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THE USE OF TAX BASE ESTIMATION METHODS FOR INCOME
TAX PURPOSES IN THE LIGHT OF RESEARCH

Abstract. One of the phenomena that can be observed iecthreomy is income tax evasion.
Its occurrence can be reducetder alia, by estimating taxpayers’ taxable income. Taxdkgion
specifies methods that can be used to this endevevmethods other than statutory ones can also
be employed. The article aims to evaluate the reedeveloping tax base estimation methods
other than those specified in the legislation balgsing their use by tax authorities. The analysis
focuses on cases that the Supreme Administrativet@onsidered in 2013. Its results show that
in nearly 80% of the cases taxable incomes wernenatgd using methods other than those
recommended by law, some of which (e.g. the praduanethod) were never used, one of the
reasons being the lack of data necessary to makparisons. Based on the findings, changes are
proposed to make the tax base estimation methods specific.
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1. INTRODUCTION

The defining attribute of a free market economgampetition and one of
the factors that clearly determine the functioniigenterprises is the amount of
taxes they must pay. An important component of testesns is income tax, but
instead of paying income taxation some taxpayers choosak® itticit attempts
to reduce their tax liabilities. In order to protdbtie interests of the State
Treasury and to ensure fair competition in the eomyy measures must be
available to prevent the occurrence of such attermpovernments can reduce
the scale of the grey economy by means of a vadkigstruments. Legislation
in both developed countries (such as Germany) aenkldping countries
(e.g. Poland) allows tax authorities to make thein @stimates of a taxpayer’'s
taxable incomes. The purpose of this process ialtulate as close as possible
an estimate of the amount of tax a taxpayer shpayd The difference between
legislation in Germany and Poland is that the forrdees not specify the
methods that tax authorities should use to this end, whiredlish legislation
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contains six of them. The methods are not obligatorythe sense that tax
authorities may also use other methods servingséimee purpose, as they find
appropriate [Witczak 2013a: 149].

The aim of this article is to determine the need dther methods to be
created supplementing the existing range of statutotiyads.

The research hypothesis is as follows: the tax lestenation methods
specified in legislation are rarely used. To endina& taxable incomes are
correctly estimated, methods other than those dftplimdicated in the law
must be created.

2. TAX BASE ESTIMATION — GENERAL RULES

The The law in force allows tax authorities to mstie taxpayers’ taxable
incomes and explains when the procedure can béedpflhe law excludes its
use in cases when the amount of taxable incomebeamstablished based on
taxpayers’ ledgers and other evidence obtainedndutiax proceedings
[Dzwonkowski, Huchla, Kosikowski 2003].

Polish legislation provides tax authorities withlist of six tax base
estimation methods they can use. These are [Dzwonkow$8{:20

— the internal comparative method,

— the external comparative method,

— the inventory method,

— the production method,

— the cost method,

— the type of income as a percentage of turnover.

According to its legal definition, the internal coanptive method compares
the previous years’ turnover figures in the auditmimpany. The external
comparative method compares turnover figures ofpamies that are similar to
the one audited in terms of business scope and camlifithe inventory method
juxtaposes the value of the company’s assets redaatithe beginning and end
of a period, allowing for the rate of turnover. Theguction method estimates
the production capacity of the taxpayer, while thstcmethod derives the
turnover figure from a company’s expenses base@ aoefficient indicating
their share of turnover. The last of the six methddtermines the amount of
income from the sale of particular goods and paldicservices based on their
share of total turnover [the Tax Ordinance Act, @3. par. 3; (Ordynacja
Podatkowa)].

In cases when none of these methods is applicabieutthorities may use
other methods serving the same purpose [the Tax Ordiragcart. 23 item 4,],
but the law does not indicate what these methodsldibe. The range of ,non-



The Use of Tax Base Estimation Methods... 179

statutory” methods discussed in the literature udeks approaches that
[Schneider 2007: 223; Brzeéski et al. 2007: 242; Kosikowski 2013]:

— determine the turnover figure from information sources,

— determine the percentages of particular products inpodaluction,

— determine the percentages of some goods in the totaover of
the company,

— analyse the formulas used to make particular products,

— estimate business expenses in relation to turnover,

— examine the consumption of electricity,

— estimate a company'’s incomes based on its expenses,

— investigate net profits,

— utilise an econometric model of costs.

The law requires tax authorities to explain théioice of method and to
ensure that the tax base they use to calculatepayar’s liability is as accurate
as possible [the Tax Ordinance Act, art. 23 item 5].

