach, are that it involves an efficient use of resources’). ] 

Presumption of Full Legal Indeterminacy at the Margin in the Tax Audit Process
Tax laws are often indeterminate and therefore uncertain.[footnoteRef:138]  Multinational firms are aware of this potential uncertainty and seek to profit from it by aggressive tax structuring toward indeterminacy and the affirmative creation of UTPs.[footnoteRef:139]  In tax structuring, one begins with a certain and unfavorable tax result but ends up with a more favorable yet uncertain tax result.  The complex structuring transactions that characterize tax avoidance planning by multinational firms involve intentional modifications to the underlying facts to achieve an unknown and possibly favorable result.[footnoteRef:140]  The manufacture of “facts” is separate from “loophole lawyering” since it is impossible to draft laws to cover all possible factual situations that may arise in the future where the tax planner has the absolute right to create indeterminacy by shifting the underlying facts into a grey area of the law.[footnoteRef:141]   [138:  See Michael Potács, (2015). Legal Theory (Kluwer, 2015) at Ch. V, sec. A, part 2 (‘Even Kelsen stressed the exact opposite: ‘All previously developed methods of interpretation always lead only to a possible, not a single correct result.’ The assumption here is that legal positivism constitutes an objective meaning (or content) of legislation. However, this assumption does not exclude the possibility that the objective meaning of legislation is vague or indeterminate.’).]  [139:  Prof. Burton describes indeterminacy as the achilles heel of cooperative compliance.  Burton at 103 Paradoxically, however, adherence to the determinacy thesis is the Achilles heel of responsive regulation. At least some significant aspects of the taxation law are indeterminate.]  [140:  For example, a multinational firm may change the legal characteristics of a financing instrument without any meaningful economic impact to ensure deductibility in one jurisdiction and non-taxation in another jurisdiction. Tax administrations have seldom challenged this type of arrangement. ]  [141:  ] 

Although there is a broad consensus that tax law is to some degree indeterminate,[footnoteRef:142] the novel position of this paper is that tax law can be considered as fully indeterminate at the margin. Tax structuring, or what might be referred to as aggressive transaction tax lawyering, is nearly always about pushing toward indeterminacy, or the creation of uncertainty out of certainty, where tax might not apply.  The vast majority of transactional tax planning begins with factual certainty, where tax does apply, and ends with factual uncertainty, where it is unclear whether or not tax applies; or, in other words, transactional tax planning only rarely begins with an uncertain situation where it is unclear whether or not tax applies, and ends with a situation where tax surely does not apply.  In that sense, tax structuring is largely about the creation of uncertainty, typically to end in a situation slightly below a more-likely-than-not (<50%) level of tax risk to allow the booking of the tax benefit under the GAAP standard under FIN48. [142:  Osofsky (2011) at 494 (“There are a number of sources of tax law uncertainty. Prevalent use of standards in the tax law may leave taxpayers unsure of the application of a standard to a particular set of facts.'5 Tax rules often also create uncertainty.16 Incredibly complex tax rules may have small but gaping holes, leaving application of the rule uncertain.”). (citations omitted); Burton at 72 One critical aspect of the responsive regulation literature is that it assumes that the law is determinate.] 

Legal indeterminacy in the context of international tax law means that fact patterns as continually ‘manufactured’ by multinational firms as part of international tax avoidance planning are designed to fall outside the framework of the positive tax law whether established by tax treaty or otherwise.  As Hegel wrote in 1821: ‘It is a misunderstanding which has given rise alike to the demand – a morbid craving of German scholars chiefly – that a legal code should be something absolutely complete, incapable of any fresh determination in detail‘.[footnoteRef:143]  The incompleteness of law in Hegel’s words is also to say that fact patterns are often indeterminate in practice; in other words, indeterminacy extends to facts and is not limited to draftng deficiencies in tax laws. [143:  GWF Hegel, Philosophy of Right (Knox, ed.) (Clarendon Press 1952), section 216.] 

