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Glossary

Advance
pricing
arrangement

Audit

Aggressive tax
planning

Compliance
effectiveness
methodology

Comprehensive
risk review

High wealth
individuals

Integrated

Quality
Framework

An agreement between the ATO and the taxpayer that
determines, on a prospective basis, the income tax treatment
of specific international transactions over a fixed period,
usually between three and five years.

Specific or wide-ranging ATO examination to confirm that
the correct amount of tax has been paid. Usually follows a
risk review (preliminary or comprehensive).

Aggressive tax planning arrangements take advantage of the
technicalities of a tax system or mismatches between two or
more tax systems to reduce tax liability.

Measures the impact of the ATO’s compliance strategies on
treating specific compliance risks. The compliance
effectiveness methodology is a workshop-centred approach
based on two key elements: the identification of measurable
compliance objectives; and the articulation and treatment of
the risks to achieving these objectives.

Compliance activity involving the detailed analysis of a
taxpayer’s private and business activities to determine if
identified risks require further explanation or treatment.
Taxpayers are provided with an opportunity to respond to
identified risk.

The ATO defines high wealth individuals as Australian
residents who, together with associates, effectively control
net wealth of $30 million or more.

The quality assurance process used by the ATO to improve
and assure the quality of a range of activities, including
audits and risk reviews.
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Phoenix activity

Potential high
wealth
individuals

Preliminary
risk reviews

Risk
differentiation
framework

Wealthy
Australian

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

Australian residents, together with associates, whose
estimated net wealth of $30 million or more is yet to be
confirmed.

Compliance activity aimed at developing an understanding
of a taxpayer’s structure, business activities, tax affairs and
risk profile to determine if further review is warranted.
These are internal, may not involve contact with the
taxpayer, and should not exceed 60 days to complete.

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

The ATO defines wealthy Australians as Australian
residents controlling a net wealth of $5million to
$30 million.
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Summary

Introduction

1. The Australian Taxation Office (ATO) is responsible for administering
Australia’s taxation system. Based on self-assessment, the system relies on high
levels of voluntary participation by taxpayers. The ATO’s goal is to support
people to understand their rights and responsibilities, and protect the
community by deterring, detecting and dealing with those taxpayers who do
not meet their obligations. For these taxpayers, including some high wealth
individuals (HWIs), the ATO implements a range of compliance strategies that
increase in intensity as taxpayers” willingness to comply decreases.

2. The ATO defines HWIs as Australian resident individuals who,
together with their associates, effectively control an estimated net wealth of
$30 million or more.! In total, HWIs control significant wealth, estimated by the
ATO to be in excess of $500 billion in 2012-13. Despite HWIs" contribution to
taxation revenue ($1.4 billionin 2011-12) there is a perception among the
wider population that the rich may not always pay their fair share of tax.

3. HWTIs tend to have complex business arrangements, with their wealth
spread across a group of closely-held companies and trusts, each of which is
generally a separate taxpayer entity. They may maintain expensive lifestyles
without relying on income in a conventional taxable form. Wealth can be
accessed in a variety of ways such as through the sale of pre-capital gains tax
assets, loans and the wuse of lifestyle assets owned by the group.
Publicly-available information on HWIs is often limited, as private companies
and trusts are not subject to the stock exchange disclosure requirements on
public companies and not overly affected by Australian Securities and
Investments Commission requirements.

4. To encourage HWIs to meet their taxation obligations and to minimise
potential revenue losses, the ATO has had a particular focus on HWIs
since 1996. By 2013, the ATO had identified approximately 2600 HWIs and
3700 potential HWIs?, and reported that it had collected over $3 billion in

1 ATO, Tax Compliance for Small-to-Medium Enterprises and Wealthy Individuals. The ATO uses the
market value of assets to estimate the net wealth controlled by HWIs.

2 Potential HWIs are wealthy individuals who meet the ATO definition of a HWI but whose wealth estimate
has yet to be confirmed ATO, Highly Wealthy Individuals: 2013—18 overarching strategy.

ANAO Report No.35 2013—-14
Managing Compliance of High Wealth Individuals

14



Summary

additional revenue as a result of the compliance activities conducted
since 1996. Accordingly, while representing a relatively small number of
individuals, HWIs are a key population group for the ATO in terms of revenue
collected through active compliance activities.

5. The ATO uses two broad categories of compliance activities: voluntary
compliance activities that encourage taxpayers and their representatives to
understand and comply with their obligations’, and active compliance
activities that seek to verify information or enforce taxation law. Active
compliance includes three main types of activities:

J preliminary risk reviews, which do not generally involve contact with
the taxpayer and seek to gain a better understanding of an individual’s
tax affairs to determine if a more in-depth review is needed;

. comprehensive risk reviews, which involve taxpayer contact and are a
more detailed examination of the individual’s tax affairs; and

. audits, which can be specific or wide-ranging examinations of an
individual’s tax affairs and can involve visits to the taxpayer’s
premises. Audits are generally more intensive and take longer to
complete than a comprehensive risk review.

6. The ATO responds to HWI compliance risks through the Private
Groups and High Wealth Individuals business line, which also has similar
responsibility for not-for-profit organisations, medium businesses and wealthy
Australians.* This business line has conducted many active compliance
activities involving HWIs, and has a target of conducting 500 audits and risk
reviews in 2013-14. Approximately 300 staff will be involved in these active
compliance activities.

7. The HWI compliance strategy is based on a risk-management approach
that determines compliance activities according to the risks HWIs pose to the
taxation system. The ATO uses a range of wealth and risk assessment tools,
collectively referred to as the Risk Differentiation Framework (RDF)?, to help in

3 The ATO’s strategy to improve voluntary compliance is to be transparent about its key areas of focus, to
provide information and to engage with HWIs and their representatives. Key messages are
disseminated through the ATO’s compliance program, annual reports, speeches delivered by the
Commissioner of Taxation and senior ATO executives, and the media.

