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Glossary

Entity

Highly Wealthy
Individuals

Net Income Tax

Phoenix
arrangements

Risk Engine

Risk
Differentiation
Framework

Small to
medium
enterprise (SME)

S1 market sub-
segment

S2 market sub-
segment

S3 market sub-
segment

54 market sub-
segment

An independent organisation or person with legal
responsibilities.

Australian residents who, together with associates,
effectively control net wealth of $30 million or more.

A taxpayer’s total income tax payable after rebates and
credits.

Evasion of tax and/or superannuation guarantee liabilities
through the deliberate liquidation of corporate trading
entities.

A computer program that assesses a taxpayer population
against risk indicators to give each taxpayer a probability
score of potential non-compliance.

A compliance modelling tool that uses a likelihood and
consequence assessment to give a relative risk profile of a
specified population of taxpayers.

Those taxpayers with an annual turnover of between
$2 million and $250 million.

A SME market taxpayer with an annual turnover of
between $2 million to $10 million.

A SME market taxpayer with an annual turnover of
between $10 million to $50 million.

A SME market taxpayer with an annual turnover of
between $50 million to $100 million.

A SME market taxpayer with an annual turnover of
between $100 million to $250 million.
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Taxpayer

Turnover

Wealthy
Australian

An individual, partnership, company, superannuation fund
or trust that is liable to pay tax.

Total annual income, as disclosed in a taxpayer’s tax return.
When an income tax return has not been lodged, turnover
can be estimated using Business Activity Statement and / or
Australian Business Number registration data.

Australian residents controlling a net wealth of between
$5 million to $30 million.
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Summary

Introduction

1. Australia’s self-assessment taxation system places responsibility on
taxpayers to declare all assessable income and claim only the deductions and
offsets to which they are entitled. The self-assessment taxation system allows
the Australian Taxation Office (ATO) to apply a risk managed approach to
revenue administration, and focus on the risks of taxpayers failing to comply
with registration, lodgement, reporting and payment obligations. As the
agency responsible for administering the federal taxation system, the ATO
seeks to manage these risks and optimise the level of voluntary compliance by
taxpayers through its Compliance Model strategies.

2. The ATO’s Compliance Model links compliance activities to taxpayers’
attitudes to compliance. Taxpayers who deliberately and persistently do not
meet their tax obligations may be subject to legal action, whereas education
and supportive communication is preferred for taxpayers who are willing to
comply with their obligations. The Compliance Model approach is
implemented through the ATO’s Compliance Program, which is published
annually. The Compliance Program identifies compliance trends and issues in
each market, and outlines the focus of compliance activities. These activities
include taxpayer education, telephone calls, letters, campaigns, reviews and
audits.

3. The ATO differentiates its approach to compliance across the following
market segments:

. individuals;
. micro enterprises —those with an annual turnover below $2 million;
J small to medium enterprises (SME)—those with an annual turnover

between $2 million to $250 million;

o large businesses—corporate groups with an annual turnover above
$250 million; and

. non-profit organisations.!

' ATO, Compliance Program 2010-11, p. 3.
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4. In undertaking its compliance activities, the ATO further breaks down
the SME market into the following four sub-segments based on annual

turnover:

. S1—%2 million to $10 million;

. S2—%10 million to $50 million;

. S3—$50 million to $100 million; and
. S4—$100 million to $250 million.

Small to medium enterprises

5. There are around 175 000 SMEs in Australia, with 97 per cent being in
the S1 and S2 market sub-segments. The SME market segment is an important
contributor of taxation revenue. Of the $273 billion in net cash collections for
2010-11, some 27.4 per cent ($74.7 billion) was from the SME market segment.
Compliance activities related to these taxpayers during the same period
resulted in collections of approximately $1.266 billion in taxes, penalties and
interest.?

6. SME taxpayers are notable for the diversity of their structures, business
size, activities and the industries in which they operate® They can be
individuals engaged in business ventures, or partnerships, superannuation
funds, trusts, and public or private companies. At their simplest, SMEs can be
sole traders who pay tax at the personal rate of income tax; or single
companies with employees and a company director. In addition, taxpayers can
be linked to one or more trusts, companies and/or partnerships, and these
taxpayers may fall across a number of ATO market segments.

7. SMEs operate in a broad range of industries, including the construction,
finance, insurance, wholesale and retail trade industries, and employ
28 per cent of Australia’s workforce.* They contribute significantly to economic

2 Information provided by the ATO.

5 ATO, Compliance Program 2011-12, June 2011, p. 17.
*ibid., p. 18.

ANAO Audit Report No.16 2011-12
The Management of Compliance in the Small to
Medium Enterprises Market

16



Summary

growth, national development, innovation and employment.> SMEs are also
liable to pay a wide variety of taxes, depending on their circumstances.®

ATO organisational arrangements for the SME market

8. Within the ATO, responsibility for the administration of income tax
compliance of the SME market is centred in the Small and Medium Enterprise
Business Line (S&ME Business Line). In addition, this business line is
responsible for promoting income tax compliance for the following business
and individual taxpayers:

. ‘Highly Wealthy Individuals’, those Australian residents who, together
with associates, effectively control net wealth of $30 million or more;

. ‘Wealthy Australians’, Australian residents controlling a net wealth of
between $5 million to $30 million; and

J non-profit and government organisations.”

9. The business line, which has over 1400 staff located in 21 centres across
all states and the Australian Capital Territory, is also responsible for managing
Fringe Benefits Tax (FBT) across all market segments. Similarly, other business
lines are responsible for managing SME compliance with specific taxes and
payment obligations such as the Goods and Services Tax (GST),
superannuation and excise.

Managing compliance in the SME market

10. The key tax compliance obligations are to register for tax purposes, file
tax returns on time, correctly report liabilities, and pay taxes on time.® The
ATO seeks to optimise the level of voluntary compliance with these
obligations. It has a risk management framework that provides a structured
approach for identifying and prioritising the compliance risks associated with
each market. Although the SME market is defined on the basis of annual

®  CPA Australia/CGA-Canada, Forum on SME Issues—a Background Paper, May 2010, p. 6.

®  These taxes can include Income Tax, Capital Gains Tax, Fringe Benefits Tax, Goods and Services Tax

and Excise. As well as taxes, SMEs with employees are required to make related payments such as
superannuation contributions and Pay As You Go Withholding Tax.

7 ATO, Compliance Program 2011-12, June 2011, pp. 14-15.

OECD, Forum on Tax Administration: Compliance Sub-group, Final report, Monitoring Taxpayers’
Compliance: A Practical Guide Based on Revenue Body Experience, 22 June 2008, p. 9.
<http://www.oecd.org/document/31/0,3746.en_2649 33749 46282143 1 1 1 1,00.html> [accessed 1
September 2011].
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financial turnover, there is considerable diversity in the business structures,
size and market segment positioning of SME taxpayers.” From a compliance
perspective, this means that the compliance risks within this group are also
diverse and not necessarily correlated with a taxpayer’s turnover. For this
reason, the ATO seeks to influence taxpayer compliance by addressing specific
risks in the SME market.

11. Compliance activities are developed to mitigate and manage risks, and
are outlined in the ATO’s annual Compliance Program. In accordance with the
ATO’s Compliance Model, these compliance strategies differentiate between
the various perceived behaviours of taxpayers. Strategies range from
educational information aimed at making compliance easier, through to
prosecution for serious non-compliance.

Measuring compliance effectiveness

12. Revenue administrations commonly face the challenge of measuring
their effectiveness in promoting voluntary compliance and addressing
non-compliance. One approach generally taken is to measure the size of the tax
gap, that is the total amount of unpaid tax, and changes to it. Another is to
measure the impact compliance activities have on promoting taxpayer
voluntary = compliance. Within these general parameters revenue
administrations develop approaches tailored to their own national
circumstances. Some, such as the United Kingdom and the United States of
America, emphasise measurement of the tax gap as an integral part of their
monitoring approaches.!® Others, like Australia, place more emphasis on
monitoring the specific contribution their own activities make to government
revenue targets and to changes in taxpayer behaviour.

13. The ATO assesses the effectiveness of its compliance activities using the
Compliance Effectiveness Methodology (CEM), which it introduced in 2008.
The methodology, adopted by the Organisation for Economic Co-operation
and Development (OECD), is based on two key elements: the identification of

® ATO, Compliance Program 2011-12, June 2011, p. 17.

OECD, Forum on Tax Administration: Compliance Sub-group, Final Report, Monitoring Taxpayers’
Compliance: A Practical Guide Based on Revenue Body Experience, 22 June 2008, pp. 65—70.

" ATO, Measuring Compliance Effectiveness—Our Methodology, August 2008.
<http://www.ato.gov.au/corporate/content.aspx?doc=/content/00157833.htm> [accessed 2 August 2010].
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measurable compliance objectives; and the articulation and treatment of risks
to achieving them.'? The ATO implements these elements in four phases that:

. describe the risk and align it with the ATO’s business intent of
optimising voluntary compliance;

J define a successful outcome and develop compliance strategies to
achieve this outcome;

. identify and test indicators of success; and

. use these indicators to measure the extent of the effectiveness of the
compliance strategies.

Audit objective and scope

Objective

14. The objective of the audit was to assess the effectiveness of the ATO’s
compliance management approach in the SME market.

Scope

15. The focus of the audit was on the SME market. At the time of the audit,
the Inspector General of Taxation was reviewing the ATO’s audit and risk
review policies, procedures and practices in the $100 million to $250 million
sub-segment of the SME market and Highly Wealthy Individuals.'® For this
reason, these topics were excluded from the ANAO’s audit scope.

16. The audit examined, taking into account the desired outcomes of
compliance activity, whether: the ATO’s governance arrangements were
appropriate; systems and processes to identify and assess compliance risks
were adequate; and strategies to promote compliance and address
non-compliance were appropriate and implemented effectively.

2. OECD, Forum on Tax Administration: Compliance Sub-group, Final report, Monitoring Taxpayers’

Compliance: A Practical Guide Based on Revenue Body Experience, 22 June 2008, p. 22.

Titled: Review into the ATO’s small and medium enterprise audit and risk review policies, procedures
and practices. The focus of the Inspector General of Taxation’s review was: staff resourcing and
technical skill levels; information-gathering powers; accuracy of technical decision-making; dispute
resolution; and management and conduct of compliance activities. The ANAO did not focus on these
issues in this audit.
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Overall conclusion

17. SMEs play a vital role in Australia’s economy and contribute
significantly to economic growth, national development, innovation and
employment.’* They have diverse structures and operate across a range of
industries. They also pay a variety of taxes, contributing around $74.7 billion to
taxation revenue in 2010-11. The ATO defines the SME market on the basis of
an annual financial turnover of between $2 million and $250 million. As with
all markets, the ATO seeks to improve the voluntary compliance by SMEs in
meeting their taxation obligations. To achieve this, it identifies and prioritises
compliance risks and employs a range of compliance activities to manage these
risks.

18. The ATO’s Compliance Model approach is structured around four
compliance strategies that are designed to address the underlying cause of
taxpayer non-compliance: make it easy; help to comply; deter by detection; and
use the full force of the law. Assistance is provided to those taxpayers willing
to comply, and taxpayers who deliberately avoid their taxation obligations
may be subject to prosecution. The ATO uses its CEM to measure the
effectiveness of these activities in improving compliance in its priority risk
areas.

19. In 2010-11, the ATO’s compliance activities in the SME market resulted
in the recovery of $1.266 billion in taxes, penalties and interest.”®> In addressing
significant areas of non-compliance, in 2010-11 the S&ME Business Line
identified eight priority risk areas directly associated with the SME market.!
Risk assessment is also conducted at the population level (a defined sub-set of
the SME market). Risk managers and population strategists within this
business line use a range of data sources and risk profiling tools to determine
the extent of these risks, the affected population and the information and data
that can be used to quantify the risks. The key automated profiling tools are

Y CPA Australia/CGA-Canada, Forum on SME Issues—a Background Paper, May 2010, p. 6.