Accordingly, a primary function of the corporate audit is to evaluate UTPs that have been affirmatively created by large corporations.  However, as Prof. Burton first explained, the theory of “cooperative compliance” is premised on the countervailing idea that tax laws are largely determinate.  In practical terms, the cooperative approach views the corporate audit largely in terms of the verification of accounts.  The supposed benefit to the taxing authority is that “well-educated” corporate management teams might aid in tax verification to help determine the “correct” amount of tax due.[footnoteRef:144]  A tax enforcement strategy based on such a determinative premise results in a tax administration that attempts to ensure that large corporations ‘pay the right amount of tax, in the right jurisdiction and at the right time’.[footnoteRef:145]  The idea of partnership to achieve such a determinate result seems plausible.  But, where law is indeterminate, tax enforcement becomes what Prof. Llewellyn famously termed a ‘Bramble Bush’ where the enforcer of any law must also determine the law.  The theory was described as follows: [144:  Larsen at 26 Cooperative compliance is a way of working proactively with taxpayers to ensure that information, taxes and fees are, to the fullest extent, correct as early as possible in the taxation process. ]  [145:  Owens at160.  ] 

The Bramble Bush tells us that the law is not a self-contained set of logical oppositions; that rules of law do not explain results at law; that facts are slippery things with a nasty habit of changing shape and color… that the truth is not in the law books, but it is somewhere-in economics, or sociology, or anthropology, or psychology, or in the murky reaches of Freudian theory. [footnoteRef:146] [146:  K Llewellyn, The Bramble Bush: Some Lectures on Law and Its Study (Oxford Univ. Press, 1960); K Llewellyn,  (1931)  “Some Realism about Realism: Responding to Dean Pound”, 44 Harvard Law Review 1222; G Gilmore, (1951) “Book Review: The Bramble Bush”, 60 Yale Law Journal 1251.] 

A unique aspect of tax law is that tax law is often both legally and factually indeterminate.[footnoteRef:147]  Legal indeterminacy means in part the intent of the law itself is unclear.  Factual indeterminacy means the facts or factual categories are unclear. To illustrate this premise, Llewellyn wrote: [147:  See Bret N. Bogenschneider, Factual Indeterminacy in International Tax Law, 3:3 BRICS L. J. 73 (2016); Manufactured Factual Indeterminacy and the Globalization of Tax Jurisprudence, 4:2 UNIV. COLLEGE LONDON J. LAW & JURIS. 250 (2015); but see Majdanska & Pemberton at 115 (“Participation in a co-operative compliance programme will tend to limit the number of disputes between the taxpayer and tax administration, as both parties will have a shared understanding of the facts and tax issues at stake.”). ] 

Is it not obvious that as soon as you pick up this statement of the facts to find its legal bearings you must discard some as of no interest whatsoever, discard others as dramatic hut as legal nothings? And is it not clear, further, that when you pick up the facts which are left and which do seem relevant, you suddenly cease to deal with them in the concrete and deal with them instead in categories which you, for one reason or another, deem significant?[footnoteRef:148] [148:  Llewellyn at 26.] 

Both issues of indeterminacy are omnipresent in tax law and nearly everything that the tax departments of multinational firms do on a daily basis is intended to exploit indeterminacy either in respect of the law, or fact, or mismatches of law and fact between taxing jurisdictions. In contrast, a wage-earner is often unable to exploit indeterminacy due to the narrow confinements of tax law applicable to wage-earners. The many advocates of cooperative compliance have at times described tax law as determinate[footnoteRef:149] and based on identifiable “facts” to which the determinate laws are then applied.[footnoteRef:150]  Taxpayer morale is then proposed to increase as a result of cooperative compliance programs, as such programs are intended to ease the process of verification of accounts arising from determinate laws.  No subtraction to taxpayer morale from the offering of special incentives to large corporations at the expense of other taxpayers has ever been proposed, however.  In the approach of cooperative compliance, the taxpayer must decide whether to comply with determinate tax laws under conditions of indeterminate enforcement.   [149:  Burton at 78 The determinacy of the law means that escalation up the enforcement pyramid for ‘uncooperative’ taxpayers is legitimated by the mutual recognition of what the law requires.]  [150:  Burton at 82 However, if the meaning of legislation is indeterminate and hence contestable (and often contested), the state is engaged in a process by which its power is contingent, in which its power is defined according to the specific context. Thus, in regulating indeterminate taxation law, different taxpayers might exert more or less influence vis a vis the tax administration in interpretive contests.] 

