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Australian National

Audit Office

Canberra ACT
31 August 2016

Dear President and Speaker

The Australian National Audit Office has undertaken an independent performance audit
in the Australian Taxation Office titled Conduct of the External Compliance Assurance
Process Pilot. The audit was conducted in accordance with the authority contained in the
Auditor-General Act 1997. | present the report of this audit to the Parliament.

Following its presentation and receipt, the report will be placed on the Australian
National Audit Office’s website—http://www.anao.gov.au.

Yours sincerely

O A se

Grant Hehir
Auditor-General

The Honourable the President of the Senate

The Honourable the Speaker of the House of Representatives
Parliament House

Canberra ACT
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AUDITING FOR AUSTRALIA

The Auditor-General is head of the
Australian National Audit Office
(ANAOQ). The ANAO assists the
Auditor-General to carry out his
duties under the Auditor-General
Act 1997 to undertake
performance audits, financial
statement audits and assurance
reviews of Commonwealth public
sector bodies and to provide
independent reports and advice
for the Parliament, the Australian
Government and the community.
The aim is to improve
Commonwealth public sector
administration and accountability.

For further information contact:
Australian National Audit Office
GPO Box 707

Canberra ACT 2601

Phone:(02) 6203 7300
Fax: (02) 6203 7777
Email: agl@anao.gov.au

ANAO audit reports and
information about the ANAO are
available on our website:
http://www.anao.gov.au

Audit Team

Wendy Michaels
Robyn Clark
Sean Benfield
Andrew Morris
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Summary

Background

1. The Australian Taxation Office is responsible for the management of income tax issues for
approximately 1400 large public groups and superannuation funds operating in Australia. In
2014-15, the two types of entity contributed $47.6 billion (or 65.5 per cent) of the total income
tax receipts collected from companies and superannuation funds.! In 2014-15, the Australian
Taxation Office conducted a pilot to test the effectiveness and viability of large business taxpayers
using either a registered company auditor or Australian Taxation Office staff to check eight
different types of factual matters identified by the Australian Taxation Office as a potential error
or omission in the taxpayer’s annual tax return.? The External Compliance Assurance Process pilot
ran for approximately six months and involved 56 companies, of which 29 companies completed
the full process. The cost to the Australian Taxation Office for the pilot and earlier concept design
was approximately $1.05 million.

2. An Australian Taxation Office evaluation concluded that the pilot was successful, however,
the Australian Taxation Office only endorsed the progressive introduction of the option for review
by its own staff. In the May 2016 Federal Budget, savings for the Government of $5.7 million over
four years from 2016—17 were to be achieved by implementing the Australian Taxation Office’s
external compliance assurance processes.

Audit objective and criteria

3. The objective of the audit was to assess the effectiveness of the Australian Taxation
Office’s External Compliance Assurance Process pilot conducted with large business taxpayers.
To form a conclusion against this objective, the Australian National Audit Office adopted the
following high-level audit criteria:

° the Australian Taxation Office effectively assessed the future viability of the External
Compliance Assurance Process for large business taxpayers; and

° the Australian Taxation Office effectively conducted the External Compliance Assurance
Process pilot.

Conclusion

4. The Australian Taxation Office’s pilot of an external compliance assurance process for large
business taxpayers was conducted effectively and demonstrated the potential for better client
experiences, cost reductions and increased efficiency, by satisfactorily verifying factual matters in
company tax returns. The pilot provided the Australian Taxation Office with a sound basis for
conducting external compliance assurance processes for large business taxpayers in the future.

Australian Taxation Office, Annual report 2014-15, October 2015, Canberra, p. 49.

2 The eight factual matters identified were: Capital Gains Tax Net Capital Losses; Capital Gains Incorrect
Reporting; Research and Development Recoupment; Tax Losses (two risks); Capital Allowances Project Asset
Pools (two risks); and Software Income.
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5. A number of key lessons have been identified for future Australian Taxation Office pilots
and more widely for pilots in all public sector entities. The two categories of learnings address:
for the Australian Taxation Office, the design and management of pilots of compliance
processes; and, for all public sector entities, the benefits of trialling new ideas through pilots,
the value of co-design, and the importance of establishing a sound evidence base for evaluating
and reporting the outcomes from pilots.

Supporting findings

Evaluating the pilot

6. The Australian Taxation Office’s External Compliance Assurance Process pilot met its
objective of testing the effectiveness and viability of select large business taxpayers using a
registered company auditor to check factual matters identified by the Australian Taxation
Office. The Australian Taxation Office’s deferral of a decision about having external company
auditors undertake an agreed-upon procedures engagement on factual matters identified by the
Australian Taxation Office in company tax returns took into account the extent of media
criticism of the external process and ongoing parliamentary scrutiny of compliance by large
corporate taxpayers at the time.

7. In 2016, the Australian Taxation Office has been developing a new compliance review for
large business taxpayers that is based on the pilot and will be undertaken by Australian Taxation
Office staff. The new review has the potential to deliver efficiencies for the Australian Taxation
Office, including increasing the number of reviews conducted with large business taxpayers.

8. The pilot evaluation process and a Pilot Evaluation Report in 2015, jointly drafted by the
Australian Taxation Office and a Steering Group for the pilot, was a reasonable basis for Australian
Taxation Office decision-making about the future direction of the External Compliance Assurance
Process for large business taxpayers. In the Pilot Evaluation Report, the potential for the External
Compliance Assurance Process to deliver better client experiences, reduced costs and increased
efficiency would have been more clearly demonstrated if a greater amount of the available
guantitative evidence had been included to balance the qualitative commentary.