Information provided by the ATO.

%A priority risk is assessed as having considerable impact on the SME market, and dedicated risk

managers are appointed. The priority risks are: Phoenix; Division 7A; Lodgement; International; Exit
Strategies; Capital Gains Tax; FBT; and Trusts.
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the SME Risk Engine and the Risk Differentiation Framework."” These are
used, ultimately, to assist with determining appropriate risk treatments, as
well as contributing to a pool of potential cases for compliance activity.

20. The ATO’s compliance management approach in the SME market is
generally effective. The corporate governance framework of planning,
performance measures and reporting supports the S&ME Business Line and
compliance activities in the SME market. The ATO’s Risk Management
Framework provides a structured approach for identifying and managing
compliance risks, and particularly the specific priority risks associated with
this market. The CEM has been applied to seven out of the eight priority risk
areas. Four CEMs have been completed to date and three priority risks are now
in their annual review phase.’® Results from the CEM are providing the ATO
with useful directions for improving the effectiveness of its compliance
strategies. Compliance activities also cover the full range of strategies outlined
in the ATO’s Compliance Model. Voluntary compliance is promoted through
marketing and communication strategies and interpretative assistance!® and
campaigns, reviews, audits and investigations address the continuum of
non-compliance. However, enhancements could be made to the SME Risk
Engine used to assist in identifying potentially non-compliant taxpayers. There
is also an opportunity for the ATO to use the risk engine more effectively.

21. The SME Risk Engine is a computer program that profiles taxpayers
against risk rules (indicators of a taxpayer’s non-compliance with an
obligation) and gives a probability score of potential non-compliance.?” The
results of the risk engine contribute to a pool of potential cases for compliance
activity. The ANAO’s analysis has shown that, of the 100 SME taxpayers with
the highest probability score, only 55 were subject to compliance action. Of
these, the ATO found no evidence of non-compliance for 42 taxpayers
(76.4 per cent). This low success rate would suggest that the methodology used

The Risk Differentiation Framework is a compliance modelling tool that gives a relative risk profile of a
specified population, as opposed to results of the risk engine, which give a relative probability of non-
compliance at a taxpayer level.

CEMS have been completed for the Lodgement, Phoenix, Division 7A and FBT priority risks. CEMs are
at various phases for Capital Gains Tax, Trusts and International risks. Exit Strategies is a newly initiated
priority risk, so a CEM has not yet been started.

Interpretative assistance involves the provision of general advice, rulings and interpretation of legislation
in response to requests by taxpayers.

% Version nine of the risk engine was assessed during this audit.
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to calculate risk scores could be improved. The methodology would be
enhanced by running the risk engine more regularly, updating risk engine
rules to incorporate additional data sets, and documenting the process and
criteria used for a manual process of weighting results.

22. The outcome of the risk assessment process is a pool of potential
compliance cases. At the time of the audit compliance cases were selected
from: the risk engine by individual regional compliance teams; the risk engine
and data matching analysis by risk managers and population strategists; and
from referrals by the Case Management Unit. In the absence of documented
procedures and lack of national coordination of case selection, regional
compliance teams did not necessarily consider the compliance cases with the
highest risk priority. As a result, the business line had no assurance that the
cases with the highest risk priority had been considered for action. The ATO’s
new ‘Front End Operations’ approach, introduced in January 2011, has the
potential to improve national consistency and oversight of case selection.
Importantly too, compliance cases validate the rules in the risk engine by
providing feedback about their accuracy. Not all risk rules are currently tested
in this way, as cases were not selected for this reason. There is an opportunity
for the ATO to establish a process to validate all risk rules to better inform
potential case selection, and to support strategic level consideration of
compliance risks. The benefits to the ATO would include more robust output
from the risk engine, and useful intelligence to support the identification of
emerging risks.

23. The ATO’s CEM methodology for measuring its compliance
effectiveness is relatively new. To date, the CEMs have shown that compliance
activities are having a positive impact on the voluntary compliance of SMEs in
some priority risk areas. These include the lodgement of tax returns, reporting
FBT liabilities and the interest income disclosed in relation to shareholder
loans.?! Where compliance activities have not had a positive impact, the ATO
has redirected its compliance activities.

24. The ANAO has made two recommendations aimed at improving the
effectiveness of the SME Risk Engine, and making more effective use of its
results.

2 ghareholder loans relate to Division 7A of Part Il of the Income Tax Assessment Act 1936.
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Key findings

Governance arrangements supporting compliance in the SME
market (Chapter 2)

25. The ATO reports to government on its performance against one
outcome, which is delivered through five program components.?? The S&ME
Business Line is primarily focused on delivering Program Component 1.3.2
This component is further divided into four deliverables, and the focus of this
audit was on deliverables 1.3.4: Active Compliance; and 1.3.5: Compliance
Intelligence and Risk Management.

26. The corporate governance framework of planning, performance
measures and reporting supports the S&ME Business Line and compliance
activities in the SME market. Reflecting its responsibility for the SME market,
the business line has established coordination and consultative forums with
other areas of the ATO that have intersecting responsibilities in the SME
market.

27. Planning, performance measures and reporting are linked through a
suite of corporate documents, which include the ATO Plan, various supporting
business line plans and the Annual Report. There are clear linkages for
deliverables under the ATO Plan to the S&ME Business Line Plan, although
lower level business plans within the business line could be better aligned with
the S&ME Business Line Plan through capabilities, deliverables and KPlIs.

28. The internal performance monitoring reports provided to the S&ME
Business Line and ATO Executive adequately account for the performance of
the active compliance capability. Reporting against the compliance intelligence
and risk management capability could be improved by developing more
meaningful and measurable KPIs. External reporting on the SME market is
limited in extent and coverage, but results achieved by the business line are
incorporated into results reported for Program Component 1.3 as a whole.

2 The program outcome is: confidence in the administration of aspects of Australia’s taxation and

superannuation systems through helping people understand their rights and obligations, improving ease
of compliance and access to benefits, and managing non-compliance with the law.

2 This component is: implement compliance strategies to support those willing to participate, those who

may need assistance, and deal firmly with those not willing to comply.
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Assessing compliance risks (Chapter 3)

29. The ATO’s Risk Management Framework is applied to both the SME
market and the business line’s broader FBT responsibilities in order to identify
the highest risk areas. In 2010-11, this resulted in the business line contributing
to the mitigation of nine strategic risks?* and being the corporate risk owner for
three: Phoenix; Non-Resident Withholding Tax?>; and Trusts. There were eight
risk areas, directly associated with the business line, rated as ‘priority risks’.2¢
A further 10 risks were monitored by the business line.

30. Risks are assessed by ‘risk managers’ or “population strategists’, at
either the priority risk level, or a sub-set (or ‘population’) of the SME market.
The S&ME Business Line’s Risk Management Committee (RMC) is responsible
for decisions relating to the prioritisation of risks and consistency of
treatments. The ATO has identified that risk managers and population
strategists had not consistently shared knowledge and information or fully
integrated their risk approaches. In response to this shortcoming, the S&ME
Business Line conducted workshops and formalised interaction between risk
and population approaches in the RMC’s forward planning framework.

31. An important factor in effective risk assessment is the use of
appropriate information. The ATO has systems and processes in place to
collect data and intelligence from a wide range of sources, enabling it to assess
compliance risks. It also has processes for analysing and disseminating this
data and intelligence across the ATO.

Risk assessment methodologies

32. The size and complexity of the SME market necessitates the use of
automated profiling tools to assist risk assessment processes, determine
appropriate risk treatments and contribute to a pool of potential cases for
compliance activity. Risk managers and population strategists use two
automated profiling tools: the SME Risk Engine; and the Risk Differentiation
Framework (RDF).

2 A strategic risk affects a broad range of ATO responsibilities, or is a risk rated as high or severe when

assessed on a corporate scale.

% During the course of the year, ownership for Non-Resident Withholding Tax transferred to the Large

Business and International Business Line.

%A priority risk is assessed as having considerable impact on the SME market and involves the

appointment of a risk manager. The eight priority risks were: Phoenix; Division 7A; Lodgement;
International; Exit Strategies; Capital Gains Tax; FBT; and Trusts.
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33. The SME Risk Engine includes an automated algorithm, specifically
developed to support compliance activities relating to the SME market, and
produces a probability score of potential non-compliance against each
taxpayer.?” The scores are moderated by an ATO officer, who may change the
weighting of results against rules where multiple indicators overlap. However,
this process is not documented, rather relying on the experience and
judgement of the ATO officer. The resulting pool of taxpayers is one of the
sources of compliance cases used by risk managers, population strategists,
specialist compliance teams and general compliance teams. Cases are selected
either directly from the risk engine results, or after further data matching
analysis.?

34. Limitations associated with the SME Risk Engine (version nine)
include:
. only 44 of the 128 risk rules differentiated between the SME market

sub-sectors (S1, S2, S3 and S4);

. small business benchmarks for detecting undeclared cash income were
not incorporated;

J ANZSIC codes can be subject to error and this error rate had not been
assessed in terms of SME risk engine outputs?’; and

. only 19 of the 128 risk rules assessed data sets other than internal ATO
data, resulting in more manual processes being needed for taxpayer
profiling.

35. The risk engine had not been run between November 2009 and the end

of fieldwork for this audit (a period of more than 18 months). In this period
there were no updates on each taxpayer’s risk score against all risk rules in the
risk engine. It is also important to document the process and criteria currently
used to manually moderate results.

7 An algorithm is a procedure for solving a particular mathematical problem in a finite number of steps.

% Data matching is the comparison of data held by the ATO and data obtained from other sources. This

enables detection of potential non-compliance such as undisclosed income or non-lodgement of tax
returns, and therefore forms an important step in the risk assessment process.

% ANZSIC codes can be subject to error when taxpayers have complex corporate linkages and this could

mean that a taxpayer’s risk score may not be based on thresholds for the industry in which it operates.
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36. To assess the effectiveness of the risk engine methodology, the ANAO
reviewed the compliance outcomes of the 100 taxpayers rated by the risk
engine with the highest potential risk of non-compliance. As at 30 June 2011,
only 55 had been subject to compliance action. Of these, only 13 (23.6 per cent)
were found to have an outcome from the compliance action. The low success
rate in finding evidence of non-compliance suggests that the methodology
used to calculate risk scores could be improved. This improvement would also
benefit the RDF, which uses the risk engine score.

SME market compliance strategies (Chapter 4)

37. The ATO’s strategies for increasing compliance and targeting
non-compliance are: marketing and communications; interpretative assistance;
active compliance; and prosecutions.

Marketing and communications

38. The ATO’s marketing and communications activities are designed to
raise awareness and educate taxpayers about their obligations. The ATO
engages with SME taxpayers, tax practitioners and financial services industry
representatives through formal ATO forums, including a specific online SME
Tax Forum. Out of approximately 175 000 total taxpayers in the SME market
only around 500 SMEs participate in the online forum. There is little specific
SME market educational information, as the broad range of taxation topics
applicable to this market are covered in general ATO publications.

Active compliance

39. Active compliance activities predominantly involve intervention with
taxpayers to assess and verify non-compliance. This interaction is generally
undertaken in a manner consistent with the materiality of the risk.3® Taxpayers
with cases of lower materiality may be contacted by letter or telephone. Higher
materiality issues may be subject to reviews and audits.

40. In July 2009, the S&ME Business Line implemented an ongoing
‘Campaign Team’ to undertake a program of tailored telephone and letter
verification activities, as directed by risk managers and population strategists.
In 2010-11, $16.7 million in liabilities was raised as a result of campaigns.