Therefore, whereas the ‘cooperative compliance’ audit is designed primarily to tackle the intentional or unintentional non-disclosure of items of income or expense on a corporate tax return, an actual tax audit might be expected to further identify aggressive tax avoidance planning which the taxpayer claims is allowable under law and to which the taxing administration may disagree.  In the case of disagreement, the taxing administration must then enforce its interpretation of the law against the multinational firm.  And, this disagreement in the interpretation of law and finding of fact is, by its very nature, an adversarial process;[footnoteRef:151] non-cooperation must be taken as one pillar of the theory of the corporate tax audit.[footnoteRef:152] [151:  Burton at 94 These factors indicate that, at least in some contexts, the Commissioner has responded to legal indeterminacy by adopting an adversarial, revenue maximizing stance. Of course, it is reasonable to expect that at least some taxpayers will also adapt to the indeterminate domain of tax law by adopting adversarial, self-interested positions.]  [152:  Id. The point is that such adversarialism is founded upon incommensurate standpoints, rather than mutual interest, and is therefore destructive of efforts to create a partnership.] 

i.	Framework for Non-Cooperative Compliance.
Taxing authorities around the world are of course fully aware hat many situations international tax law are indeterminate.  By shifting taxable income from one jurisdiction to another the amount of taxes payable can be diminished or delayed on an aggregate basis by planning.[footnoteRef:153]  The corporate accounts are indeed in good order, but via ‘income shifting’ the amount of taxes payable is reduced, often all the way to zero.  Accordingly, the first step in applying the tax law is always to find or determine the relevant ‘facts’.  However, such ‘facts’ are determined by the theory of tax law in all cases; this is the corollary to the origin of scientific ‘facts’ as originated by scientific theory as developed by Ernst Mach.[footnoteRef:154]  In other words, the facts that are relevant to tax law are determined by the underlying legal theory of taxation.  Proof can be found in the need for multinational firms to consult with transfer pricing advisors in the determination of an ‘arm’s length’ price.[footnoteRef:155]  This is because the determination of an ‘arm’s length’ always depends very much on theory.  The meaning of the ‘arm’s length’ principle is thereby determined in usage or practice (qua Wittgenstein) and by application of legal theory (qua Mach) and can never be fully interpreted down to a statement of positive law that will be complete ab initio where the result would be known prior to developing the facts of the respective transfer pricing structure as applied by the multinational firm. [153:  Owens at 157 (‘Tax administrations now have to live in a global environment where MNEs operate as global entities, with more tenuous links to their own countries. They operate and plan on a global basis and this applies to their tax affairs.’).]  [154:  Ernst Mach, Die Analyse der Empfindungen und das Verhaltnis des Physischen zum Psychischen (5th ed.) (Vienna, 1906), 78.]  [155:  See Pankiv, Arm’s Length Principle book (2018).] 

An official tax inspection of a company´s accounts must involve more than a mere accounting of the corporate books and records.  In order to track such ‘income shifting’ and must also include analysis of the legal basis for the transfer pricing positions reflected in the accounts. Tax administration entails an ongoing decision on the part of the taxing authority to enforce an indeterminate tax law with respect to an infinite variety of novel factual situations.  Any enforcement efforts by the taxing authority define what the tax law means in practice and in what factual situations it applies, if any.  For example, a taxing authority may attempt to enforce a tax law which does not yet exist on the books (eg, Unilever Kenya)[footnoteRef:156] or endeavour not to enforce a tax law which is on the books (eg, US Accumulated Earnings Tax, IRRC Section 531).[footnoteRef:157]  In either case, the positive law of taxation does not itself comprise a fully defined and self-enforcing set of legal ‘norms’.   [156:  Unilever Kenya Ltd v Commissioner of Income Tax [2005] eKLR 1. ]  [157:  See the discussion of the Accumulated Earnings Tax in the United States below, Note 38, infra.] 