4 Wealthy Australians are Australian residents controlling a net wealth of $5 million to $30 million.

5 The RDF is also used to identify the HWI population and determine differentiated levels of tax
compliance risk.
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the selection of those HWIs that will be subject to compliance activity. The RDF
has also become an important medium for communicating the ATO’s risk
management approach to the HWI taxpayers, and was used to source almost
all HWI compliance cases (94 per cent for the period December 2010 to
September 2013).

8. In the 2012-13 Mid-Year Economic and Fiscal Outlook, the Government
allocated $390 million in additional funding to the ATO for further compliance
activities. Approximately $37 million of this funding was for the
implementation of a new strategy Engaging newly identified HWIs, which aims
to confirm that these newly identified HWIs meet their tax obligations.

Audit objective and criteria

9. The objective of the audit was to assess the effectiveness of the ATO’s
activities to promote tax compliance by high wealth individuals. To form a
conclusion against this objective, the ANAO adopted the following high-level
criteria:

. compliance activities were supported by effective business and
administrative arrangements;

. compliance risks were identified effectively;

. compliance activities, and associated objections and reviews, were
conducted effectively; and

. outcomes and objectives were achieved.

Overall conclusion

10. High Wealth Individuals pose considerable challenges to tax
administrations around the world because of the complexity of their affairs
and opportunity for aggressive tax planning®, their contribution to revenue,
and the potential for their behaviour to influence perceptions of the integrity of
the tax system. In Australia, the tax compliance of HWIs is considered by the
ATO to represent a significant revenue risk. Providing assurance that HWIs
meet their tax obligations is essential to protect Australia’s revenue base and

6  Aggressive tax planning takes advantage of the technicalities of a tax system or of mismatches between
the tax systems of two or more countries for the purpose of reducing tax liability.
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maintain community confidence in the equitable administration of the taxation
system.

11. The ATO has effectively carried out a range of activities and engaged
with HWI taxpayers and their representatives to reinforce their understanding
of, and promote compliance with, tax obligations. The ATO’s engagement
approach has been one of transparency about its key areas of focus, and it has
disseminated extensive guidance material and information in relation to tax
requirements. The ATO has also had a particularly extensive HWI active
compliance focus, conducting audits and risk reviews’ of over 90 per cent of
the population between 2009-10 and 2012-13 and collecting almost
$852 million as a result of these compliance activities ($671 million from audits
and $181 million from risk reviews).

12. However, the results of these activities have not always been
commensurate with the level of effort deployed by the ATO. Over the
four-year period, 90 per cent of the cash collected was from 12 per cent of the
audits and five per cent of the comprehensive risk reviews undertaken by the
ATO.® The majority of these audits (70 per cent) and comprehensive risk
reviews (84 per cent) did not have a financial outcome.” Going forward and in
anticipation of a focus on a larger pool of HWIs (from 2600 to around 6300),
there is scope for the ATO to improve its risk assessments to better target
active compliance activities and reduce compliance costs for both HWI
taxpayers and the ATO.

13. The ATO has recognised the need for improved risk identification and
differentiation, and since 2004 has been developing and refining the HWI risk
assessment tools, most recently the Risk Differentiation Framework (RDF).
Despite acknowledged shortcomings, the RDF has been central to the
implementation of the HWI compliance strategy. Between 2009 and 2013,
94 per cent of all cases selected for compliance intervention were identified
using the RDF. The ANAO'’s analysis of the outcomes of HWI compliance

7  As previously noted, there are two main types of risk reviews: preliminary risk reviews, which do not
generally involve contact with taxpayers; and comprehensive risk reviews, which involve contact with
taxpayers and a more detailed examination of their tax affairs.

8 Arelatively small amount of cash was also collected from preliminary risk reviews—$3.6 million from
five of 1812 completed preliminary risk reviews.

9 The ATO advised that the main purpose for undertaking a comprehensive risk review is to consider if an
audit is warranted, rather than seeking to obtain a financial outcome. It is also important to note that
additional cash may be collected in later years in respect of the liabilities raised from both audits and
risk reviews, and that adjustments to losses may have a positive effect on future revenue collections.
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activities has however indicated that the RDF has not always been effective in
identifying higher risk cases. The analysis also indicated that there was little or
no link between wealth and non-compliance within the HWI population. The
ATO has advised that it is further refining the RDF, including by modifying
the weighting of wealth, and will continue to assess its reliability in effectively
differentiating risk within the HWI population. In this regard, it is important
that the ATO analyses the outcomes of the compliance activities in order to
assess the effectiveness of the RDF in identifying the highest risk HWIs as well
as to test the validity of the risks that have led to the selection of compliance
cases.

14. HWI compliance work is complex, dealing with intricate business
structures and contentious tax issues, with little available public information.
This often makes it difficult for the ATO officers undertaking HWI compliance
work to reach readily agreed positions in a timely way. Almost 40 per cent of
reviews and audits completed between 2009-10 and 2012-13 were not
delivered within the scheduled cycle time.l® Audits in particular exceeded
cycle times by 352 days on average, against an already long initial cycle time
(of 730 days for the majority of cases).!” Despite these timeframes to resolve
cases, HWI taxpayers objected to the outcome of their reviews or audits in
approximately 65 per cent of cases completed in 2011-12 and 2012-13. Half of
these objections resulted in a positive outcome for HWIs; being allowed either
in full or in part. In more than 50 per cent of the cases where an objection had
been allowed or settled, ATO objections staff recorded that the original
compliance decisions were at least partially incorrect, or the ATO had changed
its interpretation of the law.

15. These high rates of successful objections, together with the large
proportion of compliance cases without a financial outcome and frequent
completion of cases well beyond target cycle times, highlight opportunities for
improving the conduct of HWI compliance activities. The ATO acknowledges
these opportunities and has initiatives underway to strengthen compliance
practices through improving staff capability, better using technical support,

10 Cycle times refer to the elapsed timeframe for completion of a review or audit determined by the
compliance team at the start of the case examination. They vary depending on the type of activity and
the complexity of the case.

