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Summary 

HM Revenue and Customs (the Department) collected around £33 billion in Corporation 
Tax in 2004–05, and expects receipts to increase to £42 billion in 2005–06. The 
Department’s Large Business Service deals with the tax affairs of the largest businesses 
operating in the UK. Its network of 68 Areas deal with the rest – over a million companies 
– at a cost of around £220 million a year. These companies paid £15 billion in Corporation 
Tax in 2004–05.  

Companies are liable for Corporation Tax on their profits, and are required to submit tax 
returns each year along with any tax due. Areas check the returns and undertake detailed 
enquiries on around 4% of returns. This work resulted in additional tax, interest and 
penalties of £602 million in 2004–05 where companies had not complied with their 
obligations. Since 1999, when Corporation Tax became a self-assessed tax, Areas have 
increased by 42% the extra tax yield they secure. Over the same period they have halved the 
number of enquiries, while making greater use of risk assessment techniques to guide their 
work.  

The Department has no estimate of the overall tax at risk from company non-compliance. 
But its research indicates that around 40% of tax returns contain errors which if undetected 
would result in a tax loss. Yet only 60% of Areas’ enquiries produce additional revenue. 

The performance of Areas on enquiries varies markedly: in 2004–05 the coverage ranged 
from 2% of returns to 9%; the yield secured in some Areas was five times more than in 
others, differences not explained by economic factors; and some Area costs were two or 
three times more than others to secure similar yields. A major reason for these differences 
was a significant mismatch of staff to workloads. There were also differences in the use of 
risk-assessment databases and risk-profiling projects to select cases for enquiry. The 
Department is planning to rationalise the network into fewer but larger Areas, providing 
the opportunity to improve the efficiency and effectiveness of its work on Corporation Tax 
and other taxes.  

Enquiries take many months to complete, even those that produce no additional tax yield. 
The Department has piloted in one Area a new internet based system for sharing 
information with companies during enquiries, which has reduced the time taken to 
complete enquiries by 20%. 

There is little research on the administrative burden on companies of Corporation Tax. 
The Department has however been mapping the requirements of this and other business 
taxes to set a baseline for tracking and reducing the costs of compliance and it has now set 
a target for reducing the burden. The complexity of the tax is a particular concern to 
companies and appears to contribute to the level of errors in tax returns. The Department’s 
consultations with the business community have led to some reforms to the structure of 
the Tax but cost or lack of consensus have impeded other proposals. 

Electronic filing of Corporation Tax returns should bring a number of benefits. It would be 
more convenient for many companies. It should reduce the Department’s costs and errors 
from keying-in data; and facilitate better risk assessment by enabling the Department to 
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analyse electronically a greater volume of data from returns. But so far only 2% of 
companies have filed their returns electronically. The Department expects to increase take-
up by introducing a new system in summer 2006. Following Lord Carter of Cole’s review 
of on-line services, the Department has decided that all companies will be required to file 
their returns electronically from 2010. 
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Conclusions and recommendations 

1. In spite of a 40% error rate in returns, Areas conduct enquiries on only 4% of 
returns. Yet only 60% of these enquiries succeeded in increasing the tax or profit 
assessment. The Department needs to improve the targeting of enquiries, and 
thereby increase the tax yield. It should strengthen the use of risk assessment 
techniques, particularly in those Areas which do not make full use of available 
databases and those with the lowest enquiry success rate. 

2. 70% of the additional revenue secured from the Department’s random enquiries 
was attributable to 5% of the companies examined. The Department should use its 
random enquiry programme to identify the types of company which are most likely 
to be guilty of serious abuse and those that are making genuine errors. It should use 
the results to focus enquiry work on areas of greater risk and target education 
campaigns on companies that need help in understanding their obligations.  

3. ‘Aspect’ enquiries achieve a pay-back four times better than ‘full’ enquiries 
because they are much less costly, but a higher proportion achieve no additional 
tax yield. Most of the enquiries the Department undertake are ‘aspect’ enquiries, 
which focus on one or more feature of the tax assessment, but it also undertakes ‘full’ 
enquiries which examine the entire business. To improve the pay-back from its 
enquiry work, the Department should identify those types of enquiries which achieve 
no additional tax yield.  

4. The Department decides the mix of Areas’ full and aspect enquiries, and of 
Corporation Tax and other tax enquiries, but without a full understanding of 
their relative marginal effectiveness. It is developing a risk strategy for its 
compliance work, looking across business taxes. It should establish the marginal pay-
back of the different elements of that work to focus on areas of greatest potential 
return. It should also set a target to increase the current level of 9% of Corporation 
Tax full enquiries that also cover other taxes. 

5. The Department imposed penalties for negligently inaccurate returns in half of 
the full enquiries which produced additional tax yield in 2004–05, but it applied 
penalties in only 5% of aspect enquiries. Aspect enquiries often involve questions of 
interpretation of accounting and tax rules. To show whether Areas are applying 
penalties consistently and effectively, the Department should analyse the types of 
cases that are penalised and those that are not, and the scale of abatements applied.  

6. Over the last five years, the Department has referred only five agents or advisers 
to their professional bodies for breach of professional ethics or conduct. Despite 
assurances to our predecessors in 2004, there appears to be little progress in 
increasing the number of referrals. As part of its current ‘modernising powers, 
deterrents and safeguards’ review, the Department should include proposals for 
dealing more effectively with non-compliance that results from poor professional 
advice. 

7. The wide variations in Areas’ enquiry coverage, results and efficiency indicate 
scope for higher yields and cost savings. If all Areas had achieved the national 



6  

 

 

average in 2004–05, yields could have been £60 to £100 million more. The 
Department is using the National Audit Office’s benchmarking analysis to develop 
its management of Area performance. In so doing, it should track Areas’ relative 
efficiency in securing additional tax yield compared with the size of their local 
company caseload. It should also apply a similar approach in managing other locally-
administered taxes.  

8. The variation in enquiry coverage – from 2% in some Areas to 9% in others – 
means that companies of a similar risk are more likely to be subject to an enquiry 
in some Areas than in others. This uneven coverage stems from imbalances across 
Areas in the number and experience of staff compared with the size and complexity 
of the Areas’ caseloads. The Department should reassign more work between Areas 
to even out coverage and workloads. 

9. Varying results and efficiency of enquiry work across Areas reflect this mismatch 
of resources to risk, and differences in risk assessment skills between Areas. The 
Department’s plans to restructure the local office network provide an opportunity to 
address these factors. In a new network structure, the Department should provide 
offices of sufficient size to achieve efficient processing and enquiry work, applying 
the full range of risk-assessment skills. It should also redesign its compliance work to 
match the risks posed by different business sectors. 

10. The Department’s shared work-space project has shown promising results in 
speeding up enquiries, which often last for a year or more. Subject to the successful 
extension of the project to London offices during 2006, the Department should 
extend it to all local offices thereafter. It should also extend to all offices its new 
system of team working where staff specialise in specific enquiry tasks. The aim 
should be to achieve at least the 20% reduction in the time taken to complete 
enquiries that has been achieved in the shared work-space pilot Area. 

11. Electronic filing offers many benefits for the Department and companies, but 
only 2% of companies are filing their Corporation Tax returns on-line. The 
Department aims to introduce by Summer 2006 a system for companies to submit 
their accounts, as well as their returns, in a form that feeds directly into the 
Department’s computers. It plans to require all companies to file their returns on-
line by 2010. The Department has a corresponding responsibility to make the new 
system reliable and easy to use, so that companies are not forced into a process which 
imposes substantial costs on them.  
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1 Tackling non-compliance 
1. HM Revenue and Customs collected £33 billion in Corporation Tax in 2004–05, and 
expects to collect around £42 billion in 2005–06. The tax is charged on the profits of 
companies resident or conducting business in the United Kingdom. Taxable profits are 
derived from accounting profits after a range of adjustments and allowances.1  

2. The Department manages Corporation Tax payers in two groups. A Large Business 
Service deals with the largest 900 groups of companies, who paid £18 billion in 
Corporation Tax in 2004–05. A network of 68 Areas deals with the 1.1 million returns 
from other companies, who paid £15 billion in 2004–05. This Corporation Tax work cost 
£220 million, or 1.4 pence per pound of revenue. Each Area is responsible for processing 
and checking the tax returns of its local companies. Areas assess the returns for possible 
risks of non-compliance and select some cases for more detailed enquiries. 2 

The tax at risk 

3. Since 1999–2000, when self-assessment was introduced for Corporation Tax, the 
Department has reduced the number of Area enquiries by almost half. But it has improved 
its targeting of higher risk returns and thereby, as Figure 1 shows, has increased the 
additional tax generated by these enquiries by 42% in real terms. Areas generated £602 
million in additional yield (tax, interest and penalties) from the 43,700 enquiries completed 
in 2004–05.3  

 
1 C&AG’s Report, Corporation Tax: companies managed by HM Revenue and Customs’ Area Offices (HC 678, Session 

2005–06), para 1.1; Q 31; Budget 2006 (HC 968, Session 2005–06), Table C8 

2 C&AG’s Report, paras 1.5, 2.1 

3 ibid, para 2.7 and Figure 3; Qq 3, 18 



8  

 

 

Figure 1: Relative trends in the number of enquiries and the additional tax yields they achieved, in 
real terms (indexed-values; 1999–2000 = 100) 
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Source: C&AG’s Report, Figure 3 

Note: Additional yields and average yields are in real (2004–05) terms, derived from Treasury GDP 
deflators. 
 