A Revised Theory of the Corporate Tax Audit
If the tax law is indeterminate, then the taxing administration must at times find its own legal interpretation of the meaning of tax law.[footnoteRef:158]  In most cases, the practice of law is determined predominantly by the application of the law to the facts.[footnoteRef:159]  Where the law is indeterminate, however, in respect of either the legal principles or the determination and finding of facts, then the tax administrator must determine the law.[footnoteRef:160]  Burton notes this with respect to tax administration: “One ramification for the tax administration arising from the indeterminacy of law is that the meaning assigned to a taxation rule will depend upon a range of contextual factors, including the interpretive stance adopted by the particular tax official on a particular day and the tax official’s characterization of the circumstances of a particular case.”[footnoteRef:161] However, the power of the taxing administration to find the law is limited by courts given the potential for judicial review.[footnoteRef:162]  In the existing literature on cooperative compliance, the function of the taxing administration in finding the law has been described as ‘discretionary scope’.[footnoteRef:163]  Here, the idea of ‘discretionary scope’ is taken to a broader degree as the full authority to find the tax laws as applied to the facts in any particular case since tax law is presumed to be fully indeterminate at the margin where most tax structuring is performed by large corporations.  This view is likely to be disfavored by large corporations potentially for many reasons; as Prof. Freedman said: ‘[T]axpayers will argue, reasonably, that their liability to pay tax is about the duty imposed on them by law, so that only the law can answer that question.’[footnoteRef:164]  Of course, this corporate perspective on the nature of a tax audit reflects a determinative view of tax law which is flatly wrong. [158:  See B Alarie, K Datt, A Sawyer, G Weeks, (2014)  “Advance Tax Rulings in Perspective: A Theoretical and Comparative Analysis”, 20 New Zealand Journal of Tax Law & Policy 362 (‘Offering taxpayers the opportunity to learn the requirements of the tax law in advance should bolster tax compliance and tax morale more generally…, the decision can be at least partly an exercise in tax administration messaging and, more broadly, perhaps even an exercise in national branding or identity.’); See generally C Heber, (2013) “The OECD Enhanced Relationship Model and its Improvements towards an International Dialogue between Revenue Bodies”, Australasian Tax Teacher Association (ATTA) Conference 2013 <docs.business.auckland.ac.nz/Doc/27-Caroline-Heber-paper.pdf> (‘It might also be the main reason why especially civil law countries, which assert the rule of law as a main principle within their legal system and want to restrict the revenue bodies´ discretion as much as possible, have problems by introducing an enhanced relationship model and a risk management approach.’).]  [159:  In most cases, the law, particularly the tax law, is predominantly the application of the law to the facts.  Where the law is indeterminate, then the adjudicative authority, including the tax administrator, must determine the law.  Burton notes this with respect to tax administration: “One ramification for the tax administration arising from the indeterminacy of law is that the meaning assigned to a taxation rule will depend upon a range of contextual factors, including the interpretive stance adopted by the particular tax official on a particular day and the tax official’s characterization of the circumstances of a particular case.” Burton at 93.]  [160:  Freedman at 634 (“It has been suggested that it may suit the revenue authority at times for matters not to be heard by the judges in case the courts decide against the authority’s view of what the law should be.”) citing David M Fogel, “The Inside Scoop About the IRS’s Appeals Division” (2 June 2003) 99 Tax Notes 1503.]  [161:  Burton at 93.]  [162:  Freedman, 7 (‘The difficulty is that, as explained above, the complexity in an area such as corporate taxation makes it hard to say that some behavior is in the grey areas is non-compliant, and views differ on the acceptability of such behavior.’).]  [163:  See generally Freedman at 637 (‘The first problem discussed in this article, however, addresses the discretionary scope tax officers have where treatment of a taxpayer, before and until a contentious issue reaches the courts, is concerned.  Given that it is generally considered necessary in order to satisfy the requirements of the rule of law for taxes to be imposed clearly by their legislatures and not by administrators, to what extent can revenue authorities pay more attention to taxpayers that are working within the limits of the law…’).]  [164:   Freedman at 637; see also Burton at 79 Nevertheless, it is clear that the norm of state neutrality dictates that ‘the law’ is applied uniformly across all legal subjects because the imperfect administration of a ‘neutral’ law is as evil as a non-neutral law.] 