11 For the period examined by the ANAO, preliminary risk reviews should have taken between 40 and
60 days; comprehensive risk reviews between 30 and 365 days, and audits between 180 and
1095 days. The current cycle times are: 60 days for preliminary risk reviews; 180 days for
comprehensive risk reviews; and 730 days for audits.
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promoting staff communication with taxpayers and reducing the number of
aged cases. To more efficiently allocate compliance resources, it is also
important that the Private Groups and High Wealth Individuals (PGH)
business line better assesses the costs of HWI compliance activities and more
accurately calculates the actual return on investment'? from these activities.

16. The ANAO has made two recommendations aimed at improving the
reliability of the RDF through analysis of active compliance outcomes; and
improving resource allocation by having greater regard to compliance risk and
financial return.

Key findings by chapter
Assessing compliance risks (Chapter 2)

17. The ATO has used assessment tools (including risk engines, data
mining and analytical models) to automate the identification and risk
assessment of the HWI population since 2004. Three main tools contribute to
the current HWI risk assessment process: the Group Wealth System, which
calculates the net wealth of the entire taxpayer population; the Integrated
Scoring Model, which extracts HWIs from the taxpayer population, assesses
them against known risks, and applies a likelihood and consequences score to
those risks; and the RDF, which provides a visualisation of the level of risk
represented by each HWI taxpayer (Figure S1). The RDF was applied for the
first time in the PGH business line in 2012 and is used by the ATO to guide the
nature and intensity of its interaction with taxpayers.!3

12 The ATO calculates the return on investment by dividing the total amount of liability raised (but not
necessarily collected) through HWI compliance work by the average salary of the compliance staff
involved in HWI compliance work, as further discussed in paragraph 31.

13 This report refers to the RDF to collectively describe the processes leading to the identification, risk
assessment and scoring of the HWI population, rather than referring to the specific tools used in the
process.
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Figure S.1:

ATO’s Risk Differentiation Framework for HWis, 2013

Service Focus
Help taxpayers do the right thing and support

XDayers do in asu

them to self-correct when they go off track

Quadrant 2

Enforcement Focus

Deter taxpayers from non-compliance
behaviours and deal with them to redress their
situation

Quadrant 1

Quadrant 3

Quadrant 4

o
3]
=
i
=3
=
[}
o
i
c
(o]
<
-
(o]
Q
Q
c
Q
=1
o
(]
7]
c
Q
(8]

Likelihood of non-compliance

Source: ANAO, based on ATO, Tax Compliance for Small-to-Medium Enterprises and Wealthy Individuals
and ATO, Minute to the PGH Risk Management Committee, 18 October 2013.

18. The ATO has developed a formal process to review existing risk rules
and identify new rules. Three committees, each with separate responsibilities,
oversee the identification of the population and development of risk rules
underpinning the risk ratings assigned to HWI taxpayers.

19. Compliance teams, through their case work, are well positioned to
validate existing risks and identify new risks, and their observations represent
an important source of intelligence, including identifying areas of the law that
may require clarification. The ATO released, in July 2013, a new intelligence
framework, ATOintelligence Discover, which should enable more effective
collection of intelligence from compliance teams. While there are review
processes, there is no systematic quantitative analysis of the outcomes of the
compliance activities, to assess if the compliance cases selected through the
RDF process are the highest risk cases.
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20. The information technology processes supporting the development of
the RDF are relatively complex. These processes are characterised by a
succession of steps, some manual and some automated, which necessitate
repeated access to a range of internal and third party databases. While the
control environment is not as mature as in other ATO systems, it is suitable for
the context in which it operates, as the information produced is intended to be
further analysed and filtered by downstream business processes. However,
documenting the end-to-end process is likely assist in efforts to improve
control over the quality of the information produced, as well as provide
guidance to staff.

21. The RDF process is used by the ATO to determine the level of risk each
HWI represents by assessing the relative likelihood of the individual being
non-compliant and the consequences of that potential non-compliance. The
ATO determined the boundaries between higher and lower risk HWIs on the
basis of its available compliance resources and commitments, rather than in
relation to an analysis of risk tolerance. Also, the algorithm used by the ATO to
determine a HWTI's position on the consequence axis of the RDF meant that
wealth and business income contributed to 80 per cent of the HWI's
consequence score, subsequently impacting the overall HWI risk rating.
Analysis undertaken by the ANAO of the outcomes from compliance activities
conducted between 2009-10 and 2012-13 indicated that there is little or no link
between wealth and non-compliance within the HWI population.

22. There would be merit in the ATO testing the relationship between the
other risk factors of the Integrated Scoring Model (including business income)
and non-compliance, to assess whether the weightings attributed to these
factors are sound. The ATO advised that work is being undertaken to
determine fixed boundaries for the RDF, based on the level of risk that the
ATO considers tolerable or intolerable. As part of this work, the ATO is also
reviewing the weightings attributed to the different factors in the Integrated
Scoring Model.

Compliance case selection (Chapter 3)

23. The aim of the case selection process is to provide compliance teams
with a pool of the highest risk compliance cases, reflecting the ATO’s HWI
compliance strategy. Since January 2011, the selection of HWI compliance cases
is coordinated by a single team, the National Case Selection team. This team
coordinates the selection of compliance cases, initially using the RDF process,
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and then manually assessing the RDF-identified cases to determine their
priority for compliance activity. The establishment of a centralised case
selection process supports a more systematic and robust process for selecting
cases, and better alignment between the compliance strategy and active
compliance resources and commitments.

24. Evaluating the effectiveness of the RDF process in selecting the highest
risk compliance cases is essential to confirm that compliance resources are
being used effectively, and to support continuous improvement processes.
Accordingly, the ANAO examined 1445 cases assessed by the National Case
Selection team between December 2010 and September 2013. The RDF was the
primary source of cases selected for active compliance, representing 94 per cent
of all cases assessed.!* In most years to September 2013, almost all cases were
drawn from Quadrant 1, the highest risk quadrant. In 2011-12, the ATO drew
61 per cent of compliance cases from the lowest risk quadrant of the RDF
(Quadrant 4). The ATO advised in May 2014 that these lower risk cases were
selected because they had likelihood and consequence profiles that were
similar to the higher risk cases in Quadrant 1. The ATO missed this
opportunity to compare compliance outcomes from cases selected from
different quadrants to assess the effectiveness of the RDF.