4. The effectiveness of enquiries in tackling non-compliance, however, must be viewed in 
the context of the ‘tax gap’ – the difference between the total tax that is theoretically 
payable and what is actually paid. Assessing the tax gap from macro-economic data is 
inherently difficult. The Department conducts a random enquiry programme to provide 
intelligence on the level of error in tax returns resulting in the under-payment of tax and 
the nature of non-compliance risks.4  

5. The Department does not yet have sufficient data to draw robust conclusions on the 
likely amount of tax being lost overall, but results to date indicate that 40% of returns have 
errors that would result in underpayment of tax. The size of these errors varies greatly and 
can result from misunderstandings or carelessness on the part of companies, or from 
serious abuse. 5% of companies examined accounted for 70% of the underpaid tax. The 
Department uses the results to direct its enquiries to the areas of risk.5  

The ‘strike rate’ of enquiries 

6. Overall, Areas conduct enquiries on 4% of returns. The Department focuses its enquiries 
on those companies which it considers most likely to produce additional tax. Yet only 60% 
of enquiries produce a change in the tax or profit assessment. The annual cost of enquiries 
which produce no change in the tax or profit assessment is £9 million. The Department 

 
4 C&AG’s Report, para 2.11; Qq 21, 37, 44 

5 Qq 2, 49, 71, 83, 85, 87, 105; Ev 14–15 
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regards it as inevitable that some enquiries will not produce additional tax, but it does not 
set a target for an acceptable “success” rate for its enquiries.6  

7. The number and cost of enquiries producing no change suggest scope to improve the 
risk assessment of returns. The success of this process depends on the experience of tax 
inspectors and the skilled use of databases on companies’ affairs to inform the assessment. 
In recent years the Department has developed various databases and encouraged their 
greater use by Areas, as well as the use of risk-profiling ‘projects’. Following successful 
piloting, the Department is introducing a new database that brings together data previously 
held in different sources. It is also seeking to bring a more strategic focus in its use of risk 
assessment expertise, and is introducing a ‘team working’ approach to make better use of 
inspectors’ time by allocating tasks more closely to the level of staff experience needed.7  

The mix of full and aspect Corporation Tax enquiries 

8. Areas undertake a mix of ‘aspect’ and ‘full’ enquiries. Aspect enquiries examine the 
accuracy and tax treatment of one or more particular features of a return and tend to be 
used for larger, more complex companies. Full enquiries focus on the disclosure and 
accounting for the entire income and assets of a business and its owners, and tend to be 
used for smaller less complex companies. 81% of full enquiries secure additional 
Corporation Tax or a profit adjustment (Figure 2), and these include some random 
enquiries which are not risk-targeted. Aspect enquiries produce less yield on average and 
have a lower ‘strike rate’, with only 58% resulting in a change to the tax or profit 
assessment. Nevertheless, aspect enquiries have a better pay-back rate because they are 
much less costly than full enquiries.8  

Figure 2: The results of ‘full’ and ‘aspect’ Corporation Tax enquiries, 2004–059 
 

 Full enquiries Aspect enquiries All enquiries 

Number completed 4,500 39,200 43,700 

Average yield £26,700 £12,300 £13,800 

Average staff cost £5,600 £500 £1,100 

Average yield:cost ratio 4.8 : 1 22.6 : 1 13.1 : 1 

Proportion of enquiries resulting 
in a tax or profit adjustment 

81% 58% 60% 

 
9. To check a company’s tax position, the Department has to open a formal enquiry. In 
recent years, Areas have developed ‘enabling’ relationships with some of their larger local 
companies to discuss and resolve Corporation Tax issues, and companies may provide 
supporting records to the Department for review before they submit their returns. The 

 
6 Qq 2–3 

7 C&AG’s Report, paras 2.18, 4.9; Qq 8, 50, 109 

8 Qq 3, 39 

9 C&AG’s Report, paras 2.7–2.8, 4.4–4.5, Figure 5 
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advantage for the Department is that points of uncertainty can be resolved and compliance 
improved without the need for a formal enquiry. Such enabling work, however, accounted 
for only 1% of the time spent by Areas on Corporation Tax compliance work in 2004–05.10 

The balance of enquiry workloads 

10. In planning the number and mix of enquiries by Areas, the Department takes account 
of the number and grade-mix of Area staff and their company caseloads. It seeks to cover 
the spectrum of companies submitting returns – both large and small companies. The 
Department plans this coverage, however, without a detailed assessment of the relative 
compliance risk of different sizes of business, and without a clear view of what marginal 
changes in the enquiry mix might produce in terms of yield and cost.11 

11. With an underlying error rate in returns of 40%, it is likely that higher yields could be 
achieved if additional resources were deployed to increase the number of Corporation Tax 
enquiries. But whether a 4% level of coverage is appropriate depends not just on the 
marginal yields and costs of such work but also on wider considerations about the 
deployment of enquiry effort and resources across the different taxes, and the demands 
they place on business. The Department is developing a risk strategy for business taxes, to 
help it reassess its levels of enquiry coverage.12  

12. The risks posed by a particular company for Corporation Tax may also be indicative of 
its risk on other taxes, for example VAT, PAYE and Income Tax. Some of the more 
common errors found in Corporation Tax returns may also affect the personal tax affairs 
of the directors. 9% of Corporation Tax full enquiries also covered other taxes in 2004–05.13 

Penalties 

13. Penalties for negligently inaccurate returns, geared to the tax at stake, can discourage 
non-compliance. Of the 19,000 enquiries which produced an increased tax assessment, 
only 13% were penalised. Legislation allows the Department to impose penalties of up to 
100% of the additional tax payable but, as with other taxes, it applies abatements for 
voluntary disclosure of errors, the seriousness of the offence and the co-operation the 
company gives the Department in the enquiry. The Department does not record centrally 
the types of cases that are penalised and those which are not, or the scale of the abatements 
applied, to assess whether penalties are being used effectively to deter non-compliant 
behaviour. Without such analysis, it is also unable to show that it applies penalties 
equitably across Areas and for companies of different size and type.14  

14. The Department applies fewer penalties on aspect enquiries than full enquiries. It 
imposed penalties in half of the full enquiries where it identified an additional tax liability, 
compared with only 5% in aspect cases. In imposing penalties, the Department has to 
establish that the return is incorrect and understates the tax due, and that the error arises 

 
10 C&AG’s Report, para 3.7; Qq 3, 71 

11 C&AG’s Report, paras 2.15, 2.20; Q 16 

12 Qq 16–17 

13 C&AG’s Report, paras 2.24–2.25; Qq 26, 45 

14 C&AG’s Report, paras 2.9–2.10; Q 94 
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from the negligence of the company. Aspect enquiries often involve questions of 
interpretation of accounting and tax rules. If a company makes an error having relied in 
good faith on external professional advice, the Department cannot apply a penalty.15 

15. If the Department considers that advisers and agents are in breach of their professional 
ethics, it can refer them to their professional bodies. But it has done so only five times in 
the last five years. Yet in response to our predecessor Committee’s Report on Tackling 
VAT fraud in 2004, HM Customs and Excise, having previously referred only four cases, 
had expected to increase the numbers reported to professional bodies.16  

16. The Department can impose a penalty if companies do not provide information it 
requests for its enquiry. But the Department acknowledges that a rate of £30 a day is only a 
minor inconvenience for many companies.17  

 
15 Q 80 

16 Q 99; Ev 14–15; 36th Report from the Committee of Public Accounts, Tackling VAT fraud (HC 512, Session 2003–04), 
para 23 and conclusions and recommendations para 7; Treasury Minute, Cm 6304, September 2004, paras 15–17 

17 Q 82 
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2 Improving the performance of Areas  
17. There are significant variations between Areas in the coverage, results and costs of 
enquiry work. On average 4% of returns are subject to enquiry, but this ranges from 2% to 
9% across Areas so that companies of a similar size and complexity are more likely to be 
subject to an enquiry in some Areas than in others. The average yield from enquiries in 
some Areas was five times higher than in others – a difference not explained by economic 
factors. The proportion of enquiries resulting in a tax or profit adjustment ranged from 
44% in one Area to 80% in another. Similarly, average enquiry costs were two to three 
times higher in some Areas than in others, which was not simply the result of economies of 
scale in Areas with larger caseloads or the complexity of the task.18  

18. These variations in the coverage and results of enquiries indicate scope for higher tax 
yields and improvements in efficiency. For example, if Areas with below average enquiry 
yields could have secured the national average, the total yield could have been £60 to £100 
million more in 2004–05, and more still if all Areas could have matched the best 
performing Areas.19  

19. This variation in performance stems from a mismatch between the numbers of staff 
and skills deployed on Corporation Tax work in the 68 Areas and the distribution of the 
company caseload. It also reflects the small size of some Areas: the largest having 33 
Corporation Tax staff, but some only five. A third of Areas had a target number of 
enquiries which was more than 25% higher or lower than the number warranted by their 
company tax-base (Figure 3). Areas have also adopted different risk assessment practices, 
with some making greater use of more sophisticated techniques and databases.20  

 
18 C&AG’s Report, paras 2.13–2.14, 4.4 

19 ibid, para 2.23 

20 ibid, para 2.15; Qq 13, 28 
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Figure 3: Corporation Tax enquiry staff in Areas – comparison between complement and staffing 
levels indicated by the Areas’ company caseload (2004–05)21 
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20. The Department acknowledges the need to improve performance. It intends to 
introduce the type of benchmarking analysis in the C&AG’s Report to drive up 
performance in Areas to the standard of the better-performing Areas. It is also introducing 
new resource planning information systems to identify more accurately the work done by 
staff.22  

21. To address variations in workload and even out inconsistent coverage, some Areas 
have made informal arrangements to redistribute their workloads. The Department 
expects to address the more deep-seated causes of performance variation through a more 
fundamental restructuring of the network, as it rationalises the operations of the newly 
merged Department. It intends to restructure the network into fewer, larger offices. The 
restructuring will need to take account of all work carried out by local offices, of which 
Corporation Tax work, involving 2,000 out of the 39,000 staff, is only part. Any transition 
to a new structure would need to recognise that the work depends on a cadre of 
professionally trained staff with many years of experience, and that new staff could not 
easily be recruited locally to fill posts.23  

22.  On Corporation Tax work, the Department is moving towards a nationally-based 
assessment of risks. Rationalising into fewer offices would allow greater specialisation in 
risk assessment techniques and also in compliance work on particular business sectors. 

 
21 C&AG’s Report, Figure 7 

22 Qq 28, 78 

23 C&AG’s Report, para 2.16; Qq 14–15 
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While a local presence enables staff to acquire knowledge of their local companies and 
agents, only 5% of the Areas’ work involves visiting businesses.24  

 
24 Qq 11–13, 52–53, 76 
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3 The administrative burden on companies  
23. Complying with their Corporation Tax obligations places a burden on companies. This 
includes keeping up to date with legislation and ensuring their tax return is complete and 
accurate. There is little research on the costs companies incur although some other 
business taxes present a heavier burden for taxpayers. The Department has been mapping 
the requirements of Corporation Tax and other business tax processes to set a baseline for 
tracking and reducing the costs of compliance. As a result of that work, the Department 
has recently set a target to reduce the administrative burden of dealing with the 
Department on the various taxes by 10% over a five year period.25 

24.  Business and tax representative bodies have identified the complexity of Corporation 
Tax as a concern, particularly the computation of taxable profit. The Government 
launched a programme of Corporation Tax reform August 2002, which has effectively now 
run its course. This resulted in some simplification, for example by removing an artificial 
distinction between trading and investment companies. Other proposed changes have not 
been implemented, however, either because they lacked the support of business or because 
of the likely cost to the Exchequer.26  

25. One such example was the proposal to reform the ‘schedular system’. This adds 
complexity by requiring companies to differentiate sources of income for tax purposes. It 
also results in companies being unable to set losses from one source against profits from 
another. To contain the cost, the Government proposed a partial revision of the system. 
This was rejected by the business community, who had favoured abolition, because they 
felt that the benefits of partial reform would not justify the compliance cost associated with 
any change.27  

26. Companies selected for enquiry face the additional burden of providing additional 
information and dealing with the Department during the enquiry. The Department does 
not know the cost of enquiries for the companies, but it incurs average costs of around 
£1,100 per enquiry. In March 2006, the Department announced that to help reduce the 
burden on companies it would consult on a range of possible new ‘compliance 
interventions’, which would be more flexible than the existing enquiry system. Since 2002–
03 it has reduced the time enquiries take, but full enquiries still take on average over two 
years to complete, and aspect enquiries over a year. Even when full enquiries do not result 
in a change to the tax or profit assessment, they take 71 weeks on average. That average 
masks a range in Area averages from 23 weeks to 115 weeks.28  