The theory of international relations broadly referred to as Realpolitik is a potential source of inspiration for a legal situation without a positive framework of tax law (at the margin, where tax structuring occurs), thus resulting in a revised theory referred to here as “Real-Überprüfen”.  International tax administration outside an applicable tax treaty is conducted in what amounts to such a Hobbesian ‘state of nature’; here, the ‘state of nature’ refers to a situation of international taxation where there simply is not an applicable positive framework of international tax law, at least, at the margin where most tax structuring is performed.[footnoteRef:165]   The basic premise of this view of the corporate tax audit premised on Realpolitik is that large corporations act on par with nation states setting out to increase their own power.  For example, multinational firms routinely use the threat of expatriation in response to audits from the taxing authorities; the economic theory of corporate tax competition is partly premised on an implicit threat of corporations to expatriation in the respect of taxation. Likewise, the taxing authority has the power to assess tax or to deploy additional resources to conduct a corporate audit.  The bilateral persuasion employed by multinational firms and the sovereign taxing administration against each other looks more like the diplomatic relation between nation states than it does the relation between a law enforcement agency and an individual citizen.  The implications of such a revised theory of the tax audit in the context of indeterminacy are significant; as explained by Prof Burton: [165:  Infra, Part IV.] 

When the theory speaks of encouraging taxpayers to voluntarily comply to pay the ‘correct’ amount of tax, what it means is that the tax administrator is seeking to achieve voluntary compliance with its interpretation of the taxation laws. Failure to embrace its interpretation will see the response to the taxpayer escalated up the enforcement pyramid albeit that the taxpayer may have complied with its own reasonably held interpretation. Thus, the model is lacking in failing to account for the grey nature of taxation law.[footnoteRef:166] [166:  Dabner & Burton at 103. ] 

The assertion of a “correct” or “right” interpretation of the tax law is one means for the taxing authority to achieve compliance.[footnoteRef:167]  As such, the taxing administration often insists that there is only one possible deterministic answer to a tax problem.[footnoteRef:168]  The insistence on determinacy in the tax law represents an attempt to add legitimacy to any enforcement action of the taxing administration.  Prof. Burton also makes this point directly:  [167:  Burton at 81 ([I]f the ‘right’ interpretation is governed by the regulator’s interpretation of the law, it is difficult to see how the rule of law is definitional of responsive regulation, because this would make regulators judges in their own cause and lay the way for autocratic power, which Ayres and Braithwaite expressly disavow.“).]  [168:  Burton at 91 The assumption of determinate law is integral to the limited mutual goal of the tax compliance partnership – compliance with ‘the law’. This integration of the determinacy thesis into the definition of the partnership means that the partnership need not reach a consensus upon the meaning of the law because this is a given. The sole purpose of the partnership is to develop ‘solutions’ for best implementing what is presumed to be determinate law.
] 

More cynically, endorsing the proposition that ‘the law is the law’ means that the Commissioner is able to promote his interpretation of law, which he most probably knows to be contingent, as the ‘right’ interpretation. By doing so, he maintains the faith in impartial administration while in fact adopting contingent interpretations of ambiguous law. Further, by adopting this message, the Commissioner hopes to reassure the general public that all really are equal before the tax law, despite the evidence of regulatory capture which suggests the contrary.[footnoteRef:169] [169:  Burton at 104.  See also Freedman, 15 (‘The relationship created by enforcement covenants thus raises rule of law questions about clarity and equality of treatment of different taxpayers and the extent to which the covenant can reasonably be permitted to allow variations in such treatment by way of responsive regulation.’).] 