25. The ANAO used two key indicators to assess the effectiveness of the
RDF process in selecting cases that present the higher risk (likelihood and
consequences) of non-compliance:

J cases drawn from the RDF are either not actioned or directed to
compliance by the National Case Selection team's: the proportion of
cases not actioned can be expected to reduce over time, reflecting the
continuous improvement to the RDF process, and be smaller for cases
categorised as higher risk cases. Conversely, the proportion of cases
accepted for compliance activity should increase over time and be
larger for cases categorised as higher risk cases. However, the
proportion of cases not actioned and cases accepted for compliance has
remained constant since 2011-12 and remained similar for higher and
lower risk cases; and

14 Other sources include referrals from internal and external intelligence.

15 Two outcomes are possible for cases considered in the selection process: not actioned, if the case
selection teams consider that the compliance risks presented by the case were not sufficiently high or if
the case was selected by the RDF in error; or sent to active compliance to be submitted to a risk review.
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. active compliance escalation rate'®: escalation can indicate that the
initial selection of the case was successful, as the compliance risks were
confirmed. The escalation rate can be expected to be higher for higher
risk cases than for lower risk cases. However, the categorisation of a
case as higher or lower risk through the RDF did not impact on the
decision by active compliance teams to escalate the case for more
intensive examination.

26. These results raise issues about the effectiveness of the RDF process in
selecting the highest risk cases and emphasise the importance of the ATO
regularly assessing the RDF risk factors.

27. In response to a recommendation from the Inspector-General of
Taxation”, the ATO initiated a review of its risk assessment processes. Five
measures were developed.'® One of these measures, the risk rule confirmation
rate, which compares the risks identified through the RDF process to the risks
confirmed, not actioned or newly identified by the compliance officer, yielded
particularly useful information on the effectiveness of some of the risks. The
ATO advised that this information was used to improve the RDF. There would
be benefit in the ATO continuing to collect and analyse this performance data.

Conducting compliance activities (Chapter 4)

28. The ATO effectively engaged with HWI taxpayers and their
representatives to gain assurance that they are aware of their tax rights and
obligations. The ATO website makes available HWI-specific information and
resources, including information on the ATO’s compliance strategy, and legal
and policy information (through the ATO Legal Database also accessible from
the ATO website). Senior ATO executives have also engaged directly with

16 A case is escalated when it is moved from a lower intensity compliance activity, such as a
comprehensive risk review, to a higher intensity activity, such as an audit.

17 Inspector-General of Taxation, Review into the ATO’s compliance approaches to small to medium
enterprises with annual turnovers between $100 million and $250 million and high wealth individuals,
December 2011, p. 72.

18 The five measures were: strike rate (ratio of audits which reached a financial outcome to total audits
completed); escalation rate; analysis of ‘no further action’ cases (cases that were not deemed to warrant
further investigation and did not reach a financial outcome); National Case Selection panel validation
rate (ratio of cases drawn from the RDF and subsequently validated by the case selection panels as
worthy of further investigation by the compliance area); and risk rule confirmation rate (ratio of risks
identified through the RDF and subsequently confirmed by the compliance area, to risks identified
through the RDF).
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HWTI taxpayers and their representatives in numerous forums; and general and
specialised publications have relayed the ATO’s message.

29. As previously discussed, the ATO has conducted a large number of
audits and reviews that generated $852 million in cash collections between
2009-10 and 2012-13. In conducting these activities, the ATO has covered a
large proportion of the HWI population (over 90 per cent). However, for the
majority of cases (70 per cent of audits and 84 per cent of comprehensive risk
reviews), there was no financial outcomes.

30. Between 2009-10 and 2012-13, almost 40 per cent of audits and reviews
were not completed within the allocated cycle time. Audits that did not meet
the cycle time standard exceeded it by an average of 352 days; comprehensive
risk reviews by an average of 152 days; and preliminary risk reviews by an
average of 65 days. Exceeding cycle times, especially for compliance activities
that already have a long completion time such as audits, generates
management challenges for the ATO, and extends the compliance burden for
the taxpayer.

31. In a context of reduced ATO resourcing, it becomes even more
important for the ATO to determine where the most effective compliance effort
should be directed. Currently, the ATO determines its return on investment by
dividing the total amount of liability raised through HWI compliance work by
the average salary of the compliance staff involved. A more accurate measure
would be to use the amount of cash collected, in addition to the liabilities
raised. In 2012-13, the return on investment for HWI compliance activities was
$27 for each dollar spent based on liabilities raised, but only $7 when based on
cash collected. Further, the ATO does not currently calculate the cost of HWI
compliance activities, and does not compare these with other populations in
the business line. Assessing the cost of compliance activities for the HWI
population could enable the ATO to more efficiently allocate compliance
resources across the PGH business line.

32. The ANAO reviewed the management of HWI compliance cases by
examining a sample of 244 comprehensive risk reviews and audits finalised
between 2009-10 and 2012-13. There were some weaknesses in the recording
of key documents and approvals in the ATO’s electronic case management
system. While active compliance staff indicated that they considered the case
management system to be inflexible, slow, and generating duplication, it is
important that key case documentation and approvals are recorded. Direct
engagement and communication with HWI taxpayers and their representatives
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is encouraged by the ATO and greatly appreciated by the HWIs
representatives. However, it did not take place as systematically as prescribed
in ATO processes, or as desired by HWI representatives, in the cases reviewed
by the ANAO.

Objections and appeals (Chapter 5)

33. The law gives taxpayers the right to object to ATO decisions when a
taxpayer has been issued with an amended assessment following a compliance
activity. When this occurs, the ATO conducts an independent internal review.
The ATO aims to complete its review of the objection within 56 calendar days.
If taxpayers disagree with the result, they are able to apply to the
Administrative Appeals Tribunal or the Federal Court of Australia for an
independent external review.