27. The Department has recently piloted an internet-based ‘shared electronic work-space’ 
system for managing enquiries, which has reduced enquiry times by 20% in one Area. This 
new approach enables Area staff and company agents to share analysis and update 

 
25 Q 45; Progress towards a new relationship: how HMRC is working to make life easier for business, HM Revenue and 

Customs, March 2006, para 12 

26 C&AG’s Report, para 3.14; Progress towards a new relationship: how HMRC is working to make life easier for 
business, HM Revenue and Customs, March 2006, para 2.7 

27 C&AG’s Report, para 3.14; Q 10 

28 C&AG’s Report, para 2.16, 3.10, 3.12, Figure 10; Progress towards a new relationship: how HMRC is working to make 
life easier for business, HM Revenue and Customs, March 2006, para 2.30 
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common records, making it easier for companies to provide additional information that is 
requested. This reduced the time that agents take in dealing with requests for information 
and the duplication by staff of the work of agents. The Department is extending the system 
to ten Areas in London from April 2006.29 

 
29 Q 9 



17 

 

4 Electronic filing of returns  
28. Following the merger of its two predecessor departments, HM Revenue and Customs 
faces a significant challenge in linking its IT systems and bringing them up to date, 
including the facility to file tax returns on-line. Electronic filing of returns should offer a 
number of benefits. As well as convenience for companies, it should reduce the 
Department’s costs and errors by eliminating the need to key-in data from paper returns. It 
could also improve the Department’s risk assessment of tax returns, by allowing the 
transfer to its risk databases of more data from the return and the supporting company 
accounts, than is possible with paper returns.30  

29. Until recently the accounts and documents supporting the return could only be 
submitted electronically as ‘pdf’ format documents, and only 2% of companies have taken 
advantage of the on-line filing facility. Larger companies, with more complex financial 
accounts, have not used the system in its current state of development.31  

30. Since February 2006 the Department has provided a system to allow companies to 
submit their accounts and computations in their own format. It has also been developing 
the system to allow them to submit their accounts in a format which can also be read by the 
Department’s computers. To do this, the system uses accounts software that electronically 
tags companies’ accounts records using a common taxonomy which the Department has 
been developing with accounts software companies and other tax authorities. The 
Department expects that companies will be able to use the new system from Summer 
2006.32  

31. In the United States, the Internal Revenue Service is making electronic filing 
mandatory for companies with net assets over $10 million. The UK Government has also 
decided that all companies will be required to file their returns on-line using the new 
system from 2010, as recommended by Lord Carter of Coles in the Review of HM Revenue 
and Customs Online Services, published with Budget 2006.33  

32. Variation in the efficiency of processing returns between Areas suggests potential for 
savings. If, for example, all Areas were to increase their rate of processing to the national 
average, their processing costs might be reduced by 13%. The scope for savings is more 
significant, however, if on-line filing allowed processing to be centralised. The Department 
had foreseen a reduction of 30 posts, out of 800 processing staff, from the increase in 
electronic filing it envisaged without compulsion. The mandatory use of on-line filing 
would present opportunities for more significant rationalisation and savings.34 

 
30 Q 57 

31 Qq 55–56, 58; Ev 14–15 

32 Qq 57, 108 

33 Q 113 

34 C&AG’s Report, paras 4.2–4.3; Q 20 
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A draft Report (Corporation Tax: companies managed by HM Revenue and Customs’ 
Area Offices), proposed by the Chairman, brought up and read. 
 
Ordered, That the draft Report be read a second time, paragraph by paragraph. 
 
Paragraphs 1 to 32 read and agreed to. 
 
Summary read and agreed to. 
 
Conclusions and recommendations read and agreed to. 
 
Resolved, That the Report be the Forty-ninth Report of the Committee to the House. 
 
Ordered, That the Chairman make the Report to the House. 
 
Ordered, That embargoed copies of the Report be made available, in accordance with the 
provisions of Standing Order No. 134. 

 
[Adjourned until Wednesday 14 June at 3.30 pm. 
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Oral evidence

Taken before the Committee of Public Accounts

on Wednesday 1 March 2006

Members present:

Mr Edward Leigh, in the Chair

Mr Richard Bacon Mr Ian Davidson
Angela Browning Mr Austin Mitchell
Greg Clark Kitty Ussher

Sir John Bourn KCB, Comptroller and Auditor General, National Audit OYce, was in attendance.

Ms Paula Diggle, Treasury OYcer of Accounts, HM Treasury, was in attendance.

REPORT BY THE COMPTROLLER AND AUDITOR GENERAL

Corporation Tax: Companies Managed by HM Revenue and Customs’ Area OYces (HC 678)

Witnesses:SirDavid Varney KT,Executive Chairman,MrStephenBanyard,Director, CorporationTax and
VAT and Mr Douglas Tweddle CBE, Director, Local Compliance, HM Revenue and Customs, gave
evidence.

Q1 Chairman: Good afternoon. This afternoon, we majority of the value is in a very small number of
companies. What we need to do, given the scarceare dealing with the management by HM Revenue

and Customs of Corporation Tax and we welcome resources we have, is to focus on those companies
which are likely to produce a yield, likely to produceback Sir David Varney. Do you want to introduce

your team? a benefit for the tax system.
Sir David Varney: Thank you very much; it is nice to
be back. On my right is Mr Stephen Banyard who is Q3 Chairman: Part of this inquiry is about the
Director for CT and VAT and on my left is Doug performance of the various areas. How they perform
Tweddle who is Director, Local Compliance and the against each other and how they can be
Enforcement and Compliance Operations Unit. benchmarked against each other, so let us just look

at that. If you look at paragraph seven of the
Executive Summary—it is a bit confusing becauseQ2Chairman: I want to deal with non-compliance to

start with. If you look at paragraph six of the once again we have this figure of 40%—
“Nevertheless, across the network, 40% of allExecutive Summary, you will see that areas

concluded inquiries on 4% of active companies. Corporation Tax enquiries produced no additional
tax yield or taxable profit adjustment”. So thatThen later on, in paragraph nine, you will see “It has

detected errors by companies in around 40% of rather leads one to ask whether you are putting your
eVort in the right place.company tax returns dealt with by Areas”. Are you

doing enough therefore Sir David to tackle non- Sir David Varney: Let me start by saying that this is
against us halving the number of inquiries andcompliance?

Sir David Varney:You have asked two questions put increasing by 42% the yield we have got over the
period since 1999 and 2000. So we are having moretogether so may I answer that with some statistics,

trying to put the framework in which we operate, success. Like all statistics this statistic is right, but if
you are going to use it for managerial purposes, youwhich might lay the background on which we might

pursue the discussion this afternoon? Centrally we need to unpack it. We run two sorts of cases. We run
full cases, which are detailed inquiries, and we runrequire the areas to put 10% of their eVort into

random inquiries. What that shows is how many aspect inquiries. We have to open an inquiry if we
are going to inquire of a corporation about their taxcompanies, as a result of the eVort, have to paymore

tax. We, in doing that, come to see that there is only position. We ran 5,400 full inquiries and 38,900
aspect inquiries in the period under consideration.a small number of companies which are responsible

for most of the additional tax that is produced. So We are successful in raising CT, corporation tax, in
81% of the full cases and successful in 58% of thewe are looking at a situation in which, when we do

the inquiry into the number of companies which are aspect cases. The aspect cases cost about £500 to
mount; the full cases cost about £5,600. So the 40%the subject of raising more tax, it is not the

generality, it is a very small number and that has led is a blend figure of two diVerent sorts of inquiries.
What it tells you is that CT yield is not foundus, therefore, to think about how we focus our

eVorts on finding the companies which have tax to primarily in the aspect cases, because they have a
rate where in 42%we find noCT.We have gone backpay. So the fact that 40% get them wrong, when you

come to the value of how much is at stake, the since the NAOReport to look at how much this has
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cost us. It costs us about £9 million which means bring up the worst performing areas, you can
promote people, demote people. It is something youabout 20% of the money that we spend goes into

cases for which we get no CT yield. What we do find should do more of perhaps?
Sir David Varney: I am sure you would like to do itthough in quite a few cases is that we might not get

a CT yield, but will find, for example, that a director on the basis of good statistics. What this does is
make a case for management, which is the right rolehas under-Reported their income. So there may be a

benefit. It is inevitable if you are targeting against of the NAO, for us to go away and think about the
management implications of this, to build the sort ofrisk that you are going to have an amount of money

which is going to be spent on inquiries which do not performance management system which will deliver
better performance.produce an income. Then the question is whether

that has a deterrence eVect. As we say in the Report,
one of the things we want to do is think about the Q8 Chairman: How will you change the way that
impact of our inquiry process on the wider deterring. these network managers do their business then?

Sir David Varney: We are investing in better
Q4 Chairman:What I particularly want to ask you techniques about risk assessment, which is covered
about is the diVerent performance of areas; there is to some extent in this Report. We are looking at
a large variation. Look at paragraph 12 of this diVerent ways of working, trying to aggregate more
summary. “There are also large variations across skills together in central places, more team working
Areas in the additional tax yield . . . Overall, the and we have a programme which would transform
average yield from full inquiries was £27,000, but the way we receive data, receiving it really in an
ranged from an average of £13,000 in one Area to electronic form, which would enable us to run better
£60,000”. How are you going to raise the game of risk management than we run at the moment. Most
these areas which are apparently not doing so well? of the data we get can arrive electronically, like it can
Sir David Varney: Let me say that we are going to come on a fax machine, but it is not set up in a
raise the game and the Report is a help in that. May framework which enables us to put it into analysis
I direct your attention to the graph on page 31? I am systems which can then identify risk.
sorry if this is going to turn into a commentary on
statistics, but if we are going to use statistics, we need Q9 Chairman:Why do inquiries take so long?
to understand the basis on which these numbers are Sir David Varney: Some evidence has been given to
put in. What we are dealing with are inquiries which the inquiry into medium-sized companies. First of
takemore than one year, so there is an element in the all it is a question of whether it is a gaming
settlement where, if you have a very large settlement, arrangement, secondly whether it has the priority
it can have a disproportionate impact on where you and thirdly, something we can do something about.
are in the scatter diagram. For example, if you look As a way of conserving public funds we send replies
at the dot which is above the £25,000 average yield, by second-class mail and we have been investing in
that is a result of 285 settlements. If you take the top what is called shared electronic workspace, whichwe
two settlements out, the dot immediately drops started in South Wales with a small number of
down to the blue line. The point I am making is that agents where the data is common and held in a
a very small number of settlements have a big secure e-room. That is the shared working initiative
impact. We have put all the areas together to look at which is partly covered in the Report. We are now
the diVerences between regions, because we looking to roll that out in April to 10 of the area
primarily manage this centrally through a regional oYces in London and that has been a question of
structure. What we find is that there is still a getting an enterprise licence and being able to do
gradient. Is there an opportunity to improve? Yes, that in an aVordable way. That reduces the time
by sharing best practice, investing in better risk spent on the inquiries by about 20%.
management, better data control. A one year
snapshot does not do justice to a process which runs