Yet, a ‘correct’ legal interpretation is a primary means of the tax audit, but not the purpose of the tax audit itself; that is, contrary to the assertion of other tax scholars, the purpose of the tax audit is to collect revenue.[footnoteRef:170]  If one takes the regulatory pyramid from sociological theory at face value, a recalcitrant large corporate taxpayer currently engaged in structuring tax avoidance strategies (hence, at motivational posture of ‘disengagement’) ought not to be expected to immediately shift to a motivational posture of ‘commitment’.  Thus, upon perceived noncompliance, the taxing administration might further choose to enforce either voluntary or possibly involuntary compliance against the recalcitrant corporate taxpayer resulting in a posture of capitulation to the will of the taxing authority.[footnoteRef:171]  But, on the terms of responsive regulation theory, ‘capitulation’ is suboptimal to self-regulation as a form of voluntary compliance because enforcement resources are required to achieve it.[footnoteRef:172]  Of course, the taxing administration may be willing to negotiate from a status of capitulation to a status of self-regulation simply to save the enforcement costs.  Yet, ‘There is clearly a balance to be achieved: if pressed too far the policy behind the Code of pushing the question of tax strategy into the Board room and beyond strict legal rules could be counterproductive.’[footnoteRef:173]   [170:  But see Find quote source. ‘[T]ax agencies should only seek to recover the tax that is payable in accordance with the legislative policy as reflected in the tax law.  It is not the tax agency´s role to claw back revenue which the legislature, either by statute or treaty, has excluded from a country´s tax net.]  [171:  Leviner at 411 (‘Strategies for inducing compliance are likely to vary in their effectiveness depending on the motivational posture of the targeted taxpayers. In other words, different regulatory and enforcement measures can be successful when dealing with taxpayers who see themselves as law-abiding citizens versus those taxpayers who see themselves as opportunistic.’).]  [172:  Leviner at 412 (‘Capitulation reflects acceptance of the tax authority and its officials as legitimate and the belief that they are positively responsive to taxpayers as long as taxpayers behave according to the law and obey the authorities.’).]  [173:  Freedman, 27.] 

In the paradigm of full indeterminacy, the “win-win” outcome posited by cooperative compliance is not possible;[footnoteRef:174] nor is the shift of multiple-levels on the regulatory pyramid from a posture of disengagement to that of commitment.  The taxing authority might also propose a “high ball” regulatory outcome in order to negotiate to an acceptable mid-point.[footnoteRef:175]  Since large multinationals routinely threaten the taxing administration with expatriation if they do not get their way in tax matters, negotiation toward an acceptable settlement is acceptable in the Real-Überprüfen model of tax enforcement.[footnoteRef:176]  The taxing administration must inherently seek balance between the potential harm caused by tax collections versus the harm to overall taxpayer morale caused by the nonpayment of taxes by large corporations.[footnoteRef:177]   [174:  Majdanska & Pemberton at 112 (“The ultimate goal is to create a win-win situation for the tax administration and large corporate taxpayers.  For the tax administration, implementing co-operative compliance should result in payment of the right tax at the right time and have a number of collateral benefits (increased commercial awareness, better tax risk management, better allocation of resources and improved real-time information about commercial developments).  For the taxpayer, the main benefits are earlier certainty about its tax liabilities and reduced compliance costs, including fewer and more focused audits.”).]  [175:  Burton at 77 [T]he regulatee could be expected to propose a low ball regulatory outcome while the public interest advocate would be expected (for reasons which are not apparent) to propose a high ball regulatory outcome which exceeded the will of the legislature expressed in the legislation. In such circumstances, the regulator would perform the ‘good cop/bad cop’ routine and oversee resolution of this dispute by brokering an agreement with the regulatee at the mid-point ‘closer to the democratic will embodied in the law.’ citing Ayres and Braithwaite at 82.]  [176:  Burton at 93-4 In the context of indeterminate law, it is reasonable to expect that the Commissioner will at least occasionally interpret his managerial obligation in such a way that he will ‘play for the grey’ in seeking to maximise the revenue, rather than conceding that legal indeterminacy means that interpretive discretion should be exercised in favour of the taxpayer.]  [177:  Holmes at 1422 (‘Low detection rates, combined with inadequate penalties, and enormous information asymmetries, leave the IRS at a vast disadvantage in attempts to restrain taxpayers from taking overly aggressive or abusive positions on their tax returns.’); Ventry at 439 (‘Taxpayers comply with the law when they think the law will be enforced. Indeed, taxpayer behavior depends largely ´[on] the government itself,´ both the fairness of its processes and its willingness to enforce the law effectively and to prosecute wrongdoers. Heavy-handed attempts at enforcement by regulators can backfire, however, resulting in less rather than more compliance. The difficulty for tax authorities is crafting a regulatory regime that uses sticks as effectively as carrots.’) (citations omitted).  ] 