34. Approximately 65 per cent of compliance decisions (123) resulted in an
objection in 2011-12 to 2012-13, of which almost half (49 per cent) gained a
positive outcome for HWI taxpayers. For a large proportion of cases allowed in
full or in part (45 per cent), new facts and evidence were introduced after
completion of the compliance activities. However, for the remainder
(55 per cent), the ATO recorded that the compliance decisions were at least
partially incorrect, or that the ATO had changed its application of the law.

35. More than one in three HWI objections finalised between 2011-12 and
2012-13 required more than a year to complete. For those HWI taxpayers who
object to their amended assessment, the time taken to determine an objection
adds to the time taken to finalise the audit or review. Typically this will mean
that taxpayers will be uncertain about their tax liability for over one thousand
days for audits and over 600 days for reviews."

36. Delivering soundly-based compliance decisions is both a priority and a
desired outcome for the ATO, especially given the considerable time and
resources expended on HWI compliance activities. Objection data suggests
that, despite the time taken to complete compliance work, a substantial
proportion of objections were allowed because the initial compliance decision
was at least partially incorrect. The ATO advised that tax adjustments for
HWIs often relate to complex, contentious and grey areas of the law. In this

19 Audits required on average 716 days to complete; and comprehensive risk reviews on average 250
days to complete, added to the average 352 days to determine an objection.
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light, the work being undertaken by the ATO to improve the capability of
compliance staff, and the increased use of alternative dispute resolution
processes, may have a positive effect on active compliance timeframes and
outcomes.

Measuring compliance effectiveness (Chapter 6)

37. Since 2008, the ATO has used a compliance effectiveness methodology
(CEM) to measure the impact of its compliance strategies on treating specific
compliance risks. The methodology is an iterative, workshop-centred approach
based on two key elements: the identification of measurable compliance
objectives; and the articulation and treatment of the risks to achieving these
objectives.

38. The ATO has undertaken a CEM evaluation of HWI compliance
activities on three occasions (2007, 2009 and 2012), and is planning for another
evaluation in 2014. The 2012 iteration of the CEM was largely a refresh of the
previous approaches, with some refinements to the success goals and
effectiveness indicators. None of the three completed evaluations reached a
firm conclusion as to the overall effectiveness of compliance activities in
addressing HWI compliance risks, although the Chair of the Risk Management
Committee observed that the compliance strategies were ‘heading in the right
direction’.

39. The indicators used for the 2012 CEM implementations addressed key
elements of the effectiveness of the ATO’s strategies to address HWI
compliance risks, covering trends in voluntary compliance, outcomes from
active compliance activities and community confidence levels. However, there
were no indicators relating to interpreting the legislation to reduce potential
lack of clarity in the application of the law by taxpayers and minimising
aggressive tax planning. Further, the indicators did not adequately use
information that could be obtained from the extensive programs of HWI audits
and risk reviews, or from the risk assessment tools. In this regard, the
evaluations could have analysed the results from active compliance activities,
including the number of compliance cases resulting in an amended assessment
and the relative scale of those returns. Such analysis could have facilitated the
identification of more substantial opportunities to improve risk assessments,
case selection and active compliance strategies and treatments.
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40. There is limited external reporting of the results of HWI compliance
activities. The ATO does monitor performance and report internally,
particularly against deliverables such as revenue and other active compliance
targets (including the number of compliance cases, liabilities raised and cash
collected). Internal monitoring and reporting of HWI performance was
examined in an ATO review of internal reporting arrangements within the
PGH business line that was completed in February 2014. The ATO advised that
as a result of the review, the reporting was more consistent, streamlined and
reliable. The review also identified opportunities for consolidating the business
line’s reporting capabilities, which were still being considered for
implementation at the time of this audit.

Summary of agency response

41. The ATO provided the following response to the audit report, with the
formal response at Appendix 1.

The ATO welcomes this report. In finding the ATO’s compliance approach to
be generally effective, the review recognises the challenges that the ATO has in
managing tax compliance of HWIs. Such challenges include complex business
arrangements, opportunities for aggressive tax planning, intricate structures,
contentious tax issues, grey areas of the law and limited public disclosure of
financial information.

While the review focused on the four years to 30 June 2013, the ATO has made
a number of significant improvements to its work in this area over the last
12 months.

We acknowledge there are further improvements to be made and the two
recommendations will further assist with our improvements in this area.
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Recommendations

Recommendation
No. 1

Paragraph 3.29

Recommendation
No.2

Paragraph 4.43

ANAO Report No.35 2013-14

To improve the reliability of the Risk Differentiation
Framework (RDF), the ANAO recommends that the
ATO analyses the outcomes of active compliance cases
to assess the effectiveness of the RDF process in
identifying those HWI taxpayers at higher risk of
non-compliance.

ATO response: Agreed.

To enable the ATO to more efficiently allocate
compliance resources across the Private Groups and
High Wealth Individuals business line, and to more
accurately demonstrate return on investment, the
ANAO recommends that the ATO:

(@) better assesses the cost of compliance activities
for the HWI population; and

(b) calculates the return on investment for HWI
compliance activities on the basis of cash
collected, in addition to liabilities raised.

ATO response: Agreed.
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1. Background and Context

This chapter provides background information on the Australian Taxation Office’s
compliance approach to high wealth individuals. It also outlines the audit approach,
including the objective, criteria, scope and methodology.

The Australian Taxation Office’s approach to managing
taxpayer compliance

1.1 The primary goal of the Australian Taxation Office (ATO) is to ‘nurture,
support, protect and champion an environment conducive to high levels of
willing participation in Australia’s tax and superannuation systems’.’ High
levels of voluntary participation are essential to protect Australia’s taxation
revenue base and maintain community confidence in the equitable
administration of Australia’s tax and superannuation systems.

1.2 While over 90 per cent of net tax collections are received voluntarily
from the community, a proportion of taxpayers are either unable or unwilling
to comply.?! In order to influence these taxpayers to meet their tax obligations,
the ATO implements a compliance approach that uses differentiated strategies
based on the attitudes of different groups of taxpayers and their advisers.