Q10 Chairman: Lastly, in terms of simplifying it andover more time, but it does indicate the need to
making it easier for the business community, youimprove performance and that is what we want.
and the business community have spent three years
to try to work out how to simplify corporation tax

Q5 Chairman: This is a one year snapshot with the and apparently very little of substance has emerged.
NAO? Were you doing your own snapshots before Why is this? Why has so little been achieved?
the NAO came along? Sir David Varney: First of all, as the Report shows,
Sir David Varney: No, this has been helpful. in terms of the compliance burden internationally

the UK’s is significantly lower than most other
Q6 Chairman: So why were you not doing it then? countries which arementioned in the comparison, as
Sir David Varney:Because we had newly established is shown in figure nine on page 24 where the
the delegation. We were concentrating on yield and compliance costs are identified. Two proposals were
taking comfort from the yield and fewer inquiries. put up for consideration. One of them did not get
This has produced what is a valuable input for us. business support, there was no support for it; the
We shall consider it. second was a proposal which would have been costly

to the Revenue and therefore a more selective
change was suggested. That had a distributionalQ7 Chairman: But you do accept this is one area

where benchmarking does work in government.You impact between companies such that it might alter
the nature of competition within the marketscan benchmark between diVerent areas, you can
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depending on the size of the company. As is often the be benefits in taking that further. Also, as you can
see from the charts on page 18 of the Report, thecase, there is a general agreement about the need to

make it simple: it is when you come to the actual average size of the oYces is small and varying
between the smallest which has about five and theprecise measures that the diYculties start.
largest fewer than 35 staV. I do not believe that they
are big enough actually to give that scale of economyQ11 Greg Clark: First of all may I make a
and eYciency that we need.declaration for the record that my wife is a tax

accountant. When remarks like the Chairman’s call
for simplification of the tax system are made she Q14 Greg Clark: Indeed, but I get the impression
gives me a funny look and reminds me that our that this is incremental reform. Is there not the
family income depends on a degree of complexity. opportunity here for a real re-engineering in
Nevertheless, I believe in simplification. This is a deciding that actually the connections between
good Report, it shows some good practice, some companies in a certain type of industry are more
good progress has been made and I congratulate the important than geographical location, especially if
HMRC on that. May I ask about these area oYces? 95% of times you do not need to visit them?
According to page 10 you have 68 area oYces. Do Therefore, rather than just inching that way, could
you actually need a local presence to collect you not tear up the whole thing and start again and
corporation tax? over two or three years move towards an industry
Sir David Varney: The answer is in theory no, based structure?
although there would be a lot of travel if you only Sir David Varney:We are agreeing in part, but there
had one oYce. You do need a number of oYces. In are some constraints which we shall need to build
theory, you can have fewer. There are two into this. This is not a cookie-cutter industry: this is
conflicting pressures. We are growing the trained professional staV who take years to grow in
technology to be able to share the work in the places skill and expertise. What we are seeking to do is to
where we want it. It is a question of very skilled staV; invest in technology which will direct their talents
it is question also of local knowledge. more productively. So it is not that you could go to

a small number of oYces and suddenly recruit oV the
Q12 Greg Clark: Yes, but 68? I can see perhaps a street the sort of people you need. In some part of
regional base but having 68 seems very local. this is a sort of tussle between where people are,
Sir David Varney: It goes from about five to 20 in where you would like them to be. We have been
each location and of course they are part of a much thinking about direction of travel, but this is part of
bigger command.1 What we are looking at today is a bigger problem of 40,000 people.
the work of about 2,000 people and in our area
oYces we have about 39,000 people. What we are Q15 Greg Clark: I should just encourage you toseeing is a need for a more strategic set of oYces, but think perhaps a bit more boldly in this direction andthere is also the local feel, knowing the local no doubt some people might be prepared to move.business, knowing local people, knowing the local On page 30 of the Report, paragraph 4.4, you sayagents. that you have 1,100 staVworking on corporation taxMr Tweddle: Up to 5% of the work will actually inquiries in 2004–05 out of a total staV in the areasinvolve direct physical contact with the business of about 40,000. A very small proportion. What doconcerned. One of the things is that over the history the rest do?the areas were sorts of mini regions in themselves Sir David Varney: There is self-assessment, non self-looking after all aspects of direct tax. One of the assessment schedule E processing, end-of-yearplans that we shall be taking forward as we re- returns, P45s, call centres, national tax and new taxengineer this work is to move to a smaller number of credit callers. We have P11Ds, managementlocations where we can build up the expertise and support; we have income tax compliance, CTstart to integrate it with other tax activities. compliance, employer compliance.

Q13 Greg Clark: It strikes me that if 95% of the
Q16 Greg Clark: A whole lot of activities going oninquiries do not involve any actual physical contact
there, but 1,100 people working on corporation taxthen the need for 68 area oYces seems to be a trifle
inquiries. Yet page 15, paragraph 2.8 says that somesuperfluous. It does not give you the opportunity to
of the aspect inquiries generates 23 times their costorganise it in another way. It strikes me, for
in revenue. My question arising from that is: do youexample, that although there might be some local
have enough people? If they are managing to achieveareas of consistency between firms, there are far
23 times what they cost, is there not an opportunitymore likely to be common approaches across
to have more people there and actually benefit theindustries. The corporation tax aVairs of retailers,
Exchequer?cement manufacturers, whatever, will no doubt be
Sir David Varney:This comes back to the issue of themore similar than firms which just happen to be
small number of cases which produce the yield. Welocated in and around Teesside, for example.
are obviously concerned about looking at whetherMr Tweddle: We are moving in that direction and
the coverage we have is at the right level. We areindeed, the pharmaceutical industry, for example, is
doingmore research on that. It is always tempting totreated in that sort of way. We do believe there will
think that you get a very high yield because you have
more staV at it, but actually of course the yield that1 Note by witness: Correction: The number of staV in each

location ranges from five to 33 (not 20) individuals. you get is an average and the question is how quickly
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it declines, what the marginal yield is. The fact that through savings in processing by 2007–08. Out of
we have some failures to gather CT and maybe in 1,100 30, with all the advances in technology,
some cases even anything on directors, suggest that seems—
that is about the right resource. In most of HMRC Sir David Varney: Savings would be in the
the dilemma is, given the resources you have, where processing area rather than the inquiry area.
to deploy them for the maximum benefit.

Q20 Greg Clark: Indeed, of course. I am notQ17 Greg Clark: On that point, I was looking at
suggesting you have more, but in the processing ityour Report and accounts and you helpfully
strikes me that with savings that might be possiblecompare the yield-cost ratios for diVerent activities.
through technology, to have 30 people saved over aI could not help noticing that you have these very
network of 68 oYces is less than half a person perhigh figures. We have seen 23 and 12.9 is a broader
oYce and does not seem terribly ambitious on theaverage for corporation tax aspect inquiries, yet for
administrative side.self-assessment business inquiries it is typically a
Sir David Varney: It will take time. We want to getyield of three to one. So 23 to 1, versus three to one
data in a form which is called XBRL, extensiblesuggest tome that perhaps somemore people should
business Reporting language, which has thebe working here and perhaps fewer people on some
advantage of labelling data with its place in theof the income tax or self-assessment activities.
accounts when we get data in that format. So someSir David Varney: If I might just take the logic a bit
of the savings you are seeing partly reflect thefurther, in things like serious compliance, which is
number of people involved, partly they reflect aour heaviest form of investment in evasion, which is

highly targeted and we use many of the powers that cautiousness about how quickly this filing will
we have, we have an even higher yield than 23. Our come in.
anti-avoidance group has very high rates of return
and there is a balance of how much resource you
deploy for what benefit. What we do feel is that we Q21 Mr Mitchell: It all looks very haphazard to me
need to do more research in this. Bringing the two as a mere taxpayer. There we all are as taxpayers
departments together also raises new issues in terms hounded by Adam Hart-Davis telling us to get it in
of their diVerent experiences of compliance in both or our wives will all leave us and our children will die
VAT and in terms of income tax and corporation and all sorts of things and the horrendous penalties
tax. of being late, yet you are carrying on in a fairly

haphazard fashion. You have no idea what the tax
gap is, how much companies are paying below whatQ18 Greg Clark: May I invite you to do that with
they ought to be paying. You do not look at othersome urgency? There is an important point which
taxes due from companies except in 9% of the cases,arises from that, which is that there is always
which I should have thought was a strange way ofpressure from the Treasury and from your
proceeding, and you have no idea of the eVect ofexperience to close loopholes and to squeeze more
penalties when they are exercised. Why is it sorevenue out of the existing tax system and that is
haphazard?obviously right. The temptation is of course to
Sir David Varney: It is not haphazard. You can notchange the rules and to sort of fiddle with them and
cut the number of inquiries in half and increase theclose loopholes, which causes a lot of complexity
yield by 42% by a random walk in the dark. I do notwhich the Chairman talked about, whereas in actual

fact if you could get the same increase in revenue buy that for a second. No country has a robust way
from the existing rules by just enforcing them better, of identifying the tax gap for revenue and
then that is better for business all round. So it is corporation tax. We have just seen a recent Report
important for the structure of the tax system that which has tried to assess corporation tax and having
you do have the right number of people here and it been the Chief Executive and Chairman of two of
is not just a figure that denotes your eYciency but is the PLCs, I can look at the figures with a degree of
actually very important from a policy point of view. expert knowledge of what those figures are and it is
Sir David Varney: I agree with that and the fact is very diYcult for outsiders to be able to work out
that we have been conducting fewer inquiries, what the tax position is. What we are talking about
getting a higher yield and overall the amount of is a stock and flow of money and it is quite diYcult
money that we are collecting in corporation tax has for outsiders to understand what is going on in the
been high. I do agree with you but it is not a question tax books; they can know what is going on in the
of giving it more urgency, we are giving it a lot of published accounts. What we are doing is trying to
urgency. It is having a factual base onwhich tomake run a risk management exercise, to make a
real decisions. deployment of resources commensurate with the

risks involved to the Exchequer and that is done over
a number of oYces. If you are in HMRC, given theQ19 Greg Clark: In terms of the administrative
number of oYces we have, the number of people, thesavings that can come from electronic filing and this
number of businesses we deal with, you wouldsort of thing, obviously it is desirable that you
expect complexity. However, that is not haphazard,should make them. I was just slightly surprised to
that is an attempt to try to deal with what is a veryfind in the Report on page 30 that you expect only to

be able to make savings equivalent to 30 staV complicated organisation with lots of interfaces.
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Q22 Mr Mitchell: But it looks as though you are Q28MrMitchell:Why is there such a wide variation
in performance between areas? Is it a question ofbeing much kinder and gentler or dilatory with

companies than you are with individuals. smaller oYces or more remote oYces being hicks
from the sticks and companies giving them the run-Sir David Varney:Youwill not findmany companies

whichwould agree with that. Our job is not to hound around or what is it?
Mr Banyard: Companies are not giving them thepeople: it is to help the people who want to comply.
run-around, but some of the areas are quite small
and so the performance variations you get are