% Materiality is defined as the seriousness of the risk, and can be judged on factors such as the potential

revenue loss, impact on third parties, and the risk to the ATO’s reputation if the risk is not addressed.
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41. The campaign approach has been successful. For example, between
August and September 2010 the Campaign Team contacted 430 taxpayers by
telephone to address the outstanding lodgements of FBT schedules. As a result,
56 per cent of these taxpayers agreed to lodge, which justifies the team’s focus
on assisting taxpayers to understand their obligations and promoting
self-correction. In addition, 23 per cent of taxpayers were found to have
already lodged their returns, but due to a systems error their schedule was not
visible in the ATO’s systems. This interaction identified the systems error,
which was subsequently addressed.

Selection and management of review and audit cases
42, Review and audit cases were selected by:

. regional compliance teams, from the pool of potential compliance cases
produced by the SME Risk Engine;

. risk managers and population strategists, from both the risk engine and
data matching analysis; and

° the Case Management Unit, from internal ATO referrals.

43. At any one time, the risk engine, data matching and referrals provide a
large number of potential cases.’® There were limitations associated with the
methods for selecting cases for reviews and audits. In particular, the absence of
documented procedures for case selection and of national coordination meant
that regional compliance teams were not necessarily considering cases with the
highest risk priority. As a result, the business line has no assurance that the
cases with the highest risk priority had been considered for action. Validated
risk rules would better inform potential case selection, and support strategic
level consideration of compliance risks. There is an opportunity for the ATO to
establish such a process.

44. The ANAO analysis of the highest 100 risk-scored cases showed that, of
the 45 cases not subject to compliance action, 14 had been identified by the
previous three versions of the risk engine, and three cases had been identified
in all nine versions of the risk engine.’> While there are circumstances that may

¥ SME Risk Engine nine identified approximately 9000 taxpayers.

% These nine versions of the risk engine were run between 2004 and 2009. Cases identified as having

been in the risk engine pool in previous years may not have had a high risk score in those previous
years.

ANAO Audit Report No.16 2011-12
The Management of Compliance in the Small to
Medium Enterprises Market

27



have led to these cases not being selected for compliance action, the reasons for
not considering these cases were not documented by the ATO. Compliance
cases also validate the rules in the risk engine, and if these cases are not
selected this feedback loop is incomplete. Every six months a report on the
effectiveness of risk engine rules compares the number of ‘hits’ against
outcomes from closed compliance cases. However, the effectiveness of these
rules cannot be validated if compliance cases are not conducted on that
particular indicator. The risk engine would be further improved if all risk rules
coded within its program could be validated and refined.

45, In January 2011 the ATO introduced a new ‘Front End Operations’
approach that has the potential to improve national consistency and oversight
in case selection and create efficiencies in the way candidate case pools are
created. It will be important to document the assessment criteria used for
selecting cases and reasons for non-selection, and to follow up on reasons for
high-risk cases remaining in the pool of potential cases.

46. The ATO wuses the Client Contact—Work Management—Case
Management (CWC) system to manage compliance cases. The ANAO analysed
a sample of 100 reviews and 100 audits selected randomly from completed
cases for 2007-08 to 2010-11. These were assessed against six key ATO
administrative guidelines for case conduct, which included documentation of
key points in the case, and management sign-off.®* The majority of cases (163
out of the 200 cases) passed the six guidelines. This result comprised 91 per
cent of sampled reviews but only 72 per cent of sampled audits. Of the cases
failing checks, there were 23 instances of insufficient documentation to support
the case, such as a lack of evidence to support decisions. Potentially this could
lead to the ATO not being able to support the decisions relating to a case
outcome.

Quality assurance

47. There are two separate quality assurance processes undertaken by the
S&ME Business Line on review and audit cases completed in CWC:

o the S&ME Business Line internal Quality Assurance Review (QAR);
and

3 The guidelines involved documentation of the: taxpayer’s profile, potential risks, approach to the case

(case plan), outcomes of investigations, reasons for decisions and appropriate management signoff.
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. the ATO-wide Integrated Quality Framework (IQF). The IQF sampling
of closed cases is set corporately, but sampling of open cases is
discretionary.

48. Key differences between the two systems are that QAR assesses
administrative procedures within the CWC, while the IQF assesses the
decision-making process for the case. There are, however, elements of
duplication, and the same case can be assessed by both processes. There would
be merit in the ATO reviewing the QAR to reduce any potential duplication,
further align the two systems and optimise the impact of quality assurance
activities.

49, Since June 2009 the most consistent error identified by the QAR was
case finalisation reports not being completed appropriately (these document
the decisions and outcomes from the case). For the period 1 April 2010 to
30 March 2011, the IQF identified a number of inconsistent practices relating to
information not being entered or attached to the CWC.

50. An important part of both the QAR and the IQF is continuous
improvement, facilitated through ‘workshopping’ deficiencies with active
compliance staff. The ATO advised that delays in completing activities
designed to improve case management were caused by a lack of resources
assigned to these tasks. From 1 July 2011 the business line had increased
staffing in this area to implement these continuous improvement
recommendations.

Measuring compliance effectiveness (Chapter 5)

51. The ATO’s method for assessing the effectiveness of its compliance
activities is set out in its 2008 Compliance Effectiveness Methodology (CEM).
At the core of the methodology are two key elements: the identification of
measurable compliance objectives, and the articulation and treatment of risks
to achieving them. The CEM is undertaken in four phases, with an ongoing
annual review conducted after completion.

52. The S&ME Business Line has implemented the CEM for seven of its
eight priority risks.* As at June 2011, there were four finalised CEM

% These risks and their nature are listed in Chapter 3, Table 3.1. A CEM has not been initiated for Exit

Strategies.
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assessments.®> As the CEMs are focused on a priority risk rather than a market
view of compliance risk, they do not provide a comprehensive compliance
profile for the SME market as a whole. The S&ME Business Line attempted to
apply the CEM to the SME market, but was unable to do so because of the
number of variables present in such a large and diverse population.

53. The use of the CEM is maturing within the business line, but results
already indicate that this methodology has the potential to provide evidence of
the impact of compliance strategies on improving voluntary compliance.
Results have also provided useful directions for the ATO to pursue to improve
the effectiveness of its compliance strategies. Compliance strategies have
improved the on-time lodgement rate and there has been an increase of
3.7 per cent in the number of FBT lodgements, and 17 per cent in the value of
FBT payable. Compliance strategies have also been effective in increasing the
interest income disclosed in relation to shareholder loans. The CEM for the
International risk was inconclusive, and is now being undertaken at the sub-
risk level. The CEM for the Phoenix risk identified the need for a revised
approach, as it showed compliance activities were not effective. As a result, the
ATO redirected its approach and jointly developed a submission (with the
Australian Securities and Investments Corporation) for the Treasury.

Market research as a measure of effectiveness

54. The ATO surveys its taxpayer base and SME market taxpayers to assess
its marketing and communication activities. The results of these surveys
indicate that the ATO is generally effective in providing information to
taxpayers, and therefore in improving voluntary compliance. Independent
feedback received by the ANAO generally supports the ATO’s survey findings
that information assisting taxpayers to comply with their obligations is
available. However, there was also feedback that the ATO website search
engine could be improved, as information was difficult to find using this
function, and that consultative forums could be better promoted. The ATO
may also benefit from including tax agents who service SME clients in their
future SME surveys.

% The four completed CEM assessments are for the Phoenix, Division 7A, Lodgement and FBT priority
risks.
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Summary of agency response

55. The ATO welcomes this review and considers the report supportive of
our overall approach to managing the income tax compliance of the Small-to-
Medium Enterprise (SME) market segment. The review recognises a number of
recent innovations having potential to further enhance our compliance
approach. In finding the ATO’s compliance approach toward the SME market
segment to be generally effective, the review identified a number of
opportunities for improvement in our risk assessment processes. The ATO
agrees with the two recommendations contained in the report.

56. The full response is at Appendix 1.
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Recommendations

Recommendation
No. 1

Para 3.57

Recommendation
No. 2

Para 4.41

To enhance the results of the Small to Medium Enterprises
Risk Engine, the ANAO recommends that the ATO:

(a) improve the frequency of running the risk engine;

(b) increase the profiling of all market sub-segments
and use of data sets other than taxpayer return
information; and

(c) document the process and criteria used to
manually weight the results against each risk rule
before the final risk score is determined.

ATO response: Agreed
To support the identification of emerging priority risks,
the ANAO recommends that the ATO periodically

confirm the validity of all risk rules within the Small to
Medium Enterprises Risk Engine.

ATO response: Agreed
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1. Introduction

This chapter provides the context for the audit, including an overview of the small to
medium enterprise market in Australia. The audit objective and scope are also outlined.

Background

1.1 The Australian Taxation Office (ATO) is the Australian Government’s
principal revenue collection agency, with responsibility for the effective
administration of Australia’s tax and superannuation systems. In 2010-11, the
ATO collected $273 billion in net cash from taxpayers and incurred operating
expenditure of $3.1 billion.%

1.2 Australia’s self-assessment taxation system places responsibility on
taxpayers to declare all assessable income and claim only the deductions and
offsets to which they are entitled. The self-assessment taxation system allows
the ATO to apply a risk managed approach to revenue administration, and
focus on the risks of taxpayers failing to comply with registration, lodgement,
reporting and payment obligations. The ATO seeks to manage these risks and
optimise the level of voluntary compliance by taxpayers through its
Compliance Model strategies.

ATO’s compliance approach

1.3 The ATO’s approach to compliance is based on a model of taxpayer
behaviour, which aims to better understand what motivates people to comply
or not comply with their taxation obligations. The model assists the ATO to
plan interventions that are proportionate and appropriate to the underlying
cause of non-compliance. The ATO’s Compliance Model is illustrated in
Figure 1.1.

% ATO, 2010-11 Commissioner of Taxation Annual Report, p. 9.
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Figure 1.1
The ATO’s Compliance Model
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Source: ATO, Compliance Program 2010-11, July 2010, p. 3.

1.4 The ATO differentiates its approach to compliance across the following
five major market segments:

o individuals;
. micro enterprises—those with an annual turnover below $2 million;
o small to medium enterprises (SME)—those with an annual turnover

between $2 million to $250 million;

o large businesses—corporate groups with an annual turnover above
$250 million; and
. non-profit organisations.

1.5 In undertaking its compliance activities, the ATO further breaks down
the SME market into four sub-segments based on annual turnover:

. S1—$%2 million to $10 million;

% ATO, Compliance Program 2010-11, p. 3.
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. S2—%10 million to $50 million;
. S3—$50 million to $100 million; and
. S4—$100 million to $250 million.

1.6 The SME market segment is an important contributor of taxation
revenue. Of the $273 billion in net cash collections for 2010-11, some
27.4 per cent ($74.7 billion) was from the SME market segment.

Small to medium enterprises in Australia

1.7 SME taxpayers are notable for the diversity of their structures, business
size, activities and the industries in which they operate.®® They can be
individuals, partnerships, superannuation funds, trusts and public or private
companies.’’ At their simplest, SMEs can be sole traders who pay tax at the
personal rate of income tax; or a single company with employees and a
company director. However, it is not uncommon for several taxpayers to be
linked to one or more trusts, companies and/or partnerships and for these
taxpayers to fall across a number of ATO market segments.

1.8 In November 2010, the ATO calculated that the SME market comprised
approximately 175 000 businesses.® Just over one per cent of these businesses
are publicly owned. The majority of SMEs (approximately 143 000) are in the
S1 market sub-segment, accounting for 82 per cent of the total SME population.
With the addition of the S2 market sub-segment, these two lower sub-segments
account for a total of 97 per cent of the taxpayers in the SME market. Many
SMEs use the services of a registered tax agent because of their size and the
complexity of their taxation arrangements. In November 2010, over 156 000 (or
89 per cent) of SMEs across all market sub-segments used a tax agent.