1.3 The compliance strategies implemented by the ATO increase in
intensity as the taxpayer’s willingness to comply voluntarily decreases
(Figure 1.1). For instance, the ATO provides online tools such as e-tax,
calculators, guides and advice on technical matters to assist those taxpayers
who are willing to comply. At the other end of the compliance spectrum, the
ATO takes action in the form of reviews, audits and, if necessary, prosecution
for non-compliant taxpayers.?

20 ATO, Measure for Measure: The Four Pillars of Compliance, Commissioner’s speech at the CEDA
Trustees Round, Melbourne 25 February 2011, available from
<http://www.ato.gov.au/corporate/content.aspx?doc=/content/00277345.htm> [accessed 12 April 2013].

21 ATO, Commissioner of Taxation Annual Report 2012—13, p. 41.

22 ATO, Compliance in focus 2013-14, pp. 3-4, available from
<http://www.ato.gov.au/About-ATO/Research-and-statistics/In-detail/General-statistics/Compliance-in-fo
cus-2013-14/> [accessed 12 December 2013].
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Figure 1.1: ATO compliance model
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Source: ATO.

14  The compliance model provides the framework for developing
compliance strategies across the ATO’s market segments, and is particularly
useful for smaller businesses and individual taxpayers, including high wealth
individuals (HWIs).

High wealth individuals

1.5 HWI taxpayers are defined by the ATO as Australian resident
individuals who, together with their associates, effectively control an estimated
net wealth of $30 million or more.?? At October 2013, the ATO had identified
approximately 2600 HWIs and an additional 3700 potential HWIs.?* Potential
HWIs are wealthy individuals who meet the ATO’s definition of a HWI but
whose wealth estimate has yet to be confirmed. In 2011-12, the 2600 identified
HWI taxpayers collectively paid $1.4 billion in net tax (Table 1.1).

23 ATO, Tax Compliance for Small-to-Medium Enterprises and Wealthy Individuals, available from
<http://www.ato.gov.au/About-ATO/About-us/In-detail/Key-documents/Tax-compliance-for-small-to-medi
um-enterprises-and-wealthy-individuals/?default=&page=16#Profile_of the small to _medium
enterprises_market> [accessed 11 December 2013]. The ATO uses the market value of assets to
estimate the net wealth controlled by HWIs.

24 ATO, Highly Wealthy Individuals: 2013—-18 overarching strategy [internal document].
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Table 1.1: Net tax paid by HWIs and other individual taxpayers,
2010-11 to 2012-13

201011 2011-12 2012-13
Tax returns lodged by individuals ($ million) 12.6 12.7 13.5
HWIs identified by the ATO (approximate number) 2600 2600 2650
Tax collections from total individuals ($ billion) 132.7 148.4 156.3
HWI individuals net tax ($ billion) 1.6 1.4 | Not available

Source: ANAO analysis of ATO documents.

1.6 Despite HWI taxpayers’ significant contribution to taxation revenue,
there is a perception amongst the wider population that the rich may not
always pay their fair share of tax.?> HWIs control significant wealth; in 2012-13,
the 2650 identified HWIs had an estimated wealth of $301 billion and the
3700 potential HWIs a further $212 billion. Nevertheless, the ATO identified
that in 2010 five per cent of HWIs paid no tax. In this context, it is important
that the ATO takes effective measures to minimise the potential revenue loss
from non-compliant HWI taxpayers. Figure 1.2 outlines the characteristics
attributed to the HWI population.

25 See, for instance, the Sydney Morning Herald’s article citing 70 individuals with incomes of more than
$1 million who paid no income tax in 2010—11. Colebatch T., The 70 mega rich who don’t pay tax,
Sydney Morning Herald, 7 May 2013, available from
<http://www.smh.com.au/opinion/political-news/the-70-mega-rich-who-dont-pay-tax-20130506-2j3ng.ht
ml> [accessed 15 May 2013].
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Figure 1.2: Characteristics of the HWI population

The Organisation for Economic Co-operation and Development (OECD) uses the
term ‘high net worth individuals’ to refer to individuals at the top of the wealth or
income scale (generally above the threshold of US$1 million in wealth or assets). A
sub-segment of this population is the ‘ultra high net worth individuals’, who in
Australia are referred to as HWIs and control $30 million or more in financial assets.
These individuals pose significant challenges to tax administrations because of the
complexity of their affairs, their revenue contribution, the opportunity for aggressive
tax planning1 and the impact of their behaviour on the integrity of the tax system.

HWiIs tend to have complex business arrangements, with their wealth spread across
a group of closely-held companies and trusts, each of which is generally a separate
taxpayer entity. Consequently, a HWI's tax compliance can often only be
appreciated when their group, in which they have a key decision-making role, is
considered as a whole. Family members will often hold positions within the group,
which means that personal events such as death or divorce can have tax
consequences, for example by triggering a capital gains tax event.

Groups typically comprise many different entity types, each serving a unique place in
the business organisation because of its tax and business attributes. They typically
contain the family business and significant real estate (both commercial and private).
Private and business interests are often mixed, and in many cases the wealth is the
legacy of generations of business success, with significant long-term assets
acquired before the introduction of capital gains tax.

HWIs may maintain expensive lifestyles without relying on income in a conventional
taxable form. Wealth can be accessed in a variety of ways such as through the sale
of pre-capital gains tax assets, loans and the use of lifestyle assets owned by the
group.

Publicly-available information on HWIs is often limited, as private companies and
trusts are not subject to the stock exchange disclosure requirements on public
companies and not overly affected by Australian Securities and Investments
Commission requirements.

The ATO has identified that the situation of a HWI in the ‘business life cycle’ has a
significant impact on tax risk. The highest income tax risks tend to arise in the early
stages of the cycle when wealth is created and maintained, whilst the focus is likely
to shift to inheritance, estate and gift tax planning as the HWIs consider plans for the
succession to their wealth. Some HWIs, especially in the wealth-creation phase,
may not seek the level of professional advice appropriate to the complexity of their
tax affairs and this further increases the tax risk. When an individual has built up a
level of wealth they often become more conservative in their approach to tax risk.