Q23MrMitchell:Your job is to bring the money in. magnified simply because of the small number of
Sir David Varney: Our job is to help people who people involved. They are also magnified because
want to comply to comply and to bring those people you are only taking a one-year snapshot here of
to accountwho are eroding the tax systemby seeking work that runs over a couple of years or so.
to evade taxes. Although we have not run a two-year average we
The Committee suspended from 4pm to 4.07pm for a should expect the variation between oYces to be
division in the House. quite a bit smaller if we looked at two years as a

whole. Yes, there are variations and we are going to
use this Report to help us drive the lower performingQ24 Mr Mitchell: I was just arguing, hypothetically
areas up to the performance of the higher ones, butof course, that you make it sound like this is some
these figures give a very stark picture which is only akind of voluntary donation and it is your job to
snapshot.facilitate it, whereas in fact it is a tax. It is the rent

that companies owe for being able to operate in this
country and it is your job to get as much out of the Q29 Mr Mitchell: So where should I set up my
bastards as possible. company if I want to pay less corporation tax?
Sir David Varney: My job is to enforce the law Mr Banyard:There is no place where we could safely
enacted by Parliament. I should find some conflict suggest you set it up if you want to avoid.
between the term “bastards” and getting the most Sir David Varney: But there is something in what
money out of them commensurate with their you say about areas and if you were to take figure 12
obligations under the law. you would find that there would be a function of

areas. In some areas, of course, you have large
numbers of companies and therefore you have theQ25 Mr Mitchell: Yes, but this is a far more
staV who can build up large amounts of skill andaccommodating attitude than is taken to the
interchange; in others you have much less economicordinary individual taxpayer.
activity and therefore you have less coverage.Sir David Varney: I do not think that is true. We are

dealing with a large number of companies. We deal
Q30MrMitchell: It is striking that while income taxwith individuals. We try to deal with everybody on
has been rising fairly steeply, corporation tax hasthe basis of fairness and what is appropriate under
not. A number of reasons are given in the Report,the law. We should have an advert encouraging
but is one of the basic reasons the fact thatpeople to use our whistle-blowing service, which
companies are establishing themselves oVshore?people already use, which is across the whole gamut,
Sir David Varney:No,we do not see that. If you lookwhether individuals or companies.
at figure one on page 10, if the Chancellor were here
he would be talking about the fact that he made two

Q26 Mr Mitchell: The random inquiry work found corporate taxation reductions from 33% to 31% in
that 40% of the returns contained errors. In whose 1997 and then in 1999 to 30% and that led then to a
favour? decrease in corporation tax returns. More recently
Sir David Varney: The Report gives an indication of corporate profitability has increased and therefore
the top three errors. The first one was understated corporation tax receipts have gone up, although it is
sales. You would normally understate sales for the still a small proportion, about 13% of our total tax
benefit of the owners of the business. There is take from the population at large.
personal expenditure, putting private expenditure
through a corporate vehicle, which would usually be

Q31 Mr Mitchell: But given the fact that thefor the benefit of the private individuals. The section
economy has grown so much, the number of419 is loans to directors. So the top three would be
companies has increased, you would expectof benefit to oYcers whowould be understating their
corporation tax to be higher.incomes and that is why there might well be a yield
Sir David Varney: The Chancellor has reduced tax;in terms of their income.
he also has an agenda in terms of looking at the
competitiveness of our tax regime against other
countries. At the moment we think this year we shallQ27 Mr Mitchell: What happens to those who

persistently make errors in their favour? Are they collect something like £42 billion which is up 26% on
last year. That reflects partly corporate profitability;scrutinised more rigorously?

Sir David Varney: Yes, obviously and there are it partly reflects the rising oil prices and therefore
profitability of the North Sea. That is really apenalties that can be laid there up to 100%of the tax.

We have a regime which we have to go through judgment for Parliament. My job is to collect what
you ask me to collect. It is your job, with respect, towhich Parliament has laid down in terms of what is

an appropriate penalty to put in place. determine where you wish to levy it.
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Q32 Mr Mitchell: Suppose I decided to establish out there, so the percentage of random inquiries is to
drive out and improve our knowledge andMega Mitchell Corporation.

Sir David Varney: That would be high risk. intelligence of two sets of issues: are they systemic
errors which regularly happen, which by better
education we can eradicate from the system? Then,Q33 Mr Mitchell: Like News International or like
what is the nature of risk and how is it changing? So,Virgin in some tax haven, what happens then? Is no
we have tomake a judgment. Our judgment was thatassessmentmade at all for corporation tax purposes?
10% was about the right level of resources to devoteSir David Varney: Let us take the general case of
to this, because the people we use cannot be used onMega Mitchell, a hypothetical company, typically
revenue raising errorswhile they are used on randomthat company would have a large number of
inquiries and they are pretty high cost.subsidiaries. What we would be taxing is the
Mr Banyard: I was just going to add that we do 4,500subsidiaries in the UK that were here. We would be
full inquiries, where we go into books and records.looking to see whether there was economic activity
Four hundred of those are in the randomwhich was done in the UK and which was properly
programme, which enables us to see where the risksaccountable for UK tax.
are and whether our risk analysis is actually picking
up the key risks and you need the randomQ34 Mr Mitchell: The profits were to a trust in
programme to give you that assurance.2 The otherLiechtenstein or British Virgin Islands or
4,100 cases are selected on the basis of risk analysissomewhere and the question is: what taxation is
and our strike rate on those, or our success rate, ispossible on profits earned here but actually
81% which is as good as any other fisc in thechannelled through tax havens?
developed world as far as we are aware. On top ofSir David Varney: Well there is a fair debate and we
that we do some 39,000 of the aspect inquiries whereare in front of the House of Lords from time to time
we are going in and perhaps looking at just oneon the interpretation of tax law and what is
particular point where we are not sure whether theaccessible and the fact is that at the moment tax
tax treatment is right or not.revenues from corporation tax are rising.

Q35 Mr Mitchell: Slowly. Q38 Angela Browning: If you look at what the
Sir David Varney: It is for you to make that Report tells us, on those full inquiries specifically not
judgment, not for me to make that judgment. the aspect inquiries, we are told that the median for
Mr Banyard: We have legislation which seeks to the additional tax yield is £7,200. When you
prevent profits on economic activity in theUKbeing compare that with the costs of those inquiries, for
shifted to tax havens. We have transfer pricing example at paragraph 4.4 on page 30, it shows the
legislation and we have controlled foreign staV costs and at figure 12, whichwe looked at earlier
companies’ legislation, which attempt to keep in the on page 31 next to it, you can see that the staV costs
United Kingdom profits and the tax on the on those full inquiries are between £3,600 and
economic activity which is generated here. £9,800. That does not seem to me to be particularly

good value for money.
Mr Banyard: The full inquiry has an average yieldQ36 Mr Mitchell: It is always interesting to know
of £27,000.what proportion of its earnings a corporation like

News International pays in tax in this country and
what proportion just goes oVshore. I bet the Q39 Angela Browning: Then the figure I have readoverwhelming proportion goes oVshore. must include the aspect inquiries.Sir David Varney: We are not allowed to comment Mr Banyard: The random inquiries bring in a yieldon individual taxpayers. of a tenth of that.Chairman: If you want to do better you should
employ Mr Clark’s wife to give you some advice.

Q40 Angela Browning: If the random inquiries bring
in a mean of £7,200, which is quoted in the Report,Q37 Angela Browning: Sir David, in one of your
what is the actual cost then of these randomearlier answers to the Chairman you said, and you
inquiries?repeated it in another answer, that 10%of eVort goes
Mr Banyard: The cost of a random inquiry will beinto random inquiries. Are you not just fishing in the
roughly the same as the average cost for a fullwrong pool here? When you say they are random
inquiry.inquiries, surely the art is in getting a better return

for the amount of resources you are spending on
trying to recover corporation tax? Would it not be Q41 Angela Browning: So between £3,600 and
better if you had a lot more focus, for example, by £9,800.
way of sector or some other way of disaggregating Mr Banyard: Yes, an average of £5,600.
all these companies so that you get a better return?
What actually are you doing in order to do that?
From what we have heard, it still sounds pretty Q42 Angela Browning: So all these random inquiries
random. that you are doing could actually cost youmore than
Sir David Varney: 90% of our activity goes into you are actually recovering.
targeted risk assessment activity.We do not have full
knowledge of what the risk is that we are managing 2 Ev
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Sir David Varney: May I go back to what I was number of incorporations which were being
motivated by this zero rate return and when thesaying?We are trying to prove that our risk selection

for the 90% is accurate and if we do not invest that Chancellor made his announcement, there was
broadly support for what he was doing.money, we will never know. We have a dilemma.

Q43 Angela Browning: You do have a dilemma. Q48 Angela Browning: From your perspective, in
Sir David Varney:Yes. HMRC is a bag of dilemmas. terms of the job you have to do for recovery of
The issue is that if on the other hand we were finding corporation tax, surely if you are serious about
a big yield on our random inquiries, bigger than we fishing in the right pools, you are not going to get
were finding on our directed inquiries, it would raise much return in that group, are you? Are you going
serious questions about our risk management. to ignore them or are they going to become part of

the—
Sir David Varney: No, they are part of the risk.Q44 Angela Browning: So that 10% is a sort of
Clearly, we have seen a large number ofcontrol exercise?
incorporations of companies, much larger thanSir David Varney:Yes, and it is part of trying to find
could have been expected from the economicout more about what Mr Mitchell asked about
activity. We shall have to work out what the riskswhich was the tax gap, trying to inform what is the
are.nature of the underpayment opportunities that

corporates are exploring.
Q49 Angela Browning: But the figures show that two
thirds of companies have tax liability of less thanQ45 Angela Browning: May I turn now to the so-
£1,000. In terms of return for the investment you putcalled burden on business? If we could just look at
in, are you saying, for example, that whateverpage 16, figure 5, we see the figures here under figure
category of investigation you make into them thefive for the 2004–05Report “Proportion of enquiries
return on the staV costs and the costs of the inquirywith no change in outcome” andwe see that just 19%
equates in terms of getting good value for money? Iare full inquiries, it does not seem too bad on the face
just come back to my original observation that youof it. What I want to know is what it actually costs
seem to be fishing in the wrong pool.those businesses where you do not get a result? For
Sir David Varney:Let me just say again that we haveexample, if you get it wrong and your inquiry shows
halved the number of inquiries and increased thethat actually there is nothing extra to pay, there is no
yield by 42%, so we may be fishing in the wrongcase to answer, what does it actually cost that
pools, but we are successfully raising money whilstproportion of businesses in order to deal with or
being selective in the fishing. We have looked atrespond to a full inquiry?
yield. Our yield has increased in both full inquiriesSir David Varney: All this says is that there is no
and aspect inquiries over the last five years and thechange in the outcome of corporation tax. There
numbers are in the Report. We have been loweringmay be other changes. In terms of the burden on
the number we do and been getting the yield up andcorporates, what the Chancellor announced in the
we ourselves are neurotic in a sense about whetherbudget and the PBR last year was that we were going
we are fishing in the right pools, that is why we doto focus on small- and medium-sized enterprises. So
the random programme.we have been doing work on the administrative