% ATO, Compliance Program 2011—12, June 2011, p. 17.

® ATO, Organisational Structure—Small and Medium Enterprises

<http://www.ato.gov.au/businesses/content.aspx?menuid=39504&doc=/content/24463.htm&page=19&H
19> [Accessed 19 April 2011].

" Information provided by the ATO as at 16 August 2011. The number of taxpayers is attributed to active

clients, i.e. clients who lodged tax returns, business activity statements or registered their business in
2006 or later.
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SME market industry share

1.9 SMEs operate in a broad range of industries including construction,
finance, insurance, wholesale and retail trade industries, and employ
28 per cent of the Australian workforce.* The ATO has determined that the top
seven industries (outlined in Table 1.1) contributed 82 per cent of the net
income tax payable by SMEs as at November 2010.42

Table 1.1

Small to medium enterprises market by industry as at November 2010

Number of taxpayers in

Industry group

industry group Per cent of total population
Financial and Insurance 33 235 18.9
Retail Trade 22 305 12.7
Construction 20 807 11.9
Wholesale Trade 15175 8.7
Special ATO Division' 13 571 7.7
Rental, Hiring, Real Estate 13 462 7.7
Manufacturing 12 291 7.0
Sub total 130 846 74.6
All others® 44 303 25.4
Total 175 149 100.0

Source: Information provided by the ATO.
Note 1:  Special ATO Division codes are used where industry activity codes do not cover their activity.*?

Note 2:  ‘All others’ mainly consists of: administrative support services; agriculture, forestry and fisheries;
accommodation and food services; health care services; information and media; transport, postal
and warehousing; and mining.

1.10 The ATO regularly undertakes research into SMEs to provide a

snapshot of the market and to inform support, risk identification and

compliance activities. Key performance, demographic and statistical indicators
are reported, including total business income and revenue losses. Significant

' ATO, Compliance Program 2011—12, June 2011, p. 18.

2 Information provided by the ATO.

4 ATO, Business Industry Codes 2010, p. 20
<http://www.ato.gov.au/taxprofessionals/content.asp?doc=/content/00237446.htm>
[Accessed 21 March 2011].
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changes occurred in this market segment for the period 2007-08 to 2009-10 and
these are shown in Table 1.2.

Table 1.2
Changes in the SME market segment for the period 2007-08 to 2009-10
2007-08 2008-09 2009-10
Key indicator ($ billion) ($ billion) ($ billion)
Total business income 1051.2 1009.6 967.7
Revenue losses 16.8 26.8 225
Net Income Tax payable 18.4 15.8 15.8

Source: Information provided by the ATO.

1.11  The ATO considers that the variations in total business income and net
income tax payable can be directly attributed to the Global Financial Crisis
(GFC). Net Capital Gains Tax (CGT) was a key contributor to this decrease,
dropping by 82 per cent across the SME market in 2008-09. Revenue losses also
indicate the impact of the GFC, increasing by 59.5 per cent from the previous
financial year.*

1.12 The GFC had a considerable impact on the Australian economy and tax
administration. Common problems experienced by businesses included
reduced cash flows and a lack of available credit.*> Businesses required greater
assistance to meet their tax obligations and the ATO employed several key
strategies during the GFC, including interest-free payment arrangements, and
deferral on Business Activity Statement payment dates.* As part of the
flow-on effect, the ATO also noted increases in the number of SMEs with tax
debts, and in the average value of these debts.#” As a consequence, in
March 2011, the ATO reported that SMEs were recording increased revenue
losses following the GFC, and notified taxpayers that selected cases would be
followed up.*

" Information provided by the ATO.

* D'Ascenzo, Michael, Firm Foundations, Commissioner's key note address to the 9" International Tax

Administration Conference, 8 April 2010.
®ibid.
47 ATO, Compliance Program 2009—10, August 2009, p. 19.

‘8 ATO, Increased focus on small-to-medium enterprises with revenue losses, webpage
<http://www.ato.gov.au/content/00273563.htm> [Accessed 20 April 2011].
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Peak bodies representing the SME market

1.13  There is no single representative organisation for the SME market.
Rather, a number of peak bodies and professional associations represent
particular interests within the SME market segment. Industry and business-
focused bodies include the Australian Chamber of Commerce and Industry
(ACCI) and the Australian Industry Group (AIG). Tax agents and accounting
organisations include The Institute of Chartered Accountants in Australia
(ICAA), CPA Australia and the National Tax and Accountants’ Association
(NTAA). More generally, there are associations such as Taxpayers Australia.
All of these associations aim, broadly speaking, to educate their members, to
assist business growth and to provide commentary and lobbying on political
policies.

Small to medium enterprises internationally

1.14 It is difficult to make comparisons between international and domestic
SME markets. Contrasting definitions are used by the ATO, other
Commonwealth departments®, as well as international organisations. Some
organisations define SMEs by annual turnover, others by number of
employees, while some include both annual turnover and number of
employees. The differences in definitions for SMEs are outlined in Appendix 2.

1.15 According to a recent Organisation for Economic Co-operation and
Development (OECD) report, SMEs play a major role in the economic growth
of OECD member countries with over 95 per cent of enterprises being SMEs.
This accounts for 60 to 70 per cent of employment in those countries.>
CPA Australia and the Certified General Accountants Association of Canada
jointly state that SMEs play a vital role in the economy and contribute
significantly to economic growth, national development, innovation and
employment.®!

1.16  As the definition of SMEs differs internationally, it was not possible to
compare how other taxation jurisdictions approached compliance in the SME

“ As of 1 January 2011, the Fair Work Act 2009 definition of ‘small business’ changed to businesses that

employ fewer than 15 employees. However, on an annual turnover basis, many of these businesses
would be classified by the ATO as Small and Medium Enterprises.

®  OECD Policy Brief, Small and Medium-sized Enterprises: Local Strength, Global Reach.
<http://www.oecd.org/dataoecd/3/30/1918307.pdf> [Accessed 15 March 2011].

%1 CPA Australia/CGA-Canada, Forum on SME Issues — a Background Paper, May 2010, p. 6.
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market. The tax jurisdictions of Canada, the United Kingdom and the United
States of America annually publish their compliance risks and approach to
non-compliance, but do not refer specifically to risks or compliance approaches
in the SME market. Although New Zealand’s Inland Revenue Department
annually publishes its key compliance risks and approach to non-compliance,
it defines the SME market as entities with employees or active financial
transactions in GST and an annual turnover of up to $100 million.

ATO organisational arrangements for the administration
of the SME market

1.17  Within the ATO, responsibility for the administration of income tax
compliance of the SME market is centred in the Small and Medium Enterprise
Business Line (S&ME Business Line). In addition, this business line is
responsible for promoting income tax compliance for the following business
and individual taxpayers:

J ‘Highly Wealthy Individuals’, those Australian residents who, together
with associates, effectively control net wealth of $30 million or more;
. ‘Wealthy Australians’, Australian residents controlling a net wealth of

between $5 million to $30 million; and
. non-profit and government organisations.>

The business line is also responsible for managing Fringe Benefits Tax (FBT)
across all markets.”

1.18 Highly Wealthy Individuals and Wealthy Australians are included in
the SME market if they fall within the $2 million to $250 million annual
turnover range. These two populations can also cross over into the Micro
Enterprises and Individuals (ME&I) and Large Business and Internationals
(LB&I) markets, depending on their business structures and net wealth. The
S&ME Business Line coordinates income tax compliance for these cross-over
populations. While there are commonalities between many of these
responsibilities, this audit looked specifically at the part of the business line
that administers the SME market.

%2 ATO, Compliance Program 2011-12, July 2010, pp. 14-15.

® The audit did not include the specific FBT administration undertaken by the business line.
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1.19 Depending on their circumstances, the taxes SMEs are liable for
generally include: Income Tax; Capital Gains Tax (CGT); Fringe Benefits Tax
(FBT); Goods and Services Tax (GST) and excise. SMEs with employees are
also required to make related payments such as superannuation contributions
and Pay As You Go Withholding Tax (PAYG Withholding). A breakdown of
the revenue collections for the period 200809 to 2010-11 is shown in Table 1.3.

Table 1.3

SME market revenue collections for the period 2008-09 to 2010-11

R o 200.8709 200.9710 201.0711
($ billion) ($ billion) ($ billion)
Income Tax—companies 16.1 13.6 15.6
Income Tax—superannuation funds 15 0.9 1.1
Fringe Benefits Tax 0.9 0.9 0.9
Goods and Services Tax 18.3 19.7 21.1
Pay as You Go Withholding 31.6 30.9 34.6
Excise 0.2 0.3 0.4
Other 0.8 0.9 1.0
Total SME Market Collections 69.4 67.2 74.7
Total ATO Collections 264.5 253.2 273.0
i%\!lg (r:r:)a;lr:gtti ;:::ections as a percentage of 26.2 % 26.5 % 27.4%
Source: Information provided by the ATO.
Note: SME Market Collections figure excludes collections made by the Australian Customs and Border

Protection Service as they are not allocated to market segments.

1.20 As part of overall revenue collections in 2008-09, the ATO recovered
over $1.2 billion (32 per cent of the total for the ATO) in additional taxes,
penalties and interest from the SME market as a result of active compliance
activities completed during that financial year.’ In 2009-10, this figure was

% ATO, Commissioner of Taxation Annual Report 200809, October 2009, p. 77.
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$991 million (27 per cent of the total for the ATO).% In 2010-11, $1.266 billion
(26.5 per cent of the total for the ATO) was recovered from the SME market as
a result of these activities.%

Managing compliance in the SME market

1.21 Key compliance obligations are to: register for tax purposes; file tax
returns on time; correctly report liabilities; and pay taxes on time.”” The ATO
seeks to optimise the level of voluntary compliance. Compliance management
in the ATO is a significant activity, with an annual budget of over $1.1 billion
and a workforce of nearly 11 000 staff committed to it. In implementing its
compliance approach, and in measuring the success of its compliance
strategies, the ATO groups taxpayers into different market segments (as
outlined in paragraph 1.4).% It has a risk management framework that
provides a structured approach for identifying and prioritising the compliance
risks associated with each market.

1.22  Although the SME market is defined on the basis of annual financial
turnover, there is considerable diversity in the business structures, size and
market segment positioning of SME taxpayers.®® From a compliance
perspective, this means that the compliance risks within this group are also
diverse and not necessarily correlated with a taxpayer’s turnover. For this
reason, the ATO seeks to influence taxpayers’ compliance by addressing
specific risks in the SME market.

1.23  Compliance activities are developed to mitigate and manage these
risks, and are outlined in the ATO’s annual Compliance Program. In
accordance with the Compliance Model, these compliance strategies
differentiate between the various types of taxpayer behaviour. Strategies range
from educational information aimed at making compliance easier, through to
prosecution for serious non-compliance.

% ATO, Commissioner of Taxation Annual Report 2010-11, October 2011, p. 229.

% Information provided by the ATO.

5 OECD, Forum on Tax Administration: Compliance Sub-group, Final report, Monitoring Taxpayers’

Compliance: A Practical Guide Based on Revenue Body Experience, 22 June 2008, p. 9.

®  The ATO's business lines are also structured around these markets.