3. THE USE OF TAX BASE ESTIMATION METHODS FOR INCOM E TAX PURPOSES
— RESEARCH FINDINGS

The empirical part of this article is based on #malysis of case studies
derived from the rulings of the Supreme AdministatCourt. Taxpayers
challenging tax authorities’ decisions may lodge camplaint with the
Voivodeship Administrative Court (VAC), which is cpetent to assess whether
a particular decision is legally sound. AdministratiCourts also handle
taxpayers’ complaints against the tax authoritylsoice of the tax base
estimation method. A complainant who disagrees withruling issued by the
Voivodeship Administrative Court may submit a caiesa appeal to the
Supreme Administrative Court. By analysing courtingg concerning the
application of estimation methods, the use of paldic methods by tax
authorities in the process of assessing taxpaygemes can be identified. For
the purposes of this article, all rulings that thgi®me Administrative Court
made in 2013 and which were available in the Letalsse on 25 February
2014 were analysed. A total of 82 rulings madednnection with article 23 of
the Tax Ordinance Act regulating the use of theltase estimation rules were
examined. These rulings were made in cases invoMlifigrent types of taxes
(see Table 1).

Almost 60% of the analysed rulings (see table apaemcerned income
taxes, mainly personal income tax (PIT). Whereagyarate income tax (CIT)
was dealt with in only one of the rulings while wedadded tax was analysed in
almost 33% of cases. Two rulings related to lump swimover-based tax, three
to excise tax and gambling tax was featured in only olimegru
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Table 1. The types and numbers of taxes to whitimagon methods apply
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Source: developed by the author.

The significant proportion of rulings made in raatto personal income
tax seems to imply that a large number of decisioade by tax authorities in
connection with the estimation of taxable incomescerned small businesses,
since when larger companies are found to haveiabtelledgers, both incomes
and turnover should be examined. However, taxpayédts annual turnover
below PLN 150,000 are excluded from VAT, so the tagebis not estimated for
VAT purposes in their case. This suggests that mwasts concerned taxpayers
with incomes lower than PLN 150,000.

A more detailed analysis was applied to 49 rulimggle in cases where the
tax base was estimated for income tax purposeg(bum taxes were omitted).
Incomes were estimated by tax authorities in only gegases (see Table 2).

Table 2. Numbers of rulings concerning estimatiaihuads
and other matters related to income taxes

No. of rulings in [No. of ruings evaluating th No. of rulings on| No. of rulings on othe
No. of - : o9
analysed cases in V\_/hlch tax use of tax base estimationmatters other than matters as a percentage
. base estimation | methods as a percentage|of the use of of all rulings on income
rulings - . L
methods were usgdall rulings on income taxeestimation methods taxes
49 27 55% 22 45%

Source: developed by the author.

The data in Table 2 show that tax authorities didastimate the tax base in
45% of cases related to income tax. The reasorthdadecision not to use a tax
base estimation method were varied, such as a naitfad from an estimation
procedure, dummy invoices used as a source of dbhlucosts or the non-
-applicability of estimation methods.

In many cases analysed by the courts, tax authedii not exercise their
right to make estimations arising from art. 23 it2rof the Tax Ordinance Act
because, even though the taxpayers’ ledgers werkiaded as inaccurate,
the necessary information was determined from filurdocuments obtained
during inspection or tax proceedings.
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Tax base estimation methods were also not use@sascwhen so-called
dummy invoiceswere found to have been used a illegitimate source of
deductible expenses. Dummy invoices are issuedrdith@ business that does
not exist or by a business involved in tax fraud) #re only purpose for which
they are produced is to increase the amount of exp@mseput VAT. The word
~,<dummy” means that no goods are sold or servicéigedted in connection with
the invoice. Tax authorities consider dummy invoidksgitimate proof of
deductible expenses that could not be used to latdcincome tax liability. In
cases involving their use, taxpayers requestedatahorities to present the
estimates of the challenged amount of expenses.t<Cganerally agreed with
tax authorities that no legal obligation existed tleem to do so and that they
could treat such expenses as illegitimate. In ose,ca tax authority seeking to
establish the taxable income of the provider ofstuttion services did not
perform an estimation procedure under art. 23 itesh the Tax Ordinance Act,
but used other sources of information instead. BRpayer lodged a complaint
with the Voivodeship Administrative Court, whichled against the decision of
the tax authority and its ruling was upheld by the SuprAdministrative Court.

In 27 analysed cases involving income taxes, téxagities used a range of
methods to estimate taxable income (see Table 3).