Designing and conducting the pilot

9. The pilot was well designed. The Australian Taxation Office considered international and
Australian Government regulatory models and consulted broadly. The pilot approach—including
the use of a standard issued by the Auditing and Assurance Standards Board on related
services—was appropriate to treating the risk of incorrect reporting by large business taxpayers.
Its detailed methodologies addressed design risks to an acceptable level, including ethical and
independence concerns about the use of company auditors.

10. The concept design report was an appropriate basis for a decision to proceed to pilot.
The report proposed two processes that could be tested and was supported by an Australian
Taxation Office project management methodology.

11. The pilot was effectively conducted as a small project. It was managed according to the
specified deliverables and budget; key senior executives were kept informed of the pilot’s
progress; and all participants were provided with adequate guidance. By the end of the pilot,

ANAO Report No.2 2016-17
Conduct of the External Compliance Assurance Process Pilot

8



Summary

the Australian Taxation Office had verified taxpayers’ reporting of claims totalling approximately
$1.1 billion in income, deductions and tax losses.

12. The Australian Taxation Office’s integrity checks on five of 21 cases that used company
auditors did not identify any non-compliance issues with the use of the Australian Taxation Office
developed agreed-upon procedures. However, the integrity checks should have covered all of the
company auditor cases and a proportionate checking process should have been extended to the
reviews conducted by Australian Taxation Office staff to provide greater assurance. Further, while
planning processes were sound, unexpected case selection issues contributed to a delay in
completing the pilot.

13. The Australian Taxation Office implemented an adequate communication strategy for
the pilot, including the design of the concept. The Australian Taxation Office did not evaluate
the effectiveness of the communication strategy but did monitor, evaluate and act on media
coverage during and after the pilot.

Key learnings

14. Based on the audit findings, the Australian National Audit Office has identified key
learnings that could be applied to other Australian Taxation Office pilots of compliance processes,
and key learnings that could be applied by other public sector entities. The two categories of
learnings presented in Box 1 and Box 2 address the role of piloting in supporting program design
and implementation and are not listed in order of priority.

Box 1: Key learnings for the Australian Taxation Office

° A sound evidence base should be established to support any decision to expand
external compliance assurance processes beyond large business taxpayers.

° Planning for future pilots should include sufficient time to resolve case selection issues
and establish a pool of taxpayer cases as early as possible when the pilot commences.

° A proportionate focus on quality checking processes for Australian Taxation Office
staff involved in a pilot would provide greater certainty for the staff involved and
senior management about the introduction of a new review process.

Box 2: Key learnings that could be applied by other public sector entities

° Comprehensive pilots, with detailed methodologies and project management
arrangements, can be a useful form of trial where there is potentially strong
community or sectoral opposition to an initiative.

° If relevant to the individual circumstances, effective co-design of new methodologies
and procedures with external stakeholders can contribute to the success of a pilot.

° Pilots, including during the design phase, should be well documented and evidence
based to support later conclusions and recommendations about the future viability of
processes or programs.
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Summary of entity response

15.

The Australian Taxation Office’s response to the report is provided below, while its full

response is at Appendix 1.

The ATO welcomes this review and considers the report supportive of our overall approach to
managing the income tax compliance of the large business market segment.

The review findings confirm the ATO’s external compliance assurance process (ECAP) concept
co-design, pilot and evaluation has provided the ATO with an innovative and sound basis for
conducting ECAP work with large business clients in the future.

| was also pleased to note in particular, that we agree:

° The ATQO’s assessment that the pilot concepts were viable was found to be an accurate
reflection of the pilot’s conduct and outcomes.

° The pilot was conducted effectively and demonstrated the potential for better client
experiences, cost reductions, and increased efficiency.

° The use of the auditing standards framework was appropriate for treating factual income
tax risks and the detailed methodologies addressed design risks to an acceptable level,
including ethical and independence concerns about the use of company auditors.

The ATO appreciates the identified opportunities for improvement in the report and they will be
considered as we move forward with our Reinvention Program.

The short performance Audit experience has been a positive experience for the ATO and we
thank the Audit team for their work.
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1. Background

1.1 In Australia, large business taxpayers are an important element of the tax and
superannuation systems. Together, large public groups and superannuation funds contribute over
60 per cent of all company and superannuation fund tax annually.? The Australian Taxation Office
(ATO) is responsible for the management of income tax issues for the approximately 1400 large
public groups and superannuation funds that were operating in Australia in 2014-15.*

1.2 In 2012, following suggestions from accounting firms and the Inspector-General of
Taxation®, the ATO began exploring a new verification and validation compliance process for large
business taxpayers. In December 2013, the ATO consulted a broad range of stakeholders on the
new process. The outcome of the ATO consultation process was an External Compliance
Assurance Process (ECAP) pilot. The pilot participants could choose either a report by a registered
company auditor or streamlined review by ATO staff to check factual matters identified by the
ATO as a potential error in their annual income tax return (Figure 1.1).