% ATO, Compliance Program 2011—12, June 2011, p. 17.
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Measuring compliance effectiveness

1.24 Revenue administrations commonly face the challenge of measuring
their effectiveness in promoting voluntary compliance and addressing
non-compliance. One approach generally taken is to measure the size of the tax
gap, that is the total amount of unpaid tax, and changes to it. Another is to
measure the impact compliance activities have on promoting taxpayer
voluntary = compliance. Within these general parameters revenue
administrations develop approaches tailored to their own national
circumstances. Some, such as the United Kingdom and the United States of
America, emphasise measurement of the tax gap as an integral part of their
monitoring approaches.® Others, like Australia, place more emphasis on
monitoring the specific contribution their own activities make to government
revenue targets and to changes in taxpayer behaviour.®

1.25 The ATO assesses the effectiveness of its compliance activities using the
Compliance Effectiveness Methodology (CEM), which it introduced in 2008.
This methodology, adopted by the Organisation for Economic Co-operation
and Development (OECD), is based on two key elements: the identification of
measurable compliance objectives; and the articulation and treatment of risks
to achieving them. The ATO implements these elements in four phases that:

. articulate the risk and align it with the ATO’s business intent of
optimising voluntary compliance;

J define a successful outcome and develop compliance strategies to
achieve this outcome;

. identify and test indicators of success; and

. use these indicators to measure the extent of the effectiveness of the
compliance strategies.

® OECD, Forum on Tax Administration: Compliance Sub-group, Final Report, Monitoring Taxpayers’

Compliance: A Practical Guide Based on Revenue Body Experience, 22 June 2008, pp. 65—70.

o ATO, Measuring Compliance Effectiveness—Our Methodology, August 2008.
<http://www.ato.gov.au/corporate/content.aspx?doc=/content/00157833.htm> [accessed 2 August 2010].
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Audit objective and scope

Objective

1.26  The objective of the audit was to assess the effectiveness of the ATO’s
compliance management approach in the SME market.

Scope

57. The focus of the audit was on the SME market. At the time of the audit,
the Inspector General of Taxation was reviewing the ATO’s audit and risk
review policies, procedures and practices in the $100 million to $250 million
sub-segment of the SME market and Highly Wealthy Individuals.®? For this
reason, these topics were excluded from the ANAQO’s audit scope.

Audit criteria

58. The audit examined, taking into account the desired outcomes of
compliance activity, whether the ATO’s:

. governance arrangements were appropriate;

. systems and processes to identify and assess compliance risks were
adequate; and

. strategies to promote compliance and address non-compliance were
appropriate and implemented effectively.

Audit methodology

1.27 The ANAO examined ATO documentation and interviewed staff across
the S&ME and other business lines in Canberra, Melbourne, Perth, Brisbane
and Sydney. A range of stakeholders were also consulted, including: ACCIL;
ICAA; Taxpayers Australia; the Australian Securities and Investments
Commission (ASIC) and the Australian Transaction Reports and Analysis
Centre (AUSTRAC). A sample of 200 compliance reviews and audits was also
analysed.

2 Titled: Review into the ATO’s small and medium enterprise audit and risk review policies, procedures

and practices. The focus of the Inspector General of Taxation’s review was: staff resourcing and
technical skill levels; information gathering powers; accuracy of technical decision-making; dispute
resolution; and management and conduct of compliance activities. The ANAO did not focus on these
issues in this audit.
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Structure of report

1.29  This report is structured into five chapters, reflecting the high-level
audit criteria. Following on from this introductory chapter, the subsequent
four chapters examine whether the ATO had effective arrangements in place
for the SME market for:

. governance (Chapter 2);

J assessing compliance risks (Chapter 3);

. promoting voluntary compliance and addressing non-compliance
(Chapter 4); and

J measuring the effectiveness of compliance activities in promoting

voluntary compliance (Chapter 5).

ANAO Audit Report No.16 2011-12
The Management of Compliance in the Small to
Medium Enterprises Market

46



2. Governance Arrangements

This chapter examines the governance arrangements for the S&EME Business Line’s
compliance management approach in the SME market.

Introduction

21 Governance refers to the processes by which organisations are directed,
controlled and held to account.®® The ATO has in place a governance
framework that defines its organisational structure, roles and responsibilities.

2.2 At the highest level, the ATO reports on its performance against one
Portfolio Budget Statement outcome:

Confidence in the administration of aspects of Australia’s taxation and
superannuation systems through helping people understand their rights and
obligations, improving ease of compliance and access to benefits, and
managing non-compliance with the law.%*

2.3 Delivery of this outcome is achieved through five Program
Components:
. 1.1—design and build administrative services to support government,

the community and other agencies;

. 1.2—provide strategies to make it easy and as cheap as possible for
people to meet their obligations;

. 1.3—implement compliance strategies to support those willing to
participate, who may need assistance, and deal firmly with those not
willing to comply;

J 1.4— Australian Business Register; and
. 1.5—Australian Valuation Office.

2.4 The S&ME Business Line is primarily focused on delivering Program
Component 1.3. As at February 2011, almost 87 per cent of its staff were
allocated to activities attributed to this program component. Delivery of this

ANAO Better Practice Guide, Public Sector Governance, July 2003, Canberra ACT, volume 1, p. 6.
% ATO, ATO Program Framework 2010-11, July 2010, p. 7.
% Australian Government (2010), Portfolio Budget Statements 2010—11: Treasury Portfolio, pp. 199—200.
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Program Component is further divided into four deliverables (outlined in
Figure 2.1), each of which has its own key performance indicators (KPIs). The
primary focus of this audit was on deliverables 1.3.4: Active Compliance; and
1.3.5: Compliance Intelligence and Risk Management. These are discussed in
Chapters 3 and 4.

Figure 2.1

The four deliverables in Program Component 1.3

Program Component 1.3

1.31 . . . . A
Marketing and %Almed gt hglpmg taxpayers and their advisers understand their rights
P and obligations.
communications
1.3.2 . . . . . .
. Provides community advice and guidance, and review of decisions
Interpretative 1 S .
) about the application of revenue collection laws.
assistance
1.3.4 Aimed at influencing and promoting voluntary compliance through, for
Active —» example, reviewing cases, and undertaking audit and enforcement
compliance actions.
Cor:;)::i:nce Draws on a range of information to identify and analyse risks, and
. . .. [—» determine risk mitigation strategies to treat risks that are determined
intelligence and risk - .
to be sufficiently high.
management

Source: ANAO analysis of ATO Program Framework, July 2010, p. 7.

Note: Number 1.3.3 was not utilised.

2.5 To assess the effectiveness of the ATO’s governance arrangements
supporting the management of compliance in the SME market, the ANAO
examined the:

J organisational arrangements for administering the SME market;

. business planning processes for the S&ME Business Line; and

. performance monitoring and reporting against the KPIs for capabilities
3.4 and 3.5.

The ATO’s Risk Management Framework and systems and processes for
assessing and managing compliance risks are covered in Chapter 3.
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Organisational arrangements for administering the SME
market

2.6 The ATO has adopted a matrix approach in developing its corporate
governance framework. Organisational functions are divided across four
functional areas, called sub-plans: Compliance; Corporate Services and Law;
Enterprise Solutions and Technology; and Operations. The S&ME Business
Line falls within the Compliance Sub-plan.

2.7 High-level management is provided by a senior leadership group and
through the ATO’s senior executive reporting structure. Collectively, they have
responsibility for managing a number of business and service lines designed to
deliver the ATO’s outcome and program commitments to government.*®
Planning, performance measures and reporting are linked through a suite of
corporate documents, which include the ATO Plan®, various supporting
business line plans and the Annual Report.®

The S&ME Business Line

2.8 The S&ME Business Line was established in 2006-07 following an
organisational restructure, which separated the former Small Business (SB)
Business Line into the S&ME Business Line, administering the $2 million to
$100 million market sub-segment, and the Micro Enterprises and Individuals
(ME&I) Business Line, administering enterprises with an annual turnover of
less than $2 million. Further organisational changes in 2007-08 saw the
increase in the upper limit of the SME market to $250 million with the transfer
of this market sub-segment from the Large Business and International (LB&I)
Business Line.® Figure 2.2 sets out the S&ME Business Line Structure as at
February 2011.

% ATO, 2009-10 Commissioner of Taxation Annual Report, p. 119.

¢ The ATO Plan 2010-11 provides a high-level outline of all the work the ATO intends to undertake in the
financial year, and includes performance measures against deliverables. The strategies outlined in the
plan cascade down into the sub-plans and ultimately to tasks at the individual ATO staff level.

% ATO Management Arrangements, April 2011, available from
<http://www.ato.gov.au/content/downloads/cor24463orgstruct.pdf> [accessed 23 February 2011]

# ATO, Commissioner of Taxation Annual Report 2007-08, October 2008, p. 52.
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Figure 2.2

Structure of the S&ME Business Line as at February 2011

Deputy Commissioner
S&ME Business Line

.| People, Business Support &

Marketing and communications
Governance

A 4

Business planning, corporate reporting, financial planning
and reporting, learning and development

Parliamentary, policy and government liaison,

.| Applied Intelligence, Design
"| & Interpretive Assistance

A 4

administration of not-for-profit entities, trusts and Fringe
Benefits Tax

Interpretative assistance — private rulings, legal services
and customer contact

Risk and intelligence — population profiling, intelligence

collection, risk monitoring, data analysis, administration
of IT systems

_ | Closely Held Groups & .| Specialist technical issues — specialist technical advice in

A

General Compliance support of active compliance

High wealth individuals — undertakes active compliance
> audits and reviews for Australian residents with a net
wealth of $30 million or above

General compliance — undertakes active compliance audit
and reviews for the SME market and Wealthy Australians
(those with a net wealth of $5 million to $30 million)

_ Primary focus of audit

Source:

Note:

ATO, S&ME Line Organisation Chart, current February 2011.

The following have been excluded from the above structure: S&ME Case Leadership, which
provides highly specialised support for active compliance; and the Assistant Deputy
Commissioner, Projects and SME Population Strategy, as the organisational responsibilities and
structure were under development at the time of this audit.
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2.9 As at February 2011, the Business Line had over 1400 full-time
equivalent staff, located in 21 centres across all states and the Australian
Capital Territory. Teams are not necessarily co-located. The size and
geographic spread of the business line requires considerable coordination and
accountability, which is principally undertaken through a range of committees
and associated reporting. Appendix 3 outlines the key internal committees,
their membership and the frequency of meetings.

210 Similarly, the complexity of the taxation affairs of this market segment
requires coordination and cooperation with other areas of the ATO. The S&ME
Business Line has representation on 27 cross-business line committees and
forums, and administrative responsibility for four of these: the SME Market
Committee; and the Wealthy Australians, Phoenix and Trusts Steering
Committees.

211 Key coordination committees in relation to the management of
compliance in SMEs include:

J Compliance  Executive Meeting—senior executives from the
Compliance Sub-plan;

. Active Compliance Steering Committee—responsible for national
consistency across the Active Compliance capability; and

. Income Tax Steering Committee—responsible for activities relating to
income tax across all markets.

212 In addition to the committees on which the S&ME Business Line is
directly represented, there are nine committees where the S&ME Business Line
does not have formal representation, although they may be invited to attend as
necessary. These include the GST, Superannuation, Excise and the Cash
Economy committees.

SME business planning and reporting

213 The ATO'’s high-level planning documents, particularly the Strategic
Statement”® and ATO Plan”, set the overall direction for the organisation.

™ The Strategic Statement provides direction and a framework for the ATO’s activities over a five-year

period from 2010-15.

™ The ATO Plan provides a consolidated view of all the sub-plans’ annual work to support corporate

priorities.

ANAO Audit Report No.16 2011-12
The Management of Compliance in the Small to
Medium Enterprises Market

51



Planning cascades from these high-level planning documents through business
line, branch and project plans and finally to team plans and individual
performance and development agreements.

214 The S&ME Business Line Plan 2010-11 (S&ME Line Plan) provides the
overall framework for the work of the business line, and is directly integrated
into the ATO Plan, aligning with the four deliverables (as outlined in
Figure 2.1). The plan assigns responsibility for tactics” to individuals or to
teams to enable the business line to deliver against the KPIs, for each of the
four capabilities outlined in Program Component 1.3.