burden on small- and medium-sized enterprises and
the Chancellor is obviously considering where the Q50 Angela Browning: You said that you are going
work is and what he wishes to do with it. We have to try to improve this area, but what actually in
had some discussion with the medium-sized practice are you doing?
enterprises. I think I am quite right in saying that Sir David Varney: We are investing in trying to use
actually corporation tax itself and the burden, was better computer risk analysis, better databases for
not the key issue. targeting. We are also trying to bring together

expertise across HMRC. We have, separate to this
area network, a large business service which dealsQ46 Angela Browning: But the inquiry itself was?
with the 800 largest groups in the country whoMr Tweddle: No, it was other areas of the taxation
between them have 30,000 companies and whosesystemwhich were creating the burden. Corporation
aVairs are incredibly complicated, but that is also totax itself was not.
help with better riskmanagement.We are looking at
more strategic focus in terms of where we have theQ47 Angela Browning: May I ask you about the
expertise andwe are doingmore teamworking to usedecision that the Chancellor has now made to bring
the scarce resources of senior tax inspectors in theinto the fold companieswith profits of under £10,000
most productive way that we can.in the next financial year, 2006–07? I do not quite

equate why they should now be brought into the fold
for potential investigation when in fact you are Q51 Angela Browning: I realise this is an incomplete

process, that you still have more work to do, but astrying to remove the burden from the smaller sector
of businesses. you look at it at themoment, where do you think the

answer is most likely to come from. Is it going to be,Sir David Varney:Our job is obviously to implement
the policy which the Treasury decides and the as far as business is concerned, sectoral or is it

actually regional in terms of where you have theTreasury would be better able to give you their
thinking. As I understand it, we were seeing a large expertise and where the hubs of business are based?
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Mr Tweddle: The answer is that it will be sectoral. helpful when I spoke to them on the phone and got
to the right person. Thank you for that. I want toWhat we want to do is actually build up to the best

practice where the risks are and then to focus that in start with questions about electronic filing. The
Report says that fewer than 2% of returns are fileda national way. So it will not really matter where the

business is based; we shall actually be having a electronically. Could you say howmany of the 2% of
returns are from among the 900 Large Businessnational assessment of the risk and making a

proportionate response with our intervention Service groups of companies and how many are
from the other much smaller companies?resources to meet that risk.
Sir David Varney: We think 2% is local compliance,
but we shall check the answer. It is companies withinQ52 Angela Browning: The reason I am interested in
the realm of this Report.that is because very often, not just in relation to

corporation tax but in terms of the Inland Revenue
Q56 Mr Bacon: What I am referring to is theand taxation generally, there is sometimes a view
distinction referred to right at the beginning on pagethat there are disparities regionally between tax
1. There are 900 groups of companies dealt with byinspectors’ interpretation of the law. I just wonder
the Large Business Service; 900 companies whichhow much of a weakness that is in what you are
pay £18 billion. I am just wondering how many oftrying to do.
those are included in this 2% figure in paragraph 3.9Mr Tweddle: If you turn the clock back a number of
as filing electronically and, correspondingly, howyears, the tax inspector was the lord of the tax in the
many of the 1.1 million companies also referred toarea they were and they had quite a strong influence
on page one are filing electronically.over deciding the risks and what should be
Mr Banyard: Most of the companies that are filinginvestigated and inquired into and what not. Over
electronically at the moment are the smalltime, we are recognising, while we still want to get
companies.3that local input and local knowledge, that we need

to have a more national approach. We have had too
Q57 Mr Bacon: Really?many cases where somebody has had a particular
Mr Banyard: The electronic service at the momentidea that this is a risk area so let us do that, not
does not accept the accounts and the associated taxtaking cognizance at all that other parts of the
computations. The tax return itself is suYcient for uscountry have already studied that and done that and
to make a corporation tax self-assessment. To do agot expertise in it. As we develop our national risk
risk assessment, we need to see the tax computationpicture andwe develop amore centralised approach,
and the accounts and we allow companies to submitwe shall actually get a better balance of local
them in a free format. We have developed, alonginitiative and central and national direction.
with other groups, a computer language, to which
Sir David has referred, the extensible businessQ53 Angela Browning: That is encouraging and I
Reporting language, which allows companies tohope that works because clearly it is quite unfair to
submit their accounts and computations in theircertain individual companies and to certain
own format, but the data is tagged and will thereforecompanies in certain regions, if you have this
go into our systems. We have just introduced that.disparity around the country as to how they are

treated by the Inland Revenue, which actually
Q58 Mr Bacon:Was that in November 2005?should be presenting a national standard uniformly
Mr Banyard: It has come in recently, yes. It startedas far as the business sector is concerned. I just
in February.wonder whether you have any idea at all of what the
Sir David Varney: In the Report it said November,cost to business is from that grouping which actually
but it took more time to get the taxonomy.May I bedoes come under your investigation but where there
clear with you, because there is a very importantis no case to answer.
diVerence? What we can receive at the moment isSir David Varney: People are much quicker
input electronically, but we cannot read itnowadays to give us feedback if we have these
electronically.disparities; so we are working on that and the sector

approach. The other thing is that there are diVerent
Q59 Mr Bacon: Indeed. The Report sayssegments of the corporate world which have
“Companies have to save the accounts anddiVerent levels of profitability as sectors andwe have
computation in a ‘pdf’ . . . format and submit themobviously got to move and concentrate on those
with the electronic return. As such, externalwhich are likely to be tax paying.
stakeholders told us that this provided few
advantages over paper submission, except that theQ54Angela Browning: Perhaps I could just conclude
electronic return had in-built checks to help correctby saying, as Mr Clark made reference to it, that I

am married to a retired accountant who always
3 Note by witness: Around 7000 company tax returns werespoke very highly of his dealings with the Inland
filed electronically during the year ended 5 April 2005.Revenue. During the period 6 April 2005 to 6 March 2006, around

Sir David Varney: Good man. 21,000, approximately 2%, of company tax returnswere filed
electronically. As Mr Banyard said, most of the companies
that are filing electronically at the moment are the smallQ55Mr Bacon: I must say that I did have an inquiry companies. The numbers of LBS companies filing

with the Inland Revenue about what you do about electronically, as a percentage of the whole, are so small that
they do not aVect the 2% figure.selling property and I have to say they were very
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and it provided an immediate acknowledgement”. Q63 Mr Bacon:My next question really is whether
you could cope if there were more. You have hadThe Report goes on to say that your new facility

“. . . will avoid the need for submitting documents in problems with the ERIC system, with PAYE,
notoriously there have been problems with taxpdf format”. Presumably the ideal solution is where

they submit their data and you receive it and then credits and many of these are computer derived
problems. If there were to be a massive upsurge incan immediately read it electronically, rather in the

same way you just e-mail somebody an XL the desire among the corporates to file electronically,
are your computer systems up to it?spreadsheet, they are able to read that instantly and

we are all familiar with that. You are saying that you Sir David Varney: We think so. We do not think it
will be quite an upsurge; it will take time to comecannot do that at the moment.

Sir David Varney: What we needed to do was through.
develop a taxonomy of what each bit of data means.
What we have had to do is take a tax return, think Q64Mr Bacon:May I ask whether this comes under
about the vast array of companies we deal with, the ASPIRE contract you have with CAP Gemini?
what goes in those returns and then how uniquely Sir David Varney: Yes, this will come under that
electronically to identify the taxonomy. So when contract.
they say they are going to give us a number 100 and
that is stock work in progress, we receive it as 100

Q65 Mr Bacon: How is that going? I presume CAPstock work in process and then we can start to
Gemini would say it was going very well since theyanalyse.
have just announced huge profits from it, but from
your point of view how is it going?
Sir David Varney: Let me start by saying that itQ60Mr Bacon: I am startled, though on reflection it
could always be better. I am an ambitious customeris not surprising, that 55% of your corporation tax
wanting even better services. They have done somecomes from just 900 companies; that is very small
things incredibly well. We have done the re-universe, a very dealable-with group.
positioning of NIRS, one of our biggest systems. ItSir David Varney: And very profitable.
is probably one of the biggest re-positionings done
in Europe last year and that worked.

Q61 Mr Bacon: And very profitable. One would
have thought therefore that that was the bit where

Q66 Mr Bacon: Of the National Insuranceyou would most quickly and most easily get
Recording System?computer filing because it is easiest for large
Sir David Varney: Yes. We had some problemscompanies to do it, I should have thought, and
inevitably, small numbers not large. On other thingseasiest for you to receive it. I notice in the Report it
they could do better and I am encouraging them tosays that in the United States, the Internal Revenue
lift their performance. The computer system that weService is making electronic filing mandatory from
currently have on corporation tax, which is a legacyDecember 2006. Are you planning to do that?
system, had 26 minutes of non-availability last year.Sir David Varney:Well this is obviously a subject, to

go back to a favourite topic, which Lord Carter is
Q67 Mr Bacon: That is pretty good.considering and will no doubt give advice to the
Sir David Varney: In the nature of newspaperChancellor on. The corporates on the bigger side
Reporting in this industry IT problems get Reportedhave very complex aVairs; we have many more
quite copiously: IT successes tend not to fill theexchanges with them. This has also been somewhat
pages. On self-assessment, we did get recordhampered by there not being a consensus among tax
numbers of people electronically filing and theauthorities about a standard that you could use for
system this year did stand up.the taxonomy. At the moment we have got to a sort

of best OECD guidance that this is a preferred route
and each country has almost got to create the Q68 Mr Bacon: Why are you hiring new senior IT
taxonomy that is appropriate for its tax code. staV? There are adverts in the computer press this
Mr Banyard: Companies House have now week for that.
introduced this form of data capture. We are Sir David Varney: Our continuing need to keep
bringing it in at the moment. We have in place the professional skills to make sure that we do not have
infrastructure which will enable companies to the litany of problems that youmentioned earlier. In
submit their data electronically. Lord Carter is world-class terms, our IT infrastructure is a world-
looking at how we encourage them now to do that class set of challenges. There are few corporates in
and we shall act in the light of how Government this country that deal with the number of people, the
decide. number of companies, the amount of money that we

have to deal with. We have 250 computer systems;
we did 1,200 software releases last year.Q62Mr Bacon: Are any of the 900 companies in the

large business service group currently filing wholly
electronically? Q69 Mr Bacon: How long is it before we should

expect that your work on electronic filing is going toMr Banyard: The answer is that I do not know at the
moment. We can find that out for you, but at the enable a fundamental rationalisation in your return

processing centres? What would be the cost impactvery best they will only file the corporation tax
return and the pdf document around the rest. on that?
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Sir David Varney: You can expect that there will be inquiries, which we have to open if we want to ask
questions of a corporate—we are not allowed just tosome changes as we have talked about in the Report.