Figure 1.1:  External Compliance Assurance Process pilot

Post lodgement:
ATO identifies an ECAP choice offered Taxpayer ATO
area requiring to eligible taxpayer chooses auditor
clarification
Registered company ATO finalises a
auditor review

L

Company auditor
produces a factual
findings report

ATO decides final
outcome

ATO considers
report

Source: ANAO analysis of ATO documents.

1.3 The activity undertaken by the company auditor was to apply a standard issued by the
Auditing and Assurance Standards Board on related services to the work.® Under an agreed-upon
procedures engagement, the auditor prepares a factual report in accordance with the procedure,

3 In 2014-15, the two types of entity contributed $47.6 billion (or 65.5 per cent) of the total income tax receipts
collected from companies and superannuation funds. Australian Taxation Office, Annual report 2014-15,
October 2015, Canberra, p. 49.

4 In 2015-16, the ATO estimated that there were approximately 9000 public groups, including large business
taxpayers. Public groups include Australian companies listed on an Australian stock exchange, and Australian
trusts, partnerships and superannuation funds.

5 Inspector-General of Taxation, Review into improving the self assessment system, 2013, pp. 94 and 97.

6 Standard on Related Services ASRS 4400, Agreed-Upon Procedures Engagements to Report Factual Findings,

1 July 2013, available from <http://www.auasb.gov.au/admin/file/content102/c3/Jul13 Standard on
Related Services ASRS 4400.pdf> [accessed 26 May 2016].
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but does not offer assurance or provide an opinion or conclusion. The decision-maker, in this case
the ATO, draws its own conclusions based on the factual report and any other available
information, for example, information from taxpayer lodgements. The ATO and stakeholders
consulted by the Australian National Audit Office (ANAO) identified advantages from using
agreed-upon procedures engagements, including greater certainty for both taxpayers and the ATO
about the tax issue being investigated and the information necessary to resolve it.

1.4 Figure 1.2 shows the timeline for the development of the design concept, implementation
and evaluation of the ECAP pilot, and ATO consideration of the Pilot Evaluation Report. The pilot
ran for approximately six months and involved 56 companies. The companies were rated as low or
medium risk by the ATO and had an annual turnover of between $100 million and $5 billion.

Figure 1.2:  Timeline for the External Compliance Assurance Process pilot

December 2013-March 2014
April-May 2014

Co-design consultation with -2013-14+ . :
stakeholders ATO consolidates the pilot model, develops
—2014— agreed-upon procedures for individual
factual tax risks and drafts concept design
June 2014 report for ATO decision

ATO finalises concept report,
approves and announces pilot

June-July 2014

ATO commences case selection, finalises
guidance for company auditors and ATO
staff, establishes internal governance
arrangements, and establishes pilot
compliance team

August 2014
Pilot commences, Steering
Group established

October 2014
January 2015 ATO commences evaluation of the pilot
. —2015—
Pilot ends
April 2015
June—October 2015 ATO finalises Pilot Evaluation Report

ATO considers Pilot Evaluation
Report; defers making a
decision about implementing a
company auditor process; and
announces on its website that a
new review process for large
business taxpayers will be
progressively introduced

Source: ANAO analysis of ATO information.
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Background

Audit approach

1.5 The objective of the audit was to assess the effectiveness of the Australian Taxation
Office’s External Compliance Assurance Process pilot conducted with large business taxpayers. To
form a conclusion against this objective, the ANAO adopted the following high-level audit criteria:

° the ATO effectively assessed the future viability of the ECAP for large business taxpayers;
and
° the ATO effectively conducted the ECAP pilot.

1.6 Audit fieldwork was largely conducted in April 2016. During this time, the audit team:
reviewed documentation and interviewed key ATO staff; analysed data for the pilot cases; and
consulted with a broad range of stakeholder groups, including companies and their auditors,
government entities and tax professional associations.

1.7 The audit was conducted in accordance with the ANAO Auditing Standards at a cost to the
ANAO of approximately $180 000.
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2. Evaluating the pilot

Areas examined

This chapter examines whether the External Compliance Assurance Process (ECAP) pilot met its
objective and was evaluated effectively to support a decision about the future viability of the
process.

Conclusion

The Australian Taxation Office’s (ATO) evaluation of the ECAP pilot in 2015 concluded that the
pilot had met its objective and provided a reasonable basis for ATO decision-making about the
future viability of the ECAP. While the ATO decided not to proceed immediately with an ECAP
for large business taxpayers, specific issues and their potential mitigations were identified
should the process be implemented later. The pilot has supported the ATO to begin
implementing a new review approach for its staff working with large business taxpayers.

Area for improvement

The Pilot Evaluation Report could have contained more quantitative reporting of the results
from the pilot’s assessment process in order to balance the qualitative commentary
(paragraph 2.12).

Did the pilot achieve its objective and is the Australian Taxation Office
implementing a new process?

The ATO’s ECAP pilot met its objective of testing the effectiveness and viability of select large
business taxpayers using a registered company auditor to check factual matters identified by
the ATO. The ATO’s deferral of a decision about having external company auditors undertake
an agreed-upon procedures engagement on factual matters identified by the ATO in company
tax returns took into account the extent of media criticism of the external process and
ongoing parliamentary scrutiny of compliance by large corporate taxpayers at the time.

In 2016, the ATO has been developing a new compliance review for large business taxpayers
that is based on the pilot and will be undertaken by ATO staff. The new review has the
potential to deliver efficiencies for the ATO, including increasing the number of reviews
conducted with large business taxpayers.