2,15 Within the S&ME Business Line, over 30 individual branch and team
plans contribute to the overarching business line plan. The ANAO examined
the relationship between the S&ME Line Plan 2010-11 and eight representative
lower level plans from branches and teams.” These plans covered the three
capabilities that are particularly relevant to the scope of this audit: marketing
and communications; active compliance; and compliance intelligence and risk
management.

216  The eight lower level plans examined were inconsistent in format and
alignment with the S&ME Line Plan:

. three of the plans covered all responsibilities and could be easily
aligned with the S&ME Line plan;

. two plans contained responsibilities that had not been identified in
higher level plans;

. one plan did not include responsibilities that had been identified in
higher level plans; and

. two plans had no clear alignment with higher level plans, capabilities
or tactics.

217  There was also variation in the KPIs included in the plans. While some
KPIs could be traced back to capability performance indicators, others lacked a
clear line of sight to higher level plans and KPIs were not included in one plan.

2 Atactic contributes to delivering a strategy, as set out in the ATO Plan.

" The plans examined were the: Marketing, Education and Alliances Team; Active Compliance; Risk,

Intelligence, Strategy and Coordination Branch; Population Risk Profiling Team; Intelligence and Risk
Monitoring Team; Analytics, Information Management and Systems Branch; Data Analysis and Systems
Design Team; and Information Collection and Data Matching Team.
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218 For the next planning cycle, there would be merit in the ATO reviewing
internal business planning processes to achieve more consistency across the
business line’s plans, with a focus on better alignment of capabilities, tactics
and KPIs from lower level business plans to the S&ME Line Plan.

Performance monitoring and reporting

219 Ongoing monitoring and reporting of performance assists agencies to
manage programs, inform management decision-making and meet external
reporting obligations. Reporting against the SME market is generally not
segregated from other deliverables of the business line, so the ANAO
examined internal and external reporting of the S&ME Business Line where
relevant to SME market administration.

Internal performance monitoring and reporting

220 Within the S&ME Business Line, compliance and other issues are
reported and monitored at several levels. The key governance reports relevant
to the scope of this audit are:

. a monthly snapshot report which monitors key deliverables for the
business line, and a monthly executive summary report, both for the
S&ME Executive. These reports monitor progress against key
deliverables, as well as staffing statistics, emerging risks and issues and
exceptions reporting;

J a quarterly governance report, the last of which forms the end of year
report for the business line. This report gives comprehensive results
against service standards, the four capability KPIs, specific projects and
financial indicators; and

J monthly, and twice-yearly internal governance reports from the three
Business Management Committees and Business Management Group
to the S&ME Executive. These specifically cover the four capabilities,
and contain ongoing monitoring and reporting of performance for key
elements such as active compliance activities, and the interpretative
assistance provided by the business line. There are also regularly
scheduled reports to the Risk Management Committee (RMC) on issues
such as demographics analysis, revenue raised, forward revenue
indicators and evaluation of the quality and effectiveness of active
compliance activities.
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221  Within the context of the scope of this audit, the S&ME Business Line
also reports on a regular basis on performance against the S&ME Line Plan

through:

. monthly capability performance reports and exception reports;

. annual reports to the Compliance Sub-plan Governance Forum; and
. bi-annual reports to the Corporate Plenary Governance Forum.

222  The S&ME Business Line is also required to report against the KPIs for
the active compliance and compliance intelligence and risk management
capabilities. In the S&ME Business Line end of financial year reports for
2008-09, 2009-10 and 2010-11:

J active compliance capability KPIs* were consistently reported against;

J compliance intelligence and risk management capability KPIs”> were
not reported against, although the business line did include status
updates for the tactics that this capability was responsible for
delivering.

2.23  The non-reporting of compliance intelligence and risk management
KPIs reinforces the need to better align KPIs with tactics and capabilities. In
2009-10 only two of these KPIs related to the tactics to be delivered, out of a
total of 15 tactics assigned for this capability. In 2010-11, three KPIs related to
tactics, out of a total of 11 tactics assigned. The ATO advised that some of the
metric-based KPIs identified in the line plan were not considered useful for
lower level plans, and this was particularly the case for the compliance risk
and intelligence capability. Consequently, in 2010-11 the business line began
developing different success measures for use in the 2011-12 financial year.

External reporting of performance

2.24  External reporting of results against the specific performance measures
set out in an agency’s Portfolio Budget Statements is generally via an agency’s
annual reports. The SME market is not specifically included in the ATO’s
Portfolio Budget Statements.

™ Number of cases conducted against cases planned; dollar value of tax, penalties and interest liabilities

raised against the value planned to be raised; performance against case cycle times and client service
standards; and some qualitative measures.

" Number of risk reviews conducted, number of new risks entered into the risk register and level of

acceptance of risk escalations.
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225 Recent Commissioner of Taxation annual reports, however, have
included some data about compliance activities undertaken by the ATO in the
SME market segment. For example, the Commissioner of Taxation Annual
Report 2009-10 included reporting against settlement numbers’, service
standard results for completion of private ruling cases”, and specified the
value of extra tax collected as a result of active compliance activities. The
ATQO’s annually published Compliance Programs have also included snapshots
of activity in the SME market during the preceding year, detailing numbers of
audits and reviews undertaken, and telephone and letter-based verification
activities for specific topics such as superannuation, GST and income tax.

Conclusion

226 There is a sound governance framework supporting the S&ME
Business Line and compliance activities in the SME market. Reflecting its
responsibility for the SME market segment, the business line has established
coordination and consultative forums with other areas of the ATO that have
intersecting responsibilities in the SME market.

2.27 Planning, performance measures and reporting are linked through a
suite of corporate documents, which include the ATO Plan, various supporting
business line plans and the Annual Report. There are clear linkages for
deliverables under the ATO Plan to the S&ME Line Plan, although lower level
business plans within the business line could be better aligned with the S&ME
Line Plan through capabilities, tactics and KPIs. The internal performance
monitoring reports provided to the S&ME Business Line and ATO Executive
adequately account for the performance of the active compliance capability.
Reporting against the compliance intelligence and risk management capability
could be improved by reviewing the alignment of capabilities, tactics and KPlIs.
External reporting on the SME market is limited in extent and coverage, but
results achieved by the business line are incorporated into results reported for
Program Component 1.3 as a whole.

™ The ATO describes settlements as an alternative form of dispute resolution.

" The service standard is to finalise 80 per cent of private rulings within 28 days of receiving all

information, or by a negotiated date.
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3. Assessing Compliance Risks

This chapter examines the ATO’s approach to identifying, analysing and evaluating
the risk of taxpayers not complying with taxation obligations in the SMEE market.

3.1 The ATO assesses the risks associated with taxpayers not complying
with their taxation obligations through its risk management framework.” The
framework examines risk through a number of lenses, enabling the ATO to
assess the extent of the risks across the economy and to develop a range of
remedial responses that are proportionate and appropriate to address the
underlying areas of concern.” Within this framework, the S&ME Business Line
has responsibility for the analysis and treatment of compliance risks in the
SME market.

3.2 The ANAO reviewed the ATO’s approach to assessing compliance
risks in the SME market by examining whether:

J the administrative arrangements for managing risks were effective;

. appropriate information sources were used to assess compliance risks;
and

. the risk assessment methodologies employed were appropriate and
effective.

Administrative arrangements for managing risks

3.3 The ATO’s Risk Management Framework is outlined in Practice
Statement PS CM 2003/02, including its policy, corporate requirements and
roles and responsibilities.®® Accordingly, the S&ME Business Line Deputy
Commissioner has responsibility for ensuring that appropriate risk
management is applied in the operation of the business line.

®  The ATO’s Risk Management Framework is an integrated risk management strategy linking tactical,

operational and enterprise risk. The current version meets ISO 31000:2009 standards. The framework
consists of: a corporate risk register; an issues management database that records information on new
and emerging risks, as well as the status of treatment strategies for existing risks; risk matrices which
define how each level of risk is to be managed; and instructions for staff.

" Commissioner of Taxation, Risk: The framework, the vision, the values. Presentation to the CPA Public

Sector Finance and Management Conference, 12 August 2010.

8  ATO, Corporate Management Practice Statement, Risk and Issues Management PS CM 2003/02.
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3.4 The S&ME Business Line’s organisational arrangements for assessing
compliance risks are largely divided into three components:

. the S&ME Business Line Risk Management Committee (RMC);
. staff in the Applied Intelligence and Design area; and
. risk managers and population strategists, who deal with specific risks

and populations.

The S&ME Business Line Risk Management Committee

3.5 The RMC is the key strategic risk management committee for the
business line. It meets monthly and S&ME Business Line senior executive staff
are members of this committee. They may also be “owners’ of specific risks and
populations. The RMC makes decisions on a range of functions associated with
the management of compliance risks, including;:

. setting the strategic direction for compliance risk management;

J overseeing the identification, assessment and prioritisation of
compliance risks;

o monitoring emerging compliance risks;
. integrating risk management strategies across the whole SME market;
o monitoring the effectiveness of treatment strategies to manage

individual compliance risks; and

. ongoing evaluation of risk management processes.

Applied Intelligence and Design

3.6 The Applied Intelligence and Design area (Figure 2.2) provides
technical expertise such as data collection and analysis, systems design,
economic forecasting and revenue monitoring. Teams from this area support
the work done by risk managers, population strategists and the RMC.
Figure 3.1 outlines their structure and broad functions.
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Figure 3.1

Structure and functions of the Applied Intelligence and Design area as at
August 2011

Applied Intelligence & Design

S&ME Applied Risk &
Intelligence

Analytics, Information
Management & Systems

Analysis on behalf of population Data access, advice and analysis
owners and risk owners . Coding for rules in risk engines
Revenug & Monitoring and analysis on IDEiE AnaIyS|s_ & Administration and development
] Popqlatlon demographics, revenue and Syt Disiigh of tools for accessing information
Analysis Team forward indicators Team from the ATO Enterprise
Datawarehouse
Risk & Collection and analysis of Research and system
Intelligence intelligence Information development for identifying non-
Analysis, identification and Collection & Data compliance
Monitoring & communication of risks Matching Team Business line coordinator for all
Assessment management of monitored risks 9 data acquisitions
Team for the business line Analytical support

Population Risk
Profiling Team

Identification and analysis using
the Risk Differentiation Model
and risk engines

Maintenance, development and
evaluation of risk engines
Provide risk pools of taxpayers

Risk & Administration of compliance
Intelligence risk and intelligence capability
planning, Disseminate risk and
| Assurance & intelligence to staff
Governance Compliance Effectiveness
Team Methodology coordination

Source: ANAO analysis of ATO organisational charts for the S&ME Business Line and information from
business plans for the teams depicted.

Note: There are additional teams not represented in this diagram as they support specific projects that
were not within the scope of this audit.

Risk managers and population strategists

3.7 The S&ME Business Line assesses compliance risks at both the risk
level and the population level. The risk level assessment is based on a
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particular tax or event (such as FBT, or lodgement of returns).®! The
“population’ level assessment is based on a grouping of taxpayers (such as the
S4 population). Risk managers and population strategists are responsible for
assessing the compliance risks.

3.8 The ‘population approach’ was instigated in response to specific
drivers, such as the expansion of the SME market in 2007-08 to encompass the
S4 market sub-segment. The business line decided that all taxpayers in the
S4 market sub-segment would be risk assessed, as the information known
about this group was limited.®? Population approaches are used for the
5S4 market sub-segment, and also the Wealthy Australian and Highly Wealthy
Individuals populations. There are no specific assessments covering the S2 or
S3 populations and, during the course of this audit, the program of work for
the S1 population was incorporated into business as usual.