Source: OECD, Engaging with high net worth individuals in tax compliance, 2009; and ATO, Wealthy and
wise: a tax guide for Australia’s wealthiest people, 2008.

Note 1:  Aggressive tax planning arrangements take advantage of the technicalities of a tax system or
mismatches between two or more tax systems in order to reduce tax liability.
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HWI tax compliance arrangements

HWI taskforce

1.7 Australia was one of the first countries to establish a dedicated and
specialised unit to monitor HWIs.2¢ In 1996, the ATO identified a small group
of taxpayers with an estimated net wealth of over $30 million who,
individually, had taxable income of less than $20 000.2” The ATO estimated that
the tax compliance behaviour exhibited by these taxpayers could place at risk
up to $800 million of revenue per year. In order to gain a better understanding
of the tax arrangements used by HWIs, and ultimately improve the level of
participation in the tax system of this specific taxpayer group, the ATO
established a HWI taskforce. The taskforce operated on a client ownership
model under which individual compliance officers were allocated
responsibility for monitoring and conducting compliance activities on specific
HWI taxpayers. The taskforce treated the individual returns of a HWI and the
entities they controlled as a single case.?®

1.8 The affairs of HWIs are likely to be substantially more complex than
those of other taxpayers, with issues of foreign income and foreign residence,
income originating from a variety of sources, and complex business
arrangements across a number of closely-held private groups. Recognising the
HWTI as the controlling mind for all of these entities, and understanding the
sources of income, links and relationships between HWIs and the entities they
control, is seen as an important component in developing risk-treatment
strategies relevant to the business and tax arrangements used by HWIs.?

1.9 Further, maintaining a focus on HWIs’" income tax compliance was
expected to help the ATO develop the expertise necessary to engage with
HWIs and their advisers, understand their behaviours, and deal effectively
with HWI tax affairs. An ongoing focus on this category of taxpayers also
sends a clear message that HWI taxpayers engaging in aggressive tax planning
or non-compliance face a real risk of being pursued by the ATO, which may
improve voluntary compliance. A 2009 OECD report considered Australia to

26 Only France has had a unit operating since an earlier date (1983). OECD, Engaging with high net worth
individuals in tax compliance, 2009, p. 55.

27 ANAO, Report No. 46 1999-2000, High Wealth Individuals Taskforce, 2000, p. 17.

28 J Braithwaite, Y Pittelkow, R Williams, Tax Compliance by the Very Wealthy: Red Flags of Risk, in
V Braithwaite (ed.), Taxing Democracy, Ashgate Publishing, 2003, p. 205.

29 J Braithwaite, Markets in Vice, Markets in Virtue, Oxford University Press, 2005, p. 84.
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be at the forefront of compliance monitoring of the HWI taxpayer group, and
concluded that Australia’s dedicated unit had improved compliance and
increased revenue.*

110 In early 2011, the ATO dismantled the taskforce and integrated
specialist HWI compliance work into broad active compliance teams.’! As of
July 2013, HWI compliance was managed through the Private Groups and
High Wealth Individuals (PGH) business line. The business line also manages
not-for-profit  organisations (190000 entities)) medium businesses
(159 000 entities); and wealthy Australians (75 000 individuals).®> Compliance
teams in PGH undertake the compliance work for these four population
groups.

111  The ATO’s decision to integrate the specialised HWI work into broad
active compliance teams was influenced by several operational changes. The
PGH business line had moved to a private wealth focus and shifted its
compliance focus from businesses with a $2-$10 million annual turnover to
turnovers of up to $250 million. In addition, the significant growth in the HWI
taxpayer population had made the taskforce client ownership model
unsustainable. Also, refinements to risk engines® meant that the ATO was
more confident that it could select cases for compliance action according to the
highest identified risks instead of on generic population groups. Through
compliance teams and based on the concept of collective capability®, the ATO
was seeking to integrate the skills and knowledge from compliance and other
staff, and develop a flexible and adaptable workforce capable of undertaking
the highest risk cases.

30 OECD, Engaging with High Net Worth Individuals on Tax Compliance, OECD Publications, 2009,
pp. 62—63.

31 Integration of specialist compliance teams occurred in two phases. In July 2010, the new business
model was trialled at a single office and, in January 2011, the model was rolled out nationally, with full
integration across all sites achieved by October 2011.

32 Medium businesses are economic groups with a turnover of between $2 million and $250 million.
Wealthy Australians are defined as Australian resident individuals who, together with their associates,
effectively control an estimated net wealth of between $5 million and $30 million. ATO, Compliance in
Focus 2013-14.

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

34 The key elements of collective capability are: team leaders/mentors; case leadership; technical
excellence; the priority technical issue escalation system; and access to the Tax Council Network for
complex issues.
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Background and Context

1.12  The ATO has also adopted an account management approach for those
taxpayers that are identified as ‘key’ taxpayers.®> These taxpayers are
considered by the ATO to pose a significant revenue risk because of their level
of wealth or ability to influence other taxpayers. By monitoring these taxpayers
and their intermediaries, the ATO is seeking to ensure good compliance, and in
turn, encourage others to do likewise. In 2013, the ATO had identified 211 key
taxpayers across all PGH population groups, including 208 HWIs.

Administration through the PGH business line

1.13  As at 30 June 2013, the PGH business line employed 1398 staff across all
functions (Table 1.2), including active compliance, interpretive assistance,
engagement strategy and delivery, and technical and case leadership.

Table 1.2: PGH business line staff by function, as at 30 June 2013

Function “ Number
Active compliance 821
Interpretive assistance 192
Risk intelligence and strategy 120
Technical and case leadership 120
Other functions’ 112
Engagement strategy and delivery 33
Total 1398
Source: ATO.
Note 1:  Other functions include the business line executive, policy and corporate risk, and business
management functions.

114 In 2013-14, 310 staff’* were engaged in HWI active compliance
activities. These staff undertake audit and review cases® selected by the case
selection team, maintain client relationships, and gather intelligence. The
Engagement Strategy and Delivery team works with other relevant officers

35 This account management approach was introduced in 2012 and is referred to by the ATO as the
Taxpayer and Industry Ownership Strategy.