2.1 The ATO’s objective in conducting the ECAP pilot was to test the effectiveness and viability
of large business taxpayers using a registered company auditor to check factual matters. The
factual matters to be clarified were identified by the ATO in the taxpayer’s annual 2012-13 tax
return.

2.2 In October 2015, the ATO publicly announced that the pilot had been successful in
meeting its objective. The pilot’s success was in the context of testing a new process with a small,
select number of large business taxpayers (see Chapter 3 for details of the pilot methodology).

2.3 The pilot successfully tested two new elements of ATO activity:

° the ability to write an agreed-upon procedure for company auditors to apply and
produce a factual findings report to support ATO decision-making; and
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Evaluating the pilot

° in order to offer taxpayers a choice of reviewer—whether ATO staff could use a
streamlined review approach, to obtain a comparable level of information to an
agreed-upon procedures engagement, to support its decision-making about a taxpayer’s
income tax return.

2.4 The ATO evaluated the success of the pilot against its objective (paragraph 2.1) and the
four key measures in Table 2.1, which encompassed the two elements of ATO activity.

Table 2.1: Four key measures for the pilot

Measure ATO explanation of the measure’s intention

Enhanced client experience Is the taxpayer’s experience in dealing with the
ATO better?

Reduced compliance cost and red tape Has the ATO streamlined the approach for both
taxpayers and ATO staff?

Cost-effective assurance over a larger proportion Does the process tested offer a competitive and
effective approach overall for a potentially greater
number of large business taxpayers?

More efficient use of ATO resources Does the ECAP support improved case
management by ATO staff?

Source: Australian National Audit Office (ANAQO) analysis of ATO documents.

2.5 The ATO’s assessment of the pilot being a success, against the objective and four key
measures, was an accurate reflection of the pilot’s conduct and outcomes. The ATO’s evaluation
process is discussed in paragraphs 2.9-2.17.

2.6 In October 2015, the ATO deferred making a decision about having external company
auditors undertake an agreed-upon procedures engagement on factual matters identified by the
ATO in company tax returns. The ATO’s decision on timing for the introduction of an external
review process for large business taxpayers reflected an awareness of media coverage and
ongoing parliamentary processes. In 2014-15, the ATO was aware of and monitored negative
coverage in the media of the ATO’s design and piloting activities for the ECAP, which focused on
perceptions of company auditors’ independence (see Chapter 3). Postponing the decision also
allowed the ATO to consider the implications of an ongoing Senate Economics References
Committee inquiry report into corporate tax avoidance.’

2.7 The ATO announced that it would progressively introduce a new review process to the
compliance strategies available for ATO staff working with large business taxpayers. Since
February 2016, the ATO has been developing the new streamlined review process tested during
the pilot, including training packages for staff. The pilot demonstrated the potential for the new

7 Details of the inquiry into tax avoidance and aggressive minimisation by corporations registered in Australia
and multinational corporations operating in Australia are available from <http://www.aph.gov.au/
Parliamentary Business/Committees/Senate/Economics/Corporate Tax Avoidance>, [accessed 2 May 2016].
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review to reduce the time taken for a streamlined review and increase the number of reviews
undertaken by the ATO.2

2.8 In the May 2016 Federal Budget, savings for the Government of $21.8 million over four
years from 2016-17 were to be achieved by, among other strategies, implementing the ATO’s
external compliance assurance processes.’ The ATO advised that the expected saving from using
external compliance assurance processes is $5.7 million over four years.

Did the pilot evaluation support effective Australian Taxation Office
decision-making about the future of the external compliance
assurance process for large business taxpayers?

The pilot evaluation process and a Pilot Evaluation Report in 2015, jointly drafted by the ATO
and a Steering Group for the pilot, was a reasonable basis for ATO decision-making about the
future direction of the ECAP for large business taxpayers.

In the Pilot Evaluation Report, the potential for the ECAP to deliver better client experiences,
reduced costs and increased efficiency would have been more clearly demonstrated if a
greater amount of the available quantitative evidence had been included to balance the
qualitative commentary.

2.9 Central to the ATO’s evaluation process for the ECAP pilot was the formation of a
Steering Group that operated from August 2014 to April 2015 and comprised representatives
from tax professional associations and the ATO. The Steering Group was established to oversee
the pilot by providing: strategic and technical advice; and advising on the pilot evaluation and
future direction.

2.10 The ATO drafted an evaluation framework for the pilot and included the four key
measures in Table 2.1, which were developed in consultation with the Steering Group.

2.11 The Pilot Evaluation Report drafted by the ATO and the Steering Group was finalised in
2015. The findings in the Pilot Evaluation Report, against the key measures, were based on an
assessment of information from: telephone surveys; unsolicited feedback; ATO data and reports;
interviews and group workshops; and integrity checks of pilot cases. Table 2.2 summarises the
final assessment of the pilot that was presented in the Pilot Evaluation Report.

8 The ATO calculated that the external auditors’ activity took an average of 87 days to complete a case, based
on the results from 12 pilot cases. The ATO’s review activity took an average of 93 days to complete a case,
based on the results from seven pilot cases. The ATO compared those averages to an existing streamlined
review process with an average time taken to complete cases of 132 days. The ATO concluded that the ECAP
case timelines were efficient.