3.9 Senior executive staff are appointed as risk owners and population
owners to supervise and direct the work of risk managers and population
strategists respectively. These roles are not positioned in any particular area of
the business line, rather, they are allocated having regard to the experience of
staff. While the ultimate responsibility for managing a particular risk or
population lies with the owner, decisions relating to the prioritisation of risks
and consistency of treatments remain with the RMC. The S&ME Executive is
responsible for the allocation of resources.

The ATO’s Risk Management Framework in the S&ME Business
Line

310 The ATO’s Risk Management Framework is applied to both the SME
market and the business line’s broader responsibilities in order to identify risk
areas. In 201011, this resulted in the business line contributing to mitigating
nine strategic risks® and being the corporate risk owner for three of them:

8 Analysis and treatment of priority risks is the responsibility of the business line. These are explained in

more detail in Table 3.1.

8 As previously noted in Chapter 1, this project is not within the scope of this audit.

8 A strategic risk cuts across the ATO, or is a risk rated as high or severe when assessed on a corporate

scale. The nine strategic risks contributed to by the S&ME Business Line are: Phoenix; Aggressive Tax
Planning; Non-Lodgement of FBT and Income Tax Returns by large clients; Consolidation; International;
Capital Gains Tax (CGT); Losses; Trusts; and Non Resident Withholding Taxes.
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Phoenix; Non-Resident Withholding Tax®; and Trusts.8> There were eight risks,
directly associated with the business line, rated as priority risks® (and outlined
in Table 3.1 on the following page). A further 10 risks were monitored by the
business line, and were either the responsibility of a specific team, or subject to
other business arrangements.®”

3.11 The business line develops or provides input into a variety of reports to
identify, analyse and manage its compliance risks. The key risk management
reports relevant to the scope of this audit are: the annual Health of the System
Assessments on Income Tax and other key revenue topics; monthly
Compliance Exceptions Reports; and the two risk registers for the SME market
and the S&ME Business Line.

3.12  The business line is also responsible for contributing to corporate risk
reporting. This is done through the two risk registers that the business line
administers:

. the S&ME Risk Landscape — Detail; and
. the SME Market Segment Report.

3.13  The registers include all risks identified for the business line or the SME
market, respectively, and the business line reviews these twice a year. The
registers contain a risk description, status of current risk treatment strategies
and risk ratings.

8 During the course of the year, ownership for Non-Resident Withholding Tax transferred to the Large

Business and International Business Line.

% A corporate risk owner has specific responsibilities according to the ATO’s corporate management

practice statement on risk and issues management (PS CM 2003/02). These include a coordination role
with risk analysis and mitigation strategies between other business lines and additional monitoring and
reporting responsibilities.

% A priority risk is assessed as having considerable impact on the SME market and usually involves the

appointment of a dedicated resource such as a risk manager.

¥ The 10 monitored risks are: Not for Profit; Professional Firms Compliance; Losses; Private Equity Funds;

Capital Management-Share Buy Backs; Demergers; Research and Development Concessions; Property
Building and Construction; Consolidation; and Taxation of Financial Arrangements.

8  The SME Market Risk Register, named the SME Market Segment Report, contains risks relating to the

SME market, and therefore incorporates risks owned by other business lines within the ATO. The S&ME
risk register (S&ME Risk Landscape — Detail) combines all risks for the business line’s area of
responsibility, i.e. the SME market, Highly Wealthy Individuals and Wealthy Australians.
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Assessing Compliance Risks

Table 3.1
S&ME Business Line priority risks for 2010-11

Priority Risk Nature of Risk

Phoenix The evasion of tax and/or superannuation guarantee liabilities through the
deliberate, systematic and sometimes cyclic liquidation of related corporate
trading entities.

Division 7A Tax-free distributions to shareholders or shareholders' associates in the
form of payments, loans or debts forgiven made by private companies.

Lodgement Failure to voluntarily lodge activity statements, income tax or other returns,
schedules or forms.

International Non-compliance with tax obligations arising from international dealings,
based on six risk themes:

o foreign residents;

e foreign source income;

e non-resident withholding tax;
e tax havens;

e thin capitalisationag; and

e transfer pricing.”

Exit Strategies The failure of business owners to comply with their tax obligations upon
winding up of their business, leading to adverse tax outcomes.

Capital Gains Tax | Taxpayers incorrectly reporting capital gains and/or losses, undermining
voluntary compliance (incorrectly reporting includes avoiding, classifying,
calculating and omitting).

Fringe Benefits The failure of employers and employees to voluntarily comply with tax
Tax obligations arising from the provision of fringe benefits.
Trusts Tax outcomes for trust beneficiaries that do not match the amounts they

are entitled to under trust law, providing opportunities for tax evasion.

Source: ANAO analysis of S&ME Business Line risk registers.

8 Failure to comply with rules for debt deductions. A taxpayer can claim against Australian assessable

income when the debt used by the taxpayer to fund its Australian assets exceeds certain limits.

®  The underpayment of Australian tax by businesses with related-party international dealings due to

undervaluing Australian goods, services or intangibles.
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Analysis of compliance risks

314 As the S&ME Business Line cannot individually risk-assess the
approximately 175 000 taxpayers in the SME market at any one time, it uses
risk management strategies to verify compliance and reinforce voluntary
compliance. Triggers are used to identify higher risk cases; and can be
transactional (for example, overseas transfers, and major commercial sales) or
economic (such as ratios of revenue against losses). Figure 3.2 outlines the
business line’s risk management process, which is aligned to the ATO’s Risk
Management Framework.

Figure 3.2

S&ME Business Line risk management process

Operating context

Identify risks

)

Assess and prig_ritise risks

Analyse compliance behaviour

L

Determine treatment strategies

)

Plan and implement strategies

Monitor against performance
Evaluate compliance outcomes

Source: ATO, Developing Effective Compliance Strategies, Guide for Compliance Officers, November
2009, p. 4.

3.15 This process is used by both risk managers and population strategists,

and consists of the following steps:

. operating context—determine if the ATO already has an established
position, what previous activity has been undertaken, how many
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taxpayers and how much tax is at risk, and whether there are any
proposed changes, such as to legislation, that may affect the risk;

identify risks—determine what is currently known about the risk, the
affected population, the information and data that can be used to
quantify and learn about the risk, and how the risk fits within the
broader ATO view;

assess and prioritise risks—methodology includes use of various
information and data sources, and automated profiling tools to
quantify the likelihood and consequence of the risk. As previously
noted, the RMC is responsible for decisions on overall prioritisation of
risks and populations;

analyse compliance behaviour—determine underlying drivers for
taxpayer behaviour and whether sub-populations of non-compliance
are present (for example, a particular industry group);

determine treatment strategies—evaluate compliance activities suitable
for targeting different causes of the risk. Activities may include
production of educational material, or active compliance engagement
such as reviews and audits. Recommendations for treatment are put to
the RMC for decision;

plan and implement strategies—activities are planned in conjunction
with marketing and education, risk and intelligence, interpretative
assistance and active compliance staff;

monitor against performance—the outcomes of compliance activities
are monitored by staff in the active compliance and Applied
Intelligence and Design areas, risk managers and population strategists.
Results are fed back into future analysis and used to improve analytical
methodology; and

evaluate compliance outcomes—known as Compliance Effectiveness
Methodology (CEM). Analysis and results are documented and
reported, both to the RMC and corporately through risk management
reports.’!

The Compliance Effectiveness Methodology is discussed in Chapter 5.
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3.16  As previously noted, the SME market is large and complex, and the
S&ME Business Line is wholly or partly responsible for managing a large
number of risks (discussed in paragraph 3.10) as well as the 54 sub-segment
project, and the Wealthy Australians and Highly Wealthy Individuals
populations. The integration of risk assessments across risks and populations
is important in terms of efficiency, client service and the ATO’s reputation. It
provides a means of ensuring more efficient use of staff resources, and that
taxpayers are approached on suspected non-compliance through a single
contact, rather than through multiple contacts.*?

3.17 The ATO advised that risk managers and population strategists had not
always shared information or fully integrated their risk approaches. To
address this shortcoming, the business line held workshops in May and
November 2010 to discuss population strategy development, with a view to
developing population strategies that are informed by risk managers. In
addition, in December 2010 the business line formalised interaction between
risk and population strategies in the RMC’s forward planning framework. This
involves scheduling risk presentations before population work, to allow the
risk strategies to be incorporated into population strategies.

Conclusion

3.18 The ATO’s Risk Management Framework provides a sound basis for
managing compliance risks in the SME market. The business line applies this
framework to both risks and populations, and has a strategic risk management
committee to oversee this process. The business line has also initiated
processes to better integrate the work of risk managers and population
strategists.

Sources of information

319 An important factor in effective risk assessment is the utilisation of
appropriate information. Taxpayers provide the ATO with data, and it is also
acquired through legislative arrangements, memoranda of understanding, or

9 Potential duplicate compliance cases are discussed further in Chapter 4.
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by purchasing it when needed.*® Information is also collected by the ATO and
received from other sources, such as members of the public and tax agents.

3.20 The two key internal ATO data sets used in the risk assessment of the
SME market are Income Tax Returns (ITR) and Business Activity Statements
(BAS). These have associated schedules and forms such as the Capital Gains
Tax (CGT) schedule that are applicable depending on the taxpayer’s
circumstances. In addition, the ATO regularly receives data from third parties
(external data) for a variety of different purposes such as detection of
undisclosed income, the non-lodgement of income tax returns and activity
statements, and enterprises outside the tax system, for example, unregistered
businesses that deal in cash payments.”* These data sets are available to risk
managers and population strategists via the ATO’s Enterprise Data
Warehouse.”

3.21 The acquisition of data for the ATO is coordinated through the cross-
business line Data Matching Steering Committee. The committee meets
quarterly, and is responsible for providing a corporate approach to identifying
data that meets ATO business needs; the storage and usage of this data; and
adherence to privacy guidelines.” The S&ME Business Line is represented on
this committee, and has input into the corporate priorities for data acquisition.

Arrangements with external data providers

3.22 The ATO has ongoing arrangements in place with a number of external
data providers including other Australian government agencies, State and
Territory Revenue Offices, national share registries and financial institutions.
Two key external government agencies important for the data they provide are
the Australian Transaction Reports and Analysis Centre (AUSTRAC) and the
Australian Securities and Investments Commission (ASIC).

% ANAO, Performance Audit Report No. 30 2007—08, The Australian Taxation Office’s Use of Data
Matching and Analytics in Tax Administration, pp. 114—121.

®  ANAO, Performance Audit Report No. 30 2007-08, The Australian Taxation Office’s Use of Data
Matching and Analytics in Tax Administration, p 37.

® The Enterprise Data Warehouse encompasses the ATO'’s entire data holdings.

% In accordance with the Corporate Management Practice Statement PS CM 2004/17, Data Matching—

special purpose acquisition data.
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AUSTRAC

3.23 AUSTRAC is Australia’s financial intelligence regulator for monitoring
anti-money laundering and the financial services industry for flows of funds
that enter and leave Australia. AUSTRAC collects information relating to
international financial transfers that occur between companies, financial
institutions and individuals. Section 125 of the Anti-Money Laundering and
Counter-Terrorism Financing Act 2006 gives the ATO the right to access
AUSTRAC data, which is used extensively by the ATO to data match against
tax returns to identify undeclared international financial transfers.””

3.24 There is a Memorandum of Understanding (MoU) between the two
agencies governing cooperation, formal meeting arrangements, access and use
of AUSTRAC information.”® The ATO and AUSTRAC have recently agreed to
increase the frequency of the data download to quarterly, and this will
improve data currency for data matching and running risk engines.