Obviously what will happen, and this is a common ask questions without opening an inquiry—are what
I would call the very light-weight ones, £500, £600,ground for us and the union, is that the jobs which

will evolve over time are the more specialist jobs, going in, seeing whether there is a yield or not. It is
a mistake to think that you could stop doing theseknowledge jobs, looking at electronic data and

setting up risk management processes and directing aspect inquiries and if you put them into formal
inquiries you would necessarily get the same yieldstaV to where the risks are. In a sense what is going

to happen in tax is what has happened in the oil that you got over the full inquiries before. So you are
in a curve of declining yields and you have to makeindustry in terms of seismic exploration over the last

30 years. We are going to see more people coming the choice about how you best deploy your staV

given the mix of approaches you have. It is also aalong working with more knowledge tools. Then
what tends to happen is jobs are created which are question of proportionality. We need to work with

the grain as much as we can unless we think thatdiVerent from the ones you have today.
people are out-and-out villains trying to undermine
the tax system, in which case we shall use all of ourQ70 Mr Bacon: I have been told by constituents
powers. By and large, we need to work with peoplerunning small retail outlets that big supermarkets
in order to get to the right answer on their obligationare channelling their sales of DVDs and CDs via the
to society.Channel Islands and therefore they are unable to

compete with these big supermarkets. Is that
Q72 Kitty Ussher: I am sure you feel that you aresomething that you would look at on the basis that
deploying the resources currently available to you init is economic activity in the end occurring in the
the most eYcient way. I would hope that you doUK, or would you be saying that because the price
think that. My question is: should you not get moreat the outlet is correspondingly lower for whatever
resources? Will the taxpayer not be better oV if youtax related reason along the way, it is not a matter
are able to domore full inquiries and aspect inquiriesfor you? Is it something you would look at or refer
because they yield a return to the taxpayer?to the OFT for example?
Sir David Varney: All of the compliance parts ofMr Banyard: This is really a matter for ministers. It
HMRC would be arguing that they have got highis a question of where the VAT limit is set as to
yields and they are a source of more yields. Fromwhether or not it is charged on an import and if there
time to time we do spend-to-saves and when I haveis a single import under £18, then VAT is not
Reported on those some of them are good news andcharged. It is a matter for the Chancellor, where he
we do get the money, more than we have got and wewants to set that limit.
learn from that. In others it is disappointing and we
do not get the yield. You have to make a judgment

Q71 Kitty Ussher:On reading this Report, like Greg about howmany resources we have. We are not also
Clark, I was fairly encouraged by the performance talking about cookie-cutters: we are talking about
and the progress that has been made, but I want to people who have lots of expertise, training,
push you a little bit further on the issue that he professional knowledge, who do a professional job
actually raised, namely the diVerence between the and there is a limit to how many of those people we
average yields on compliance investigations and the have on our staV and we can attract and retain.
marginal ones. By the way, first I have to say I also
have a husband who is an accountant, which is an

Q73 Kitty Ussher: Let us say tomorrow theinterest I should declare, but he is a management
Chancellor were to give you a modest sum, anotheraccountant rather than a tax accountant so perhaps
£200,000 to spend on attracting and recruiting staV.we are spared in this case. It would be interesting to
Sir David Varney: He is modest. I hope he would besee whether there is a correlation between
more generous than that.accountants who are spouses and members of the

Committee of Public Accounts. Perhaps that is
something we should investigate. We are looking at Q74 Kitty Ussher: I know, but we are talking about

marginal costs here. Let us say he did, so you couldpage two of the Executive Summary, paragraph
seven. Aspect inquiries yielded a yield 23 times their aVord to recruit.

Sir David Varney: In £4.3 billion, £200,000 iscost; full inquiries had a yield five times their cost.
Initially looking at this you would think we should really. . . If he gave us extra money, if you were

looking on a yield basis, you would probably get thedevote far more resources to doing these types of
inquiries, but you said earlier that obviously that is pattern you see on the spend-to-saves, which are

things like some work that has gone on in anti-an average and you felt that the marginal cost of an
additional eVort was far smaller. Could you avoidance and serious compliance and there would

be some activities which we have run which haveelaborate slightly on that? What work has been
done? come on the spend-to-save. Our experience of those

is mixed.Sir David Varney: Our random programme
indicates that it is a small percentage of corporates Mr Tweddle:You talk about marginal costs, but the

real marginal cost is one to 100, because if you lookwhich are essentially responsible for under-
Reporting their income. Let me put it like that. at the cost of collecting corporation tax and the total

receipts, even a return of 25 to one would actuallyTherefore what we need to do is target the resources
to those. That is clearly a limited pool and the aspect bring down the average cost.
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Q75KittyUssher:Letme keep this very, very simple. analysis that the NAO have done in an easier way,
do more comparisons. I would say we are makingAre you saying to me that if you were given a

marginal extra increase to spend on staV to do more decisions in the same sort of way I would have done
in private industry. In private industry I should havefull and aspect inquiries, you would be able to yield

a higher return to the taxpayer? If we gave you had two benefits: one is that I should have been a
simpler organisation in terms of products; and£200,000 how much would you produce back? You

must know the best way to use that money. secondly, the management information system
would have been considerably better.Sir David Varney:Whatwe are saying, and this is the

challenges the NAO have put down and we are keen
to pick up, is that the most eVective use is to deploy Q79 Kitty Ussher: Do you think in your time here
the resources we have better and that is our first port you will be able to improve the systems and the
of call. There is scope for us to improve our eYciency processes suYciently to be able to have comparable
and I think the Treasury will take the view that they decision-making?
would want to see us closing the eYciency gap. It Sir David Varney: SAP will make a big diVerence if
would probably bemore at regional level before they we can get it to work. We are set on a path. I should
would start entertaining the view that we could do like to feel that my contribution is to start it down
with more resources. this road and that some of my colleagues will be able

to take it much further.
Q76 Kitty Ussher: I am sure that is the case, however
this Committee is concerned with the overall value Q80 Kitty Ussher: I just wanted to ask you a little bit
for money for the taxpayer, so it is perfectly valid for about the penalties that you impose on companies
us to ask the question: will the taxpayer be in an who have not complied or who have been negligent.
improved situation? Will the Exchequer have more I am being negligent myself by focusing on the
money overall, if there weremore invest-to-save type Executive Summary which is paragraph eight, page
projects and we resourced you accordingly? two. Could you just perhaps, by way of
Sir David Varney: As I said, on the invest-to-save, introduction, say a little bit about where you can
what has happened in the individual cases where we impose penalties? Do you feel that this is an area
have done it, is that some have delivered results where you could get a greater return to the taxpayer
which are positive. Where that happens, that then by imposing greater or more extensive penalties?
tends to get baked into the HMRC plan for the next Sir David Varney: We can impose a penalty, but we
financial year.Where it is unsuccessful, we withdraw have to meet three tests. We have to show that an
from it and do not put more resources in. Where we incorrect tax return has been submitted. It has
are at the moment is that our priority is actually resulted in a tax diVerence and the error arises from
getting better risk management and a more eYcient the negligence of the taxpayer. Negligence has a
deployment and use of the resources that we have fairly specific definition. It is the omission to do
and that is in the best interests of the taxpayer. something which a prudent and reasonable man

would do—or woman. That leads us into some quite
interesting areas. If a company relies on itsQ77 Kitty Ussher: So the marginal cost is not yet

quite zero, there is potentially scope. professional advisers and that professional adviser
has given advice and it follows that advice and thatSir David Varney: Yes. It is always a tempting issue

in compliance. It is a central issue. The compliance advice turns out to bewrong, we probably would not
be able to sustain a penalty because he hadwhich tends to be at themargin talks about very high

rates of return and from time to time we have reasonably taken advice. In terms of the inquiries
settled in 2004–05, penalties were imposed in 51% ofinvested in it. It is why the random inquiries are so

important to us, because it builds up a better picture the full cases and only 5% of the aspect cases. That
reflects in a sense that the full inquiries would haveto take better risk decisions than we have done in

the past. produced something where we thought a penalty
was appropriate; an aspect one we could have
resolved fairly quickly or come to a conclusion thatQ78 Kitty Ussher: A slightly diVerent version of the
there was some reasonable doubt.same question. SirDavid, you have extensive private

sector experience. Do you feel when you are
allocating your resources in certain ways in order to Q81 Kitty Ussher: Do you think the regulations

should be changed, in particular around the issue ofmaximise value for the taxpayer that you are
eVectively making the same judgments as you would advisers? What you have just said seems

intellectually unsatisfactory.do if you were trying to maximise value for the
shareholder in your previous incarnations? Are you Sir David Varney: Parliament was trying to strike a

balance between what we can do in terms ofusing the same methodology?
Sir David Varney: First of all, it is much more penalties.We are looking at it in terms of the powers’

review and what I hope we are going to see in thecomplicated because in the number of products we
have in terms of taxes and regime, the management powers’ review is that we shall be granted powers

which are commensurate with the job we have to doinformation system is not good enough to make the
sort of decisions we have to make and that is why we and this will be one of them that we shall look at in

the context of the wider powers. I rather favourare putting in a SAP enterprise resource planning
system which will give us better data about people taking a balanced view so that we have a coherent

statement of powers which are commensurate with aand their use of time, to do the sort of statistical
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modern HMRC, rather than what I have at the misstatement, if it was just random, half would be
paying toomuch and half would be paying too little?moment which is that I can only exercise the powers

of the income tax commissioners or of the revenue When they are consistently understating the
business receipts, that would seem to be morecommissioners.
deliberate, would it not?
Sir David Varney: When you think about how youQ82 Kitty Ussher: Fixed penalties seem to be
overstate the revenue, that is a diVerent act thanincredibly low compared with the turnover of the
understating. There is almost no incentive in thecompanies, that is the fixed penalties for not
system for overstating your revenue.supplying information.Do you think, yes or no, that

they should be increased?
Sir David Varney: It is an initial penalty of £50 plus

Q89 Mr Davidson: Indeed if there were an incentive£30 per day. Obviously if you are a company of
in the system to understate your revenue, then youreasonable size, this is a relatively modest
would manage to avoid paying tax, would you not?inconvenience. If we start to get penalties from you
Sir David Varney: Yes.for failing to answer our inquiries, we are likely to

become rather closer acquaintances than we might
hitherto have been. Q90MrDavidson: So if youmanage to avoid paying

tax, it is hardly reasonable to assess that as an error,
Q83MrDavidson:Paragraph 2.12 says “. . . random is it really? That is a fraud.
enquiries detected errors by companies in around Sir David Varney: It depends on the nature of the
40% of returns”. Can you tell me whether or not that individual case. When I gave you the figures on the
was 20% paying too much, 20% paying too little or full enquiries, I said that, in 51% of the full inquiries
was there a diVerent balance? we have run, we have come to the conclusion that a
Sir David Varney:About 4%of the cases account for penalty should be levied.
about 75% of the tax which we felt was from that
population. So if you look at the 40% and take that