9 Australian Government, Budget Measures: Budget Paper No. 2: 2016—-17, Commonwealth of Australia,
Canberra, 2016, p. 149.
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Table 2.2:

External Compliance Assurance Process pilot

Key measure

‘ Type of measure

Type of indicator

Evaluating the pilot

Pilot Evaluation Report: High-level summary of the final assessment of the

‘ ATO assessment

Enhanced client Effectiveness A total of 12 indicators, | Results supported the
experience comprised of four types | key measure
: . of indicator (qualitative
Reduced compliance Efficiency and quantitative): Rest_JI_ts offered
cost and red tape i ) qualified support for the
e inputs to the pilot; key measure®
Cost-effective Effectiveness * pilot activities and . Results offered
support processes; o
assurance over a qualified support for the
higher proportion [of e deliverables from key measure®
large business the pilot; and
taxpayers] e effectiveness.
More efficient use of Efficiency Results supported the
ATO resources key measure

Note a: The ATO concluded that the ECAP: ‘could reduce compliance costs and does reduce red tape’. The ATO did
not have complete information and could not quantify the cost to the taxpayer of their choice of company
auditor or the ATO.

Note b: The ATO concluded that the ECAP: ‘has the potential to deliver a cost effective assurance’.

Source: External Compliance Assurance Process Pilot Evaluation Report, 2015, and ANAO analysis of ATO
documents.

2.12  Overall, the ATO established a sound evaluation framework for the pilot’s final assessment
and evaluation and there was a reasonable evidence base for the findings. The Pilot Evaluation
Report could have been improved by including baseline data or specified targets with the
quantitative indicators, particularly to support reporting on the measurement of reduced
compliance costs and providing cost-effective assurance over an increased number of large
business taxpayers.

2.13  Four ECAP stakeholders that contacted the ANAO during the audit commented on the cost
for companies of using their auditors to undertake review processes for the ATO.* The
stakeholders considered that the cost could, to some degree, be offset by a saving in company
staff time that would otherwise have been needed to support a solely ATO review. A potential
issue for future reviews that was identified by one respondent was the concern that transferring
review or audit costs from the ATO to companies could become the norm.

Consideration of implementation risk

2.14 The Pilot Evaluation Report explicitly considered implementation risks, identifying five
issues that were specific to the ECAP pilot and suggesting potential mitigation activities for each if
the process was to be introduced. The issues were:

° negative media coverage during the design process and pilot (see Figure 2.1);

° challenges in adopting new work processes in the ATO;

10 The ANAO emailed 84 participants an invitation to contribute to the audit. The participants were involved in
the design and conduct of the ECAP pilot. The ANAO received five responses; with all respondents
commenting positively on their involvement with the ECAP.
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° the case management process available for the pilot was based on a 120 day period and
cases were planned for that period of time, even though less time was actually required
for ECAP cases;

° lengthy periods without the ATO initiating contact with the taxpayer between key stages
of the process; and

° problems with identifying suitable taxpayer cases that met the pilot’s selection criteria.

Figure 2.1: Examples of negative media coverage of the external compliance assurance

process
(
Dracula is officially in
charge of the blood ATO plans for big
bank. Seriously who businesses to supervise
was the idiot that floated their own tax returns ...
this idea ...

Tax officials want to put
unprecedented levels of
trust in big companies to
be honest with the Big business to

The fox will now mind
the taxation hen

house...based on an
‘honesty’ system ...

government about their oversee its own tax

tax affairs ... returns despite the risk
of conflict of interest,
greed and corruption ...

External compliance assurance process

Source: ATO document, 2014.

2.15 The mitigation treatments suggested were sufficiently detailed that they could be put into
operation by the ATO and the changes in approach monitored for improvements. For example, in
addressing negative media coverage (as outlined in Figure 2.1), the ATO’s mitigation strategies
included communicating the broader context for the process and the use of agreed-upon
procedures engagements as a verification activity. The ATO’s Pilot Evaluation Report did not
identify any lessons learnt that could be applied to other ATO pilots.

Pilot approval

2.16 The Pilot Evaluation Report was completed after the evaluation process and formed the
basis for ATO executive decision-making about the future direction of the ECAP. As expected, a
draft report was developed iteratively between the pilot team and senior management with a
focus on the clarity of the recommendations being made for the future of the external compliance
assurance process. The senior managers involved in the drafting and clearance process for the
report made minimal requests to the pilot team for extra discussion or clarification.

2.17 The ATO Executive accepted the evaluation report’s findings, conclusions and
recommendations, which were subsequently publicly reported. The approval process was
straightforward with no record of there being any concern about the content of the report. The
final Pilot Evaluation Report was a reasonable basis for ATO decision-making about the future
direction of the ECAP for large business taxpayers.
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3. Designing and conducting the pilot

Areas examined
This chapter examines whether the Australian Taxation Office (ATO) effectively designed and
conducted the External Compliance Assurance Process (ECAP) pilot.

Conclusion

A comprehensive co-design process with external and internal stakeholders was well-managed
by the ATO and effectively supported the development of the pilot concept. The pilot was
effectively conducted as a small project, notwithstanding that unexpected case selection issues
contributed to a delay in completing the pilot, and there was scope for greater assurance if the
integrity and quality checks had been improved.