ASIC

3.25 ASIC is Australia’s regulator for Australian companies, financial
markets, financial services organisations and professionals that deal and advise
in investments, superannuation, insurance, deposit taking and credit. ASIC
holds data on Australian company registrations, de-registrations and
liquidations; and license and regulation data on consumer credit agencies
(such as banks), financial markets (such as the futures market) and financial
services industries (such as superannuation funds).

3.26 The ATO routinely uses ASIC data, for example, to check if companies
that are de-registering have fulfilled all of their taxation obligations. This data
is available through public databases on the ASIC website. The ATO and ASIC
also have an MoU% that provides the formal framework for meeting
arrangements, exchanging confidential information and other aspects of

" The legislative and policy frameworks that regulate ATO access to data and related activities was not

included in the scope of this audit. ANAO Audit Report No. 30 2007-08, The Australian Taxation Office’s
Use of Data Matching and Analytics in Tax Administration provides these details.

% AUSTRAC/ATO, Memorandum of Understanding between the Chief Executive Officer of the Australian
Transaction Reports and Analysis Centre and the Commissioner of Taxation regarding cooperation and
the access to and use of AUSTRAC information or documents containing AUSTRAC information, 5
August 2009.

% ASIC/ATO, Memorandum of Understanding between the Australian Securities and Investments

Commission and the Australia Taxation Office, 9 May 2007.
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cooperation. An attachment to the MoU details how data will be exchanged
and the frequency of these exchanges.

Gathering and disseminating intelligence

3.27 Intelligence is also received from members of the public and tax agents.
The ATO’s Tax Evasion Referral Centre (TERC) manages the collection and
internal referral of this intelligence for the ATO.'® The S&ME Business Line
uses a number of mechanisms to gather and disseminate intelligence.
Responsibility for intelligence collection, analysis and dissemination primarily
belongs to the S&KME Applied Risk and Intelligence Branch (see Figure 3.1). In
particular:

. the Risk and Intelligence Planning, Governance and Communication
Team manages the processes to collect intelligence. This includes
workshops with active compliance staff and reporting on selected risk
topics; a monthly telephone forum between risk managers and key
compliance intelligence and risk monitoring staff; the monthly S&ME
Risk and Intelligence News; managing a yearly internal S&ME Risk and
Intelligence Survey; and producing a quarterly report on results from
completed compliance cases;

. the Risk and Intelligence Analysis, Monitoring and Assessment Team
provides analytical services for intelligence collected; and

. the Revenue and Population Analysis Team provides analysis on
revenue collections and forecasting, and demographics analysis on the
whole SME market and specific populations.

3.28 The S&ME Business Line also receives intelligence from media alerts,
stakeholder forums (discussed further in Chapter 4) and maintains links to
other business areas so that intelligence can be shared. Intelligence from the
S&ME Intelligence Linkers Forum is uploaded onto ATOintelligence, an
ATO-wide intelligence intranet site. The Forum’s membership includes staff
from other business lines, and the S&ME Business Line has members on
similar forums, such as those for the Large Business and International and

"% For more information on these processes refer to ANAO, Performance Audit Report No. 48 2009-10,
Community Intelligence—Collecting and Processing Tip-offs, pp. 27-30.
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Indirect Taxes Business Lines. Qualitative intelligence is captured on the
ATOi database', accessed through ATOintelligence.

Conclusion

3.29 The ATO has systems and processes in place to collect data and
intelligence from a wide range of internal and external sources, enabling it to
properly assess compliance risks. It also has processes for analysing and
disseminating this data and intelligence across the ATO.

Risk assessment methodologies

3.30 The size and complexity of the SME market necessitates the use of
automated profiling tools to assess compliance risks.!®® The automated tools
used by risk managers and population strategists are the SME Risk Engine and
the Risk Differentiation Framework (RDF). These tools are used, ultimately, to
assist with determining appropriate risk treatments as well as contributing to a
pool of potential cases for compliance activity.

SME Risk Engine

3.31 In the ATO context, a risk engine is a computer program that assesses
data on individual taxpayers to determine a relative risk of non-compliance. At
the time of conducting this audit, the S&ME Business Line had three risk
engines, for the SME market, Wealthy Australians, and Highly Wealthy
Individuals. The ANAO examined the ninth version of the risk engine applied
to the SME market. The tenth version of the SME Risk Engine was run in June
2011, and was not examined as part of this audit.

Content of the SME Risk Engine

3.32 The SME Risk Engine includes an automated algorithm, specifically
developed to support compliance activities relating to the SME market.!® The
algorithm assesses data in the ATO’s Enterprise Data Warehouse, which is
drawn from both taxpayer returns and external sources. The results are
moderated by an ATO officer, who may change the weighting of results

% ATOi is the main database used to store and analyse intelligence information obtained from a range of
internal and external sources.

192 A profile is a description of the key characteristics of an entity or a group of taxpayers.

1% An algorithm is a procedure for solving a particular mathematical problem in a finite number of steps.
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against rules where multiple indicators overlap. The risk engine then produces
a probability score of non-compliance for each taxpayer. The resulting pool of
taxpayers is used as a basis for determining compliance activity by risk
managers, population strategists, specialist compliance teams and general
compliance teams. Cases can be selected either directly from the risk engine
pool, or after further data matching analysis has been undertaken by risk
managers and population strategists.!%

3.33  The rules applied to SME taxpayers’ data are known as ‘risk flags” and
‘risk signposts’, which are grouped into risk themes. These risk themes largely
correspond to most S&ME Business Line priority risks (outlined in Table 3.1).
A number of the business line’s monitored risks also have flags and/or
signposts in the risk engine.

Risk flags

3.34  Risk flags provide a potential indicator of a taxpayer’s non-compliance
with an obligation. Most flags are primarily ratios or percentages based on a
taxpayer’s return, for example tax to profit ratios. The risk engine assigns each
taxpayer a score against each flag for which the taxpayer has a characteristic
outside an expected range of the industry’s average (known as the risk
threshold).

3.35 Other flags relate to the taxpayer’s tax and economic performance.
Examples of these include failure to lodge a tax return for one or more years,
and recording a tax loss for a number of years. The overall risk score for the
taxpayer is determined by a formula based on a factor related to the likelihood
of non-compliance (based on the outcome of the risk engine) and a factor
related to the consequence of non-compliance (derived from the taxpayer’s
taxable income). The ninth version of the SME Risk Engine had 74 risk flags.

Risk signposts

3.36  Risk signposts relate to tax and economic performance and highlight a
particular aspect of a taxpayer’s return, for example, that the amount of their
carried forward losses is in the top 20 per cent of the sub-segment they are in.
Signposts differ from flags in that they do not contribute to the risk score.
Rather, they provide additional contextual information about the taxpayer that

% Data matching is the comparison of data held by the ATO and data obtained from other sources. This

enables detection of potential non-compliance such as undisclosed income or non-lodgement of tax
returns, and therefore forms an important step in the risk assessment process.
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can be used by compliance officers in the event that a case is referred to them
for action. The ninth version of the SME Risk Engine had 54 risk signposts.

Manual process
3.37  Risk engine results are manually weighted to take account of the:
J importance of the flag in indicating a risk of non-compliance; and

. presence of multiple hits against flags within each particular risk theme
to ensure that the overall score is not skewed by a particular risk theme.

These weights are assigned manually by an experienced officer, in consultation
with risk managers where multiple flags overlap. The process and criteria for
these decisions are not documented. This manual process also introduces a
discretionary component to the decision-making process about potential cases
for compliance action, and a business continuity risk for the business line.

Risk engine effectiveness reports

3.38  There is no reporting on the overall effectiveness of each risk engine.
However, the Population Risk Profiling Team 1is responsible for the
maintenance, development and analysis of risk engines and their subsequent
results. Every six months this team produces Risk Flag Effectiveness Reports,
covering the effectiveness of each risk theme, by comparing the number of flag
and signpost ‘hits’ against outcomes from closed compliance cases. The
effectiveness of flags and signposts cannot be validated if compliance cases are
not conducted on that particular indicator. Consequently, some flag
effectiveness reports recommended that risk managers actively encourage
compliance staff to select cases related to their specific risk. However,
follow-up of outcomes and recommendations from these reports are the
responsibility of the risk manager, or in the case of monitored risks, the Risk
and Intelligence Analysis, Monitoring and Assessment Team. The ANAO
reviewed the eleven flag effectiveness reports for risk themes in the ninth
version of the Risk Engine but was unable to determine if recommendations
had been implemented, as these are generally incorporated in the next version
of the risk engine. The ATO advised that all recommendations were carried out
prior to Risk Engine 10 being implemented.
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Improvements to the SME Risk Engine

3.39 There has been a risk engine for the SME market since 2004 and the
S&ME Business Line is currently running its tenth version.® Since initial
development, the risk engine and associated processes have undergone
considerable change. This includes:

. updates to the information technology that runs the risk engine;

. an increase in risk rules from 27 to 128 in the ninth version;

o updates to the methodologies for calculating risk scores; and

. cross-testing of risk rules against populations between the LB&I and
the ME&I Business Lines.

3.40 Changes to the risk engine are ongoing and, at the time of the audit, the
S&ME Business Line was transferring the risk engine into a new application
known as the Risk Assessment and Profiling Tool (RAPT). Existing and
updated rules and associated methodology were being translated into RAPT.
The ATO has advised that RAPT is better able to respond to emerging
circumstances as rules can be changed more quickly, and it contains dedicated
functions for rules configuration, case selection'® and risk profiling. RAPT also
provides a platform for coordinating and automating existing and future risk
assessment tools. This includes the three risk engines run by the S&ME
Business Line, and the RDF. Immediate benefits include the ability to run risk
rules or risk themes independently, hence improving the ability to test results.

Limitations of the ninth risk engine

3.41 The transition to RAPT has provided the S&ME Business Line with the
opportunity to evaluate the SME Risk Engine methodology more broadly, and
to avoid transferring the limitations of version nine to the new platform. These
limitations involve the:

. market segmentation of risk scores;

. small business benchmarks;

1% Before the S&ME Business Line was established, the earlier versions of the risk engine were run and

maintained by the LB&I Business Line.

1% Case selection is discussed further in Chapter 4.
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. Australian and New Zealand Standard Industrial Classification
(ANZSIC) codes; and

. incorporation of external data sets.
Market segmentation of risk scores

3.42  Currently only two of the 128 risk rules have thresholds that reflect the
four SME market sub-segments. Also, there are only 42 rules that contain a
dollar and percentage threshold, which makes the rules applicable to all
market sub-segments. This may limit the ability of the risk engine to
adequately profile all SME market sub-segments.

Small business benchmarks

343 In November 2010, the ATO publicly released small business
benchmarks as a method of detecting undeclared cash income by businesses
with an annual turnover of up to $15 million. The benchmarks are a series of
key business activity ratios, developed by the Tax Practitioner and Lodgement
Strategy Business Line of the ATO, and are directly applicable to the
S1 sub-segment, and the lower end of the S2 sub-segment of the SME market
(which contain the majority of taxpayers). The risk engine does not use these
benchmarks in any indicators, despite containing numerous risk rules which
relate to the economic and tax performance of taxpayers.

ANZSIC codes

344 The risk engine determines how well a taxpayer is performing
economically, within broad industry averages. The ATO uses the industry
code (ANZSIC) to categorise taxpayers and calculate average levels of
performance. There are quality assurance processes around the accuracy of
ANZSIC codes recorded against taxpayers, both initially and on an on-going
basis.’”” However, the ANZSIC codes can be subject to error when taxpayers
have complex corporate linkages and this could mean that a taxpayer’s risk
score may not be based on thresholds for the industry in which it operates.
Currently, the ATO does not assess the extent or impact of these errors on SME
risk engine outputs.

%7 Errors can arise due to a number of factors including: incorrect recording at the time an entity applied for
an ABN or TF