[bookmark: _Hlk19871052]i.	Realpolitik toward: “Real-Überprüfen”.  
The ‘Real-Überprüfen’ model is a pragmatic approach to tax audits that provides the basis for the tax administration to identify the relevant facts and apply them to the law.  In the context of legal indeterminacy, the integrity of the taxing administration is a fundamental aspect of the corporate tax audit.[footnoteRef:178]  This realist model of the tax audit is distinguishable from the ‘command and control’ approach as previously identified by the OECD and many other tax scholars. The basic principles of Real-Überprüfen are accordingly the following:  [178:  Majdanska & Pemberton at 115 Tax officials should maintain a professional and critical attitude towards the large business taxpayers they deal with and the information they obtain in the course of their dealings with those businesses.  They should act fairly and not primarily in a revenue-oriented manner.  citing M.T. Soler Roch, Tax Administration versus Taxpayer – A New Deal? 4:3 World Tax Journal 282 (2012); Burton at 97 [T]he integrity of the taxation administration is crucial to winning the wider community over to the model of cooperative compliance. citing V Braithwaite and J Braithwaite, ‘Managing taxation compliance: the evolution of the Australian Taxation Office compliance model’ in M Walpole and C Evans (eds), Tax Administration in the 21st Century, Prospect, Sydney, 2001at 218.] 

Principle A.  Power is of the essence in the tax audit. Large corporate taxpayers have a “will to tax avoidance” reflected in aggressive tax structuring where sa primary objective is to exercise power against the state. [footnoteRef:179]    [179:  Cohen at 173 (“Subtheory A.  Power is of the essence.  Without it, there can be no real security in that continued existence then becomes a matter of another state’s lack of desire to destroy you rather than a function of your own ability to survive as a matter of will.”).] 

Principle B.  A taxing authority can improve overall taxpayer morale in the context of legal indeterminacy by seeking to consistently enforce tax laws[footnoteRef:180] foremost against the powerful and only very rarely against the weak. [180:  Leng at 133 (“[T]he actor’s commitment to fulfill its threats and promises is based on the specificity of the actor’s communication (1) of the conditions under which it will, or will not, carry out the threatened or promised action and (2) of the specificity of the threatened or promised action.”).] 

Principle C.  Both positive inducements (e.g. cooperation incentives) and negative inducements (e.g., threats of jail or heavy fines),[footnoteRef:181] may be used to encourage the taxpayer to comply with the will of the taxing authority.[footnoteRef:182] [181:  Id. at 133 (“1. Positive inducement – positive concessions, such as reductions or promises of reduction in the use of force; 2. Negative: no threat or use of force – economic or political threats or punishments short of the threat or use of force.”)]  [182:  Cohen at 173 (“Subtheory B.  As a general case, states must constantly seek to increase their power relative to actual or potential opponents.  Otherwise, it will become difficult for a state to accomplish a desired change in the status quo or to prevent an undesirable change; Subtheory C.  The policies of a state, which are the ways in which the power of a state is exercised, must be properly designed to gain the desired goals.  Otherwise, regardless of how much power it has, it will not attain its goals.”).] 

Principle D.  Aggregate tax collections will be optimized if the taxing authority demonstrates “commitment”[footnoteRef:183] to carrying out promised inducements taking into account the relative costs of tax compliance to corporate taxpayers[footnoteRef:184] and the likelihood of success.[footnoteRef:185] [183:  Leng at 133 (“An attribute of inducements of particular interest to conflict strategists is their credibility.  [Conflict strategists have stressed commitment – the text to which the actor demonstrates its willingness to carry out the threatened or promised inducement.”).]  [184:  Id. at 133-4 (“ [T]he attributes of interest for the four independent variables in the action-response model: (1) the costs to the target of complying with the actor’s demand and (2) the type, (3) the degree, and (4) the specificity of inducements accompanying the demand.”).]  [185:  Cohen at 173 (“Subtheory D.  Ultimately, a proper policy will maximize gains of power and security while minimizing costs and risks.  A state can improve its situation if it consciously seeks out policy options which can realistically be expected to attain goals that will enhance its power.”).] 