Areas for improvement

The Australian National Audit Office (ANAO) has identified areas for improvement to be
considered in the conduct of similar pilots in the future, including that the ATO: Internal Audit
unit reviews the conduct of large, high profile or high risk pilots (paragraph 3.12); allows
sufficient time to test a reliable case selection process (paragraph 3.13); and conducts
proportionate quality checks on all key review processes (paragraphs 3.19-3.21).

Was the pilot well designed and based on a sound approach to
address the risk of incorrect reporting by large business taxpayers?

The pilot was well designed. The ATO considered international and Australian Government
regulatory models and consulted broadly. The pilot approach—including the use of a standard
issued by the Auditing and Assurance Standards Board on related services—was appropriate
to treating the risk of incorrect reporting by large business taxpayers. Its detailed
methodologies addressed design risks to an acceptable level, including ethical and
independence concerns about the use of company auditors.

The concept design report was an appropriate basis for a decision to proceed to pilot. The
report proposed two processes that could be tested and was supported by an ATO project
management methodology.

3.1 In February 2014, the ATO formally approved resources (including a budget of $400 000)
to design the concept for a new compliance process to verify factual matters for large business
taxpayers. The project was managed according to ATO project requirements and had a timeline of
around six months, from December 2013 to May 2014.

3.2 In developing and testing a design concept, the ATO considered taxation models in
Singapore, the Netherlands and the United States of America, and the audit requirements for
Australian self-managed superannuation funds. The ATO also consulted with a broad range of
stakeholders (Table 3.1). The ATO reported that the co-design and consultation process was
effective and provided a model approach for future ATO consultations. In discussions with the
ANAO, stakeholders involved in the consultation process supported the ATO’s view, and noted
that the ATO was receptive to suggestions from stakeholders.
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Table 3.1: Australian Taxation Office consultation with external stakeholders

Mechanism Number Number of | Attendees
participants
Workshops 2 22 and 19 Representatives from:
Working groups: 3 15intotal | *® tax professional
) . associations
e the role and fit of tax advice ) .
o . accounting and law firms
e auditor independence
o o taxpayers
e materiality and assurance R Australian Government
regulatory bodies
. public sector unions
Individual stakeholder meetings 17 43 Representatives from:
. tax professional
associations
. accounting and law firms
o Australian Government
regulatory bodies
Information sessions in capital cities 2 Over 150 Representatives from:
. tax professional
associations
. accounting and law firms
o Australian Government
regulatory bodies
. public sector unions
Survey 1 9 Large business taxpayers

Source: ANAO analysis of ATO documents.

3.3 The pilot approach—including the use of a standard issued by the Auditing and Assurance
Standards Board on related services for an agreed-upon procedures engagement—was
appropriate to treating the risk of incorrect reporting by large business taxpayers. The concept
design report concluded that agreed-upon procedures engagements addressed most risks
associated with the proposed approach to an acceptable level.* The auditor independence
working group and representatives from Australian Government regulatory and other governing
bodies (with responsibility for overseeing company auditors’ compliance with professional, ethical
and auditing standards) agreed that the use of an agreed-upon procedures engagement for the
design concept addressed most ethical and independence concerns. An ATO survey of taxpayers
also indicated broad support for the proposed approach, with efficiency and certainty most often
cited as the key benefits.

3.4 The ATO subsequently identified eight factual matters where there was a risk of incorrect
reporting by large business taxpayers and developed agreed-upon procedures for each in
consultation with selected stakeholders. The eight factual matters the ATO developed agreed-upon
procedures for were: Capital Gains Tax Net Capital Losses; Capital Gains Incorrect Reporting;

11  ATO, External Compliance Assurance Process (ECAP) Concept Report, 5 June 2014, p. 3.
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Research and Development Recoupment; Tax Losses (two risks); Capital Allowances Project Asset
Pools (two risks); and Software Income. Stakeholder feedback to the ANAO was that the
agreed-upon procedures were well drafted.

3.5 Consistent with ATO project planning requirements, the ATO identified and assessed risks
arising from the design concept for the ECAP, but did not prepare a consolidated risk assessment
and treatment plan. The ATO also separately identified and assessed potential risks to the ATO’s
fraud control environment associated with the ECAP. While it would have been valuable to the
ATO to formally review the risks and mitigation measures at the close of the pilot, the ATO advised
that risks were reviewed incrementally by integrity checking a sample of company auditor cases
(see paragraph 3.19) and undertaking the evaluation process that supported drafting of the Pilot
Evaluation Report and recommendations.

3.6 The concept design report recommended that the ATO pilot a design concept that:

o provided pilot participants with a choice of reviewer—their existing company auditor or
the ATO";

° tested the ATO developed agreed-upon procedures, where pilot participants chose their
existing company auditor as the reviewer; and

° tested a streamlined ATO review process where pilot participants chose the ATO as the
reviewer.

3.7 The concept design report also set out the scope of the pilot, resources, timeline and risks.
The ATO approved the pilot, in June 2014, based on the concept design report recommendations.
The concept design report was an appropriate basis for a decision to proceed to pilot. The report:
confirmed the agreement between the ATO and key stakeholders that the proposed design
concept was appropriate; proposed two processes that could be tested; and was supported by an
ATO project management methodology.

Was the pilot effectively conducted?

The pilot was effectively conducted as a small project. It was managed according to the
specified deliverables and budget; key senior executives were kept informed of the pilot’s
progress; and all participants were provided with adequate guidance. By the end of the pilot,
the ATO had verified taxpayers’ reporting of claims totalling approximately $1.1 billion in
income, deductions and tax losses.