Table 3. Numbers of rulings on cases involvinguke of particular tax base estimation methods
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Tax authorities used the statutory methods in @90 of cases, whereas
the comparative method was adopted in one cast¢handventory method and
the cost method were used in two cases each. Irruding, the court did not
mention what method the tax authority used to estinthe tax base. The
internal comparative method, the production metlaod, the type of income as
a percentage of turnover were never used to cadctite taxable income. An
analysis of the circumstances in which statutory mettaosd used is a useful tool
that allows the identification of the scope for usinghods other than statutory.

The inventory method was applied in two cases, Wwhiespectively
involved a taxpayer trading in footwear, leather asodes and clothing articles,
and carrying on a rental business, and a taxpayer that twadireg firm.
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In the first case, the inventory method was adofaesssess incomes from
the trading business (the rental income was edtindtased on other
documents). Having analysed the taxpayer's findndiacuments, the tax
authority concluded that there were discrepancete/den goods stated in the
final inventory report and the purchase documertis. ghysical inventory count
report that the taxpayer drew up at the end ofydae showed goods for which
purchase documents were not available. In the estimgrocess, the tax
authority also used data on mark-ups and wastamedad by the taxpayer and
his staff.

As far as the second taxpayer is concerned, thautipority found the final
inventory report to contain commercial goods that titéal inventory report did
not show and for which proof of purchase was ndatilabble. The amount of
taxable income was determined from values present@d/entory reports and
average weighted mark-ups on goods sold. The markatgrmation was
provided by the taxpayer.

Both these cases show that two conditions must étefon the inventory
method to be useful: the taxpayer must be a trafiing and the necessary
financial data must exist. There are cases, howevsEnvguch data are either
unavailable or not known to the tax authority. Aawobrthy fact is that tax
authorities accepted the physical inventory cougports and information
provided by the taxpayer’s staff as true and accurate.

The cost method was applied to estimate the taxabteame of a taxpayer
selling motorcycles and spare parts imported frcemada. The value of goods
that were purchased abroad was determined fromatheunt of funds the
taxpayer transferred in payment for these goodsfiamd the mark-up rate on
spare parts brought from the US; the purchase gprigere found in the
submitted SAD documents and the sale prices wezeptites of items the
taxpayer sold through an online auction website. The dar@eas were therefore
the bank and SAD documents. If the parts had begrorted from an EU
Member State, it would have been impossible for the taotids to get access
to some of this information due to the removal ofder controls and of some
earlier obligations of entities in the foreign tradsibass.

There was one further case in which the tax authased the cost method,
but the Supreme Administrative Court did not anallgew it was used as it was
outside the scope of the taxpayer’s complaint.

The external comparative method was used to editha amount of tax-
-deductible expenses of the provider of copierisess To this end, the tax
authority collected data on the expenses of othewigers of comparable
services in the same area, since the method canmsebeunless information on
the type of cost is known and comparable companies besn identified. In the
case of certain services, such as copier servigedingi comparable providers
does not pose a major problem.
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The conclusion that can be drawn from this parthef discussion is that
whether or not the statutory tax base estimatiothaus are applicable depends
on the availability of the necessary input data,clwhinay not always be the
case. If a tax authority has doubts about the acgurand reliability of
taxpayer’s ledgers, it is quite likely that the intary reports or the information
presented by the taxpayer is untrustworthy too. Waetnies in tax ledgers
cannot be trusted, the statutory estimation methods taerapplied.

In over 75% of cases involving estimations madeaxy authorities, non-
statutory methods were used. This high percentageonfstatutory methods
shows that tax authorities are faced with the problefinding data necessary to
estimate taxable incomes. An interesting sourcenfoirmation revealing why
tax authorities did not use estimation methods ieitlyl indicated in the
legislation is their explanations provided in conr@ctivith some of the cases.

The internal comparative method was not employechige of the risk
involved in the use of the previous years’' data. Tse of the external
comparative method was prevented by the lack ofpewable firms. In one of
the analysed cases, the tax authaetyuested other units to find firms similar to
the audited taxpayer in terms of the businessIprdfil answers were negative,
meaning that comparable taxpayers simply did nistebk some cases, the use
of the external comparative method was requesteitidoyaxpayers themselves,
where they could indicate companies of a similae.siThe inventory method
was not used due to the lack of information on &ygp's assets (the
applicability of this method is determined by ascés the initial and final
inventory reports and the knowledge of the ratduofover). The production
method was rejected owing to of the nature of #x@ayer’'s business (it cannot
be applied to service providers and trading firfigle cost method could not be
employed because expenses as a percentage of durm@re not known.
The tax authority explained that the informatiomgathered did not contain the
necessary data. The method based on the type ahé@s a percentage of
turnover was inapplicable when the tax authoritygét to estimate the amount
of income and not of turnover.