A pragmatic approach to the tax audit is appropriate along the lines of Real-Überprüfen is also an appropriate means of law enforcement including especially in the context of a corporate audit involving aggressive tax structuring.  The UTPs of large corporations of concern and referenced here are especially those related to aggressive tax restructurings, including particularly tax positions as documented on FIN48 workpapers.  Lawful tactics might be employed against large corporations – previously reserved for individuals and small business taxpayers subject to civil tax audit or large corporations under criminal tax investigation, such as: (i) the notification of creditors or shareholders of the tax audit; (ii) placing of liens or holds on operational bank accounts; and (iii) the seizure of business equipment used in aggressive tax avoidance planning, including as example computers or network servers holding relevant emails or other information. 
Conclusion
The potential benefits of the application of a Real-Überprüfen method to tax compliance are (i) to increase aggregate tax receipts by auditing UTPs of large corporations[footnoteRef:186] ideally without an increase in enforcement cost,[footnoteRef:187] and (ii) to enhance overall taxpayer morale by reducing cynicism by other taxpayers resulting from the perceived special treatment of large corporations.[footnoteRef:188]  A relative increase in enforcement efforts against large corporations may be further warranted because the Tax Cuts and Jobs Act of 2017 sharply reduced the statutory tax rate for large corporations from 35% to 21%.  Estimates of the effective tax rate for large corporations prior to the tax cuts ranged from 11% to a high of 21% but were trending sharply downward by all estimates even without a reduction in the statutory rate.  The downward trend in effective tax rates of multinational firms was likely due at least in part to cooperative compliance programs, such as the CAP program, of which Wal-Mart is perhaps illustrative, and also lax transfer pricing enforcement in the United States and other OECD countries.  Of course, lax transfer pricing enforcement benefits solely large multinational corporations with the ability to take advantage of transfer pricing techniques to reduce taxes across intercompany affiliates.   [186:  Osofsky (2011) at 490 (“By strategically holding back on guidance for taxpayers with underreporting opportunities, tax administrators could reduce taxpayers' inclinations to take overly aggressive, or even evasive, reporting positions. As a result, tax administrators could increase revenue by reducing underreporting.”).]  [187:  See discussion of relative costs of audit types, supra Part III.]  [188:  Wells at 678 (‘The public can see the modus operandi of sophisticated taxpayers: swear on the jurat of the tax return that its tax return is correct and simultaneously swear on their financial statements that they knew that they should have paid more taxes but did not do it. This leads to high public cynicism about noncompliance.’).] 

The reduction in the corporate statutory rate likely reduced the effective tax rate of large corporations to unprecedentedly low levels.  Even if there was thought to be some truth to the theory of corporate tax competition, an increase in enforcement efforts by the IRS during a time of radical tax reductions for large corporations should not be expected to have a negative economic effect; furthermore, the extraordinary corporate tax reductions seem to have served mainly to temporarily boost stock values by increased stock buy-back activity by firms flush with surplus cash.  There are good reasons to think that corporate level taxes levied on large corporations that do not plan to reinvest profits into new business ventures may actually be helpful to economic growth by creating a built-in incentive by encouraging large firms to reinvest profits in order to harvest the value of the tax deductions against current profits. 
By reversing its “policy of restraint” toward the use of FIN48 workpapers during the course of a corporate audit, and thereby to begin to carefully review the Uncertain Tax Positions (UTPs) of large corporations, the IRS could achieve a doubly-positive and immediate salutary effect for the functioning of the overall tax system.  Furthermore, by the implementation and use of non-collaborative methods and audit tactics more broadly against large corporations, similar to those methods previously reserved for small businesses and individual taxpayers, further beneficial effects might be achieved including higher tax receipts with an allocation of even less enforcement resources than as are currently afforded to “cooperative” compliance initiatives.  Accordingly, a net savings in enforcement resources might be achieved through the implementation of a Real-Überprüfen approach, in part by cancelling the various collaborative programs which are designed to offer special incentives exclusively to large corporations.  
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