The ATO’s integrity checks on five of 21 cases that used company auditors did not identify any
non-compliance issues with the use of the ATO developed agreed-upon procedures. However,
the integrity checks should have covered all of the company auditor cases and a
proportionate checking process should have been extended to the reviews conducted by ATO
staff to provide greater assurance. Further, while planning processes were sound, unexpected
case selection issues contributed to a delay in completing the pilot.

12 During the pilot, the ATO allowed pilot participants the alternative of using another registered company
auditor.
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3.8 The ATO scheduled the pilot from 1 July to 31 October 2014 with an evaluation report to
be prepared by March 2015. There were a number of case selection parameters for pilot cases.
The ATO selected large business taxpayers that:

° were rated as medium or lower risk under the ATO’s risk modelling processes;
° had an annual turnover between $100 million and $5 billion; and
° had reported against one of the eight factual matters in their 2012—-13 tax return.

3.9 The ATO planned to select 32 cases for the pilot between May and June 2014—16 cases to
test the agreed-upon procedures developed by the ATO for use by company auditors and 16 cases
to test the ATO streamlined review process. Case work commenced in August 2014. The ATO:

° provided adequate guidance and standards for completing the agreed-upon procedures
engagement and internal review process™;

° made a final decision on the factual findings reports provided by company auditors; and

° performed integrity checks on a sample of cases completed by company auditors.

3.10 From 2013-14 to 2014-15, the ATO’s total budget for the ECAP concept development
(5400 000) and pilot (S830 000) was $1.23 million. The actual cost to the ATO for ECAP, of
$1.05 million, was 85 per cent of the approved budget.

3.11 The ATO implemented sound governance arrangements, including oversight by a
Steering Group, as discussed in Chapter 2. The ATO also regularly briefed senior executives on the
progress of the pilot. The ATO met the monthly project management reporting requirements and
also produced a monthly high-level report that met other ATO internal reporting requirements.
The ATO provided the Steering Group with a status report at each meeting.

3.12 In order to strengthen the governance and assurance practices for major projects and
programs, the Australian Government Department of Finance has responsibility for a Gateway
Review Process.™* The process involves a series of short, intensive reviews being conducted at
critical points for projects and programs. Similarly, when the ATO is conducting large, high profile
or high risk pilots, the addition of an early health check on key elements of the project by the
ATO’s Internal Audit area would provide additional assurance about the pilot’s progress. The
review could include: monitoring progress against key milestones; comparing the planned to
actual budget; and assessing variations to the planned methodology that could affect the timing
or conduct of the final evaluation. A review during the pilot would also give a Steering Group the
opportunity to implement any recommended changes to the pilot methodology in a timely way.

13 During the pilot, the ATO published information for company auditors, including guidance on their role and
applying the agreed-upon procedures, and questions and answers.

14 Department of Finance, Gateway Reviews, available from <https://www.finance.gov.au/assurance-
reviews/review-process/> [accessed 15 June 2016].
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Outcomes

3.13 The pilot was conducted from July 2014 until January 2015 some three months longer than
originally planned, and the timeline was formally varied. The pilot coincided with a peak workload
period for accounting firms and the ATO received requests for extensions from company auditors.
The ATO also encountered unexpected case selection issues early in the pilot that contributed to
delays in pilot casework. Case selection issues included identifying suitable taxpayers that were
not subject to another ATO audit or review process. Sixteen out of 56 cases did not complete the
pilot process because of case selection issues, for example, the ATO’s risk filters were ineffective
for some tax risks and identified taxpayers that were not eligible to participate in the pilot because
they did not have a suitable risk. When planning for a pilot, the ATO should allow sufficient time to
resolve case selection issues and establish a pool of taxpayer cases as early as possible when the
pilot commences.

3.14 Another 11 cases did not proceed to pilot, including five companies that had completed a
nomination form and selected one of the two review processes. Of these 11 cases: nine were
unsuitable because the large business taxpayer (or their representative) identified an incorrect
reporting issue in their 2012-13 return for the factual risk and were unable to complete the
agreed-upon procedures as a result; one did not proceed because the taxpayer was in the process
of negotiating an advance pricing agreement with the ATO; and another was not pursued due to
delays in the ATO making contact with the taxpayer.

3.15 The remaining 29 cases completed one of the two pilot processes (Figure 3.1). Twenty-one
cases completed the company auditor process and eight the ATO streamlined review process. The
ATO was unable to provide an exact population figure for the total number of taxpayers that met
all of the selection criteria and would have been eligible for the pilot. On completion of the
relevant process, the ATO closed all 29 cases with no further action required for pilot purposes.

Figure 3.1: Cases involved in the pilot process

Number of pilot cases

Cases completed by company auditors

Cases completed by ATO staff

0 10 20 30 40 50 60
Number of pilot cases

Source: ANAO analysis of ATO information, as at September 2015.
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3.16 The ANAO’s analysis of the pilot cases differs from the ATO’s.”> The ATO’s evaluation
reported on the cases underway as at 30 January 2015, after which no new nominations were
accepted. The ANAQ’s analysis was of ATO documents for cases completed up to September 2015,
which the ATO has agreed with given the difference in timing and available information.