The external comparative method was rejected inaase because of the
failure to find another shop selling similar merchandhiséne same location. The
cost method and the method utilising the type @bime as a percentage of
turnover were recognised as ineffectual where #xpayer kept a simplified
register of revenues and purchases in the prewieass and because reliable
documents showing the current year’s turnover entixpayer’s shop were not
available. Faced with the problem of finding datat ttould be used to estimate
taxpayers’ taxable incomes, tax authorities haveegk other methods serving
the purpose.
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It is worth noting that tax authorities using ndatstory methods to
estimate taxpayers’ incomes frequently accept agbions and information
presented by taxpayers.

4. CONCLUSIONS

The research has revealed that in estimating théase for income tax
purposes tax authorities use various methods.

Table 4. The number of rulings in cases involving tise of statutory
and non-statutory estimation methods

Statutory The inventory The cost metho

Statutory methods as Non-statutory method as | Information as a percentage
Method a percentage of a percentage obn the metho

methods methods . of all analysed

all analysed all analysed | not available rulinas
rulings rulings 9

No. of 5 18.5% 21 77.8% 1 3.7%
rulings

Source: developed by the author.

Tax authorities employed the statutory tax basenatibn methods in only
ca. 20% of the analysed cases, while other methoctsuated for more than
75%. This finding confirms the research hypothesrsniilated in this article,
according to which, tax authorities tend to use-simtutory methods to estimate
the tax base for income tax purposes.

The non-statutory methods are used for the followaagons:

— the unavailability of data enabling comparisons,

— the type of the taxpayer’s business,

— the special demands of the statutory methods.

The more frequent use of non-statutory methods shbat tax authorities
have problems finding data without which the sixtgory methods cannot be
used. Considering that tax authorities use taxpaydgmmation which may not
always be true and reliable, the amount of taxab®mes that is finally
produced may be underestimated. As a result, busimiegserating in the grey
market will pay lower taxes than they ought. In erttesecure the interests of
the State Treasury, compliant taxpayers and aldbeofaudited taxpayers, the
rules for the use of the non-statutory tax basematibn methods should be
made more specific. One solution that seems to bthwonsidering is to add to
the legislation a list of estimation methods thaild be used by tax authorities,
together with the factors they should addressimplocess. The methods could
be detailed in the Tax Ordinance Act, secondaryslagion or guidelines,
however, secondary legislation seems the optimaiceholrhe creation of
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guidelines on industries that are more likely thathers to need tax base
estimations also seems an interesting option.

The results of this study, based on 2013 data alsamadf a partial study
conducted with 2012 data [Witczak 2013b: 132], slegwally high percentages
of cases in which tax authorities decided to use-statutory methods to
estimate taxpayers’ taxable incomes. To assess ahté research hypothesis
will hold true for other years as well, which is ydikely, further investigations
are necessary.
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WYKORZYSTANIE METOD SZACOWANIA PODSTAWY OPODATKOWAN  IA
W PODATKACH DOCHODOWYCH W SWIETLE BADA N

Jednym ze zjawisk obserwowanych w gospodarc®szustwa podatkowe w podatkach
dochodowych. Zjawisko to moa ogranicz migdzy innymi, poprzez szacowanie podstawy
opodatkowania. Przepisy wskazu$zne metody szacowania podstawy opodatkowania. Pagwal
réwniez na stosowanie metod innychznivymienione w przepisach. Celem pracy jest ocena
konieczndci opracowania metod szacowania podstawy opodatkiewanych ni wymienionych
w przepisach. Przeprowadzono analimykorzystania takich metod szacowania podstawy
opodatkowania. Przedmiotem analizy byly orzeczeN@czelnego glu Administracyjnego
wydane 2013 r. Organy podatkowe w prawie 80% prdpa zastosowaly metody szacowania
dochodu niewskazane w regulacjach. Niektore mesxhcowania dochodu (np. produkcyjna)
okreslone w przepisach nie byly w ogole wykorzystywaneeg organy podatkowe. Wynika to
migdzy innymi z braku poréwnywalnych danych. Zapropsano zmiany dotyce uszczegoto-
wienia metod szacowania podstawy opodatkowania.

Slowa kluczowe: oszustwa podatkowe, szacowanie podstawy opodatkawaodatek
dochodowy.