Q91 Mr Davidson: I shall come onto penalties in aas 100%, we think 4% of that 40% was responsible
minute. The second example of the most commonfor 75% of the tax that was underpaid.
errors is the owner’s personal expenses being
included in the company’s accounts. That does notQ84 Mr Davidson: That was not quite my question.
seem to me to be the sort of thing that is random,Sir David Varney: I know; but to be honest, I do not
that sometimes they have paid too much andhave the figures. We can look, if a note would be
sometimes they have paid too little. That smacks tohelpful.
me of fraud as well. The third one is loans made to
directors without being taxed. That does not seem toQ85 Mr Davidson: Because if it were 20:20, you me to be an error; that seems to me to be a fraud.would think that was just . . . Why I am asking this is that I have dealt with you inSir David Varney: No, this is net. The number I am tax credit cases as well and you seem to be verygiving you is net. I cannot give you the proportion of moderate and reasonable and forgiving here, buthow many, although help may be coming quickly. you are not quite as reasonable and moderate andMr Banyard: The vast majority of the cases have an forgiving when it comes to tax credits andadjustment in our favour. A small number have the underpayments and overpayments in thoseadjustment in the taxpayer’s favour. circumstances. I am not quite sure why you seem to
be applying a diVerent set of standards here, where

Q86 Mr Davidson: I must confess that was what I you are basically big softies, and on tax credits you
had thought: around 40% of people are underpaying are really quite tough. You are tough on poor people
their tax in those circumstances. In the Report that and soft on prosperous people. That is the
we have here of the threemost commonlymentioned assessment that I come to. Does that seem to you to
types of underpayment, of error, business receipts be unreasonable?
being understated is the first. Understatement of Sir David Varney: Yes; absolutely.
business receipts does not seem to me to be an error.
That seems to be a deliberate deceit or a fraud. Is
that not a fair way of looking at it? Q92 Mr Davidson: I thought it might.
Sir David Varney: It is one way of looking at it. Some Sir David Varney: Good. I am glad we can agree on
people’s book-keeping and record-keeping might something. We are not forgiving errors. We have
leave something to be desired. identified where in these corporates there is tax

liability to bemade.Wewill levy penalties if we think
Q87 Mr Davidson: Indeed it might. they are justified and we will change the risk
Sir David Varney: You have gone to one element, assessment. As regards new tax credits, this is my
but in some cases it might actually be just tenth visit to a select committee in the 184 days you
carelessness and misunderstanding and somebody have sat since 1 September and I have had plenty of
not really understanding what their duties are. opportunity to account for and explain new tax

credits, the stance we are taking and I have answered
a number of letters from MPs. In some cases theQ88 Mr Davidson: I do understand that point, but
thing I really would apologise for is the low standardyou would expect in those circumstances, would you

not, that of the cases where there was a of service we have been able to oVer.
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Q93 Mr Davidson: I do not want to be unduly Sir David Varney: We have to operate the penalties
within the law that has been laid down and the law asdiverted, but it is this question of the diVerential in

standards. You do seem to be exceptionally laid down provides that if it is reasonable to accept
professional advice, then we cannot levy a penalty.understanding and forgiving on things that I assume

to be frauds. Clearly, if we see a behaviour pattern from a firm of
accountants or groups of accountants which isSir David Varney: I do not think we are.
systematically giving cause for concern, we would
talk to them. If we were more seriously concerned,Q94 Mr Davidson: Let me just come on to the
we would raise it with their professional body.question of penalties then. What are the penalties as

compared with, say, the tax avoided in terms of the
balance of risk? If I am considering whether or not I Q100 Mr Davidson: How many cases have you
should put some of my personal expenses in the raised with the relevant professional body?
company’s accounts, if the penalty is 1% of the Sir David Varney: I do not have a number, but we
amount that I might have gained by a tax fiddle, that can let you know.4
is an acceptable risk. If it is 1,000% then I am
certainly going to be much more hesitant about it.

Q101 Mr Davidson:Many?Can you give me an indication of the balance of
Sir David Varney: No.penalties to money at risk?

Sir David Varney: If we find that there is a tax
liability, we will collect the tax, we will collect Q102MrDavidson:Could you just let us have a note
interest and we will levy penalties up to 100% of the on that?
tax that was due. Sir David Varney: I am happy to do that.

Q95 Mr Davidson: So the maximum penalty I could
Q103Mr Davidson: Can I just be clear about this? Ifget is the same again?
you identify within a particular company that thereSir David Varney: Yes.
is a practice which is going on that you are ruling
against and the company’s defence is that they took

Q96 Mr Davidson:Well that is not bad. best advice, would you then go oV and see whether
Sir David Varney: Plus interest. or not that accountant was applying the same advice

to other firms? That would seem to me to be an
obvious way to go.Q97MrDavidson:Well that seems a pretty good bet
Sir David Varney: Yes, that is part of the riskto me actually.
analysis. If your doctor, let us call your firm ofSir David Varney: We will bear it in mind when we
doctors accountants, comes up with a company, onecome to your return.
of the things we obviously look at is howmany other
companies were advised by this practitioner and

Q98MrDavidson:Thank you. I thought you did not whether he has given that advice to other companies
comment on the aVairs of individual taxpayers. which would obviously aVect the risk register. I
Sir David Varney: True. I was not. would just say that the vast majority of

practitioners—and some of you are married to
them—want to ensure that people meet theirQ99 Mr Davidson: I take that point. I ought to say,
obligations. The vast majority are not shoppingChairman, in terms of declarations of interest, that
around looking for the dodges. We do quite a lot ofI am not now nor have I ever been an accountant. I
educational work with the profession.have been married 30 years and I suppose you never

know your spouse entirely, but to the best of my
knowledge she is not an accountant either. May I Q104MrDavidson:Let us not get carried away here.
come to the question of good faith, this accepting Sir David Varney: I was trying to stop you.advice in good faith? If I am coming out of a public
house and somebody says to me, who is maybe a
doctor, that I have only had 25 pints of lager so am Q105 Mr Davidson: We do actually have 40%
perfectly acceptable for driving and I drive oV and understating their business receipts, including their
argue that I took that advice in good faith, I suspect personal expenses in the company’s accounts and
I would not get awaywith it. I remember when I used not taxing loans made to directors. This is the client
to be in a local authority that when we wanted legal group with whom we are dealing here.
advice, we would shop about until we got the legal Sir David Varney: But only 4% of those are
advice that we wanted. I suspect very much that it is responsible for 70%, so a lot of the errors are very
pretty much the same with tax accountants: you get small amounts of money.5
one tax accountant who does not help you
particularly, so you go oV and get another tax 4 Note by witness: Since the creation of HMRC there has been

one instance where HMRC have referred a practitioner toaccountant. In these circumstances, if particular
their professional body. In the four years prior to theaccountants are found to be consistently making the
creation of HMRC there were four referrals tosame sort of errors when they are caught, what professional bodies.

happens in those circumstances about the 5 Note by witness: Correction: 5% of cases are responsible for
70% of the yield.accountant?
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Q106 Mr Davidson: That is because the businesses Q111 Mr Bacon: Let me rephrase it. When would
you be in a position to switch oV the paper returnare very small in many cases. They would probably

cheat more if they had more money to cheat with. facility?
Sir David Varney: As soon as we have a systemSir David Varney: No, we are dealing with—
which we are convinced is robust and can deal with
the volumes and can produce on both sides the sortQ107 Mr Davidson: You are a very generous soul.

Could I finally raise a point in paragraph 2.8 where of data that we can both rely on.
it says 40% of inquiries produce no change? That
means presumably that 60% do produce a change. Q112 Mr Bacon:When?

Sir David Varney: We are quite encouraged withCould you just clarify for me the percentage of those
that go up and the percentage of those that go down? what we have seen so far in terms of preparation; we

shall now have to put it to the test.Sir David Varney: Few go down, most go up. As I
said earlier, 81% of the full inquiries produce an
increase in tax take and 58% of the aspect inquiries Q113 Mr Bacon: But in terms of timetables ahead.

Would you be in a position to do this in one year,produce an increase.
three years, five years’ time or what?
Sir David Varney:Oncewe haveworked outwhetherQ108Mr Bacon:Very quickly I should like to return

to electronic filing. When do you think companies the taxonomy we have works, we shall also be
talking to British industry about how fast they canthat want to do so will be able to transfer their

accounts data directly to your computer systems? adapt to it—it is not just a straight switch exercise—
then, as we see, as with the self-assessment electronicSir David Varney: This summer we think. In the

nature of this, I should not be surprised if we returns, an increase and we get to the point where we
have two systems, a more expensive paper systemuncover that there are some bits of the taxonomy

that are not clear. I should not regard that as a and a much more cost-competitive electronic
system, then we shall want to move as fast as we canfailure, I should regard this as work in progress,

trying to get this system to work properly. into the electronic world. There are issues around
people, as you will know better than I do, who are
not into that electronic world and then how you dealQ109 Mr Bacon:When do you expect the new risk

assessment database to be available to areas? with the people who are excluded.
Mr Banyard: It is available now; we are rolling it out
aswe speak. I was talking yesterday to the pilot oYce Q114 Chairman: Well it seems to have been a very

useful inquiry by the National Audit OYce which Iwhich has been running it for six or seven months
and they have had some very good initial work and am sure has helped you. Undoubtedly at present

your chances of being investigated apparently doresults from it.We are reasonably confident that this
system is good and that the oYces that are using it depend on where you live in the country and

apparently not all your staV historically have beenare very pleased with it.
located in the right place. If we can bring up the level
of service of the worst-performing areas to the best,Q110 Mr Bacon: In what circumstances would you

switch oV the paper return facility? then we might raise tens of millions of pounds. We
shall try to help you to do that.Sir David Varney: That is really a political decision.

Lord Carter must be thinking about that and the Sir David Varney: That is a positive note on which
to end.Chancellormust be thinking about what his reaction

is going to be. Chairman: Thank you very much Sir David.

Supplementary memorandum submitted by HM Revenue and Customs

Qq 83–84 (also refers to Q37) (Mr Ian Davidson): Random Enquiry Programme

Referring to the Random Enquiry programme which detected errors by companies in around 40% of
returns, the Committee (Mr Davidson) asked for a breakdown of those errors between cases where extra
tax and cases where less tax was found to be due.

The CT random enquiry programme records the yield resulting from HMRC enquiries. The yield
recorded in an enquiry case is the change in tax liability in HMRC’s favour. Where the net change in tax
liability is in the taxpayer’s favour a nil yield result is recorded. These cases are included in the 60% of
enquiries where no errors were detected. The 40% or so cases where errors were detected are cases where
there was an enquiry yield in HMRC’s favour.

The yield is calculated taking into account all of the adjustments to the tax return in HMRC favour and
in the taxpayer favour.

Adjustments to the tax return(s) as a result of the enquiry are recorded by area of risk and whether these
are taxpayer favour orHMRC favour. However no analysis detailing the exact taxpayer andHMRC favour
adjustments is currently available and would take some time to produce.
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The CT random enquiry programme selects a constant proportion of cases for enquiry. In 2000, the first
full year of the programme, slightly under 300 cases were selected. Since then the number of companies has
been increasing such that by 2005 the number of cases selected was a little over 400 (This is the figure referred
to by Mr Banyard at Q37).

Not all cases selected for the programme are actually taken up for enquiry.

The main reasons for this are:

— the company is dormant,

— is struck oV ,

— or has been the subject of a separate recent enquiry.

Because of this the results of the programme are based on lower numbers of cases: the analysis of the first
three years was based on 421 completed enquiries (the 400 figure referred to in paragraph 2.11 of the
C&AG’s Report), and 62 enquiries that were underway but not completed.
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