3.17 Of the 40 pilot cases referred to in paragraphs 3.14-3.15, the ATO advised that there were
four outcomes:

° the ATO referred the taxpayer for further action (audit or review) (one case);
° the taxpayer made a prompted voluntary disclosure (16 cases) °;

° the ATO issued an amended assessment (four cases); and

° the ATO was able to verify the relevant factual issue (19 cases).

3.18 By the end of the pilot, the ATO had verified taxpayers’ reporting of claims totalling
approximately $1.1 billion in income, deductions and tax losses.

Integrity checks and quality checks

3.19 The ATO also conducted integrity checks on five of the 21 pilot cases that used company
auditors. The checks had multiple purposes: to satisfy the ATO that professional and ethical
requirements had been considered and company auditors had complied with the ATO procedures;
and to substantiate factual findings reports. It was appropriate for the ATO to review and form a
judgement on whether company auditor factual findings reports satisfied ATO procedures. The
ATO procedural requirements for the pilot acknowledged that it does not have a role in regulating
professional and ethical auditing standards.

3.20 The ATO did not identify any non-compliance issues with the use of the ATO developed
agreed-upon procedures. No external auditor findings were overturned or referred for further
ATO action (audit or review) as a result of an integrity check. However, given the small pilot
sample size, potential reputational risk to the ATO and interest from both internal and external
stakeholders, the ATO should have conducted integrity checks on all of the company auditor pilot
cases. The additional checks would have increased the ATO’s understanding of the work
undertaken by company auditors and the operation of the pilot, while also addressing potential
risks for the ATO.

3.21 The ATO had assessed that there was a greater risk of ATO procedures not being followed
by external company auditors than by its own staff. Therefore, the eight pilot cases that involved
the ATO streamlined review process underwent: routine checks at key decision points by team
leaders; and on-site peer review processes. A reliance on standard system checks meant that the
ATO pilot team did not have the same benefit from an independent or external check that was

15 The ATO website states that 56 taxpayers were involved in the pilot: 20 taxpayers that chose to engage a
company auditor; nine cases that chose to be reviewed by the ATO; 12 cases that were resolved prior to the
taxpayer electing either the company auditor or ATO process; and 15 cases that were withdrawn during the
early stages of the pilot. The advice is available from <https://www.ato.gov.au/business/large-business/in-
detail/compliance-and-governance/external-compliance-assurance-process/> [accessed 15 June 2016].

16 A prompted voluntary disclosure is where a taxpayer discloses an error after the ATO has notified the
taxpayer of its intention to review the taxpayer’s affairs. In these circumstances the ATO may significantly
reduce some penalties.
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applied to the work undertaken by the company auditors. No ATO pilot cases were selected for
review under the ATO’s enterprise-wide quality assurance framework, ATO Quality. Given the
ECAP pilot involved a new ATO team, procedures and training, a proportionate focus on
independent quality checking processes would have provided greater certainty about the
implementation of a new review process for the ATO staff involved and senior management.

Did the Australian Taxation Office implement and evaluate an
adequate communication strategy for the pilot?

The ATO implemented an adequate communication strategy for the pilot, including the design
of the concept. The ATO did not evaluate the effectiveness of the communication strategy but
did monitor, evaluate and act on media coverage during and after the pilot.

3.22 In March 2014, the ATO developed an overarching communication strategy to inform
and/or consult ATO staff and external stakeholders. The communication strategy also sought to
reassure ATO staff that the pilot was not seeking to outsource work undertaken by ATO staff.

3.23 The communication strategy identified key: risks and mitigation strategies; internal and
external target audiences; and messages. Importantly, a key risk identified by the strategy was
negative media scrutiny around perceptions of auditor independence. The communication
strategy also identified a range of delivery channels including ATO newsletters, targeted email and
correspondence, media briefings and releases and the ATO website.

3.24 The ATO did not evaluate the overall effectiveness of the ECAP pilot communication
strategy but did monitor, evaluate and act on media coverage throughout the pilot, including
writing letters to the editor to correct misreporting in the media.

O A sl

Grant Hehir Canberra ACT
Auditor-General 31 August 2016
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Appendix 1 Entity response

Australian Government
Australian Taxation Office

Second Commissioner of Taxation

Ms Michelle Kelly

Group Executive Director
Performance Audit Services Group
Australian National Audit Office
GPO Box 707

CANBERRA ACT 2601

Dear Ms Kelly
AUSTRALIAN NATIONAL AUDIT OFFICE PERFORMANCE AUDIT OF THE CONDUCT
OF THE EXTERNAL COMPLIANCE ASSURANCE PROCESS PILOT

Thank you for your email dated 22 June 2016 and for the opportunity to provide comments
on the proposed report on the Conduct of the External Compliance Assurance Process Pilot.

The ATO agrees with the ANAO that the pilot has provided the ATO with a sound basis for
conducting external compliance assurance processes for large business clients as
presented in the section 19 report.

Attached is the ATO summary of our comments to be included in the report (Annexure 1).
| would like to thank the Australian National Audit Office audit team for the cooperative and
professional manner they have adopted in working with us on this matter. | look forward to
continuing the good working relationship developed in this performance audit.

If you require further information on this matter, please contact Assistant Commissioner
Malcolm Allen on (02) 6216 3279.

Yours sincerely

o A

Acting Second Commissioner of Taxation
19 July 2016

T +61(0)2 6216 1111 PO Box 800 Civic Square ACT 2608 Australia ato.gov.au
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