36 Active compliance staff are located in Melbourne, Sydney, Brisbane, Adelaide, Perth and Canberra.

37 There are two main types of reviews: preliminary risk reviews, which do not generally involve contact
with the taxpayer and seek to gain a better understanding of an individual’s tax affairs to determine
whether a more in-depth review is needed; and comprehensive risk reviews, which involve taxpayer
contact and are a more detailed examination of the individual’s tax affairs. Audits are specific or
wide-ranging examinations of an individual’s tax affairs and can involve visits to the taxpayer’s premises
to collect evidence. Audits are generally more intensive and take longer than a comprehensive risk
review. More details on these compliance activities are presented in Table 4.1.
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across the business line to design and deliver risk-based communication
strategies and other educational information for the PGH market, including
HWIs.

1.15 HWI taxpayer objection work is undertaken by the PGH business line’s
Interpretative Assistance area. The ATO’s Legal Services Branch (in the ATO’s
Law Design and Practice Group) is responsible for managing ATO cases before
courts, tribunals and enquiries. Interpretative Assistance and active
compliance staff may assist the Legal Services Branch to prepare
documentation for review and appeal cases.

116  The Technical and Case Leadership team provides technical expertise
and support to active compliance staff on key tax technical issues and the more
complex, significant or reputational sensitive case work. The team seeks to
build technical capability across the business line by sharing knowledge
through case work, mentoring, and supporting learning and development
activities. It also assists with litigation and alternative dispute resolution cases.
Integrating active compliance and technical staff is intended to: make it easier
for compliance staff to access technical expertise; support active compliance
staff in making decisions on a broader range of issues; improve tax technical
decision making; and reduce compliance case cycle times.

HWI compliance resourcing and outcomes

117 Table 1.3 summarises the evolution of the HWI population size,
funding and cash collections. It shows that from a small group of
180 individuals initially identified in 1996, the number of HWIs has grown to
approximately 2600 by 2013, and potentially more as explained above
(paragraph 1.5).
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Table 1.3: HWI taskforce funding and key outcomes, 1996 to 2013

HWIs identified Additional funding by government = Cumulative cash

(number) collections
($ million)
1996 180 $19.2 million over four years 0
1998 256 61
2000 491 198
2002 608 512
2004 712 1238
2006 943 $81 million over four years 1542
2008 1342 $89 million over four years (adjusted) 2114
2010 2644 2271
2012 2630 2807
2013 2608 $37 million 3081
Source: ANAO analysis, based on: ATO, Compliance Program 2012-13, p. 55; and ATO internal
documents.

1.18 Following the initial funding for HWI compliance work in 1996
($19.2 million), the ATO received additional funding in 2006 ($81 million over
four years) which was adjusted in 2008 ($89 million over four years). In the
2012-13 Mid-Year Economic and Fiscal Outlook, the Government allocated
‘$390 million funding to the ATO for further compliance activities to continue
to target profit shifting and HWI and to focus on outstanding income tax
lodgements in the micro and small business segments’.3® The ATO advised that
approximately $37 million of this funding was to be dedicated to the
implementation of a new strategy Engaging newly identified HWIs, which aims
to confirm the status of the 3700 potential HWIs and that these newly
identified HWIs meet their tax obligations.®

38 The Treasury, Mid-Year Economic and Fiscal Outlook 2012—13, 2012, p. 46, available from
<http://www.budget.gov.au/2012-13/content/myefo/download/2012-13 MYEFO.pdf> [accessed
15 May 2013].

39 ATO, Potential HWIs: 1 July 2013 to 30 June 2017 strategy.
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1.19  One measure of success for HWI compliance activities is the amount of
cash collected as a result of voluntary disclosures, reviews, audits and
prosecutions. According to the ATO, since 1996, HWI compliance activities
have raised almost $3.1 billion in cash collections (Table 1.3).# The ATO has
further committed to the Government to raise an additional $1.3 billion in cash
collections from HWI compliance activities over the four years 2013-14 to
2016-17.4t Table 1.4 summarises HWI active compliance commitments for
2013-14.

Table 1.4: HWI active compliance commitments, 2013-14

Active compliance commitment 2013-14 target

Compliance Program commitments

Number of audit and risk reviews 500
Number of contacts to verify information or provide advice 750

Active compliance key performance indicators

Tax liabilities $549 million
Cash collections $430 million

Commitments to government

Newly identified HWIs

. Number of audits and risk reviews 350

o Liabilities $72 million
o Cash $21 million
. Compliance dividend' $2 million

Source: ANAO analysis of ATO documents.

Note 1: The compliance dividend is a measure used by the ATO to assess the impact of its compliance
activity across the HWI audit population commencing in 2013—-14. The compliance dividend
measures the change in income tax return data for individual HWI audit cases that generated
outcomes for three consecutive years post audit, and compares these HWIs to their peers to
determine if there has been a change in compliance behaviour. The impact is stated as future tax
revenue that would have been lost without this change in behaviour.

1.20 Given the small size of the HWI population, the revenue collected

through compliance activities involving HWI taxpayers is considerable.

In 2012-13, the ATO collected $7.9 billion from its compliance activities.*? Cash

collected from compliance activities involving HWIs was $273 million®, or

3.5 per cent of this amount. At the PGH business line level for the same year,

40 ATO, Compliance Program 2012—-13, p. 55.

41 ATO, HWIs: 2013—18 overarching strategy.

42 ATO, Commissioner of Taxation Annual Report 2012—13, p. 45.
43 ibid., p. 44.
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compliance activities involving HWIs generated 54 per cent of the liabilities
raised, and 41 per cent of the cash collected (Table 1.5).

Table 1.5: Active compliance results by PGH population groups,

2012-13

Population groups Liabilities raised Cash collected
(approximate numbers) $m % $m
Not-for-profits 190 000 entities 14 1 13 2
Medium businesses | 159 000 businesses 576 29 240 36
Wealthy Australians | 75 000 individuals 308 16 142 21
HWI 2600 individuals 1067 54 273 41
Total 1965 100 668 100

Source: ANAO analysis of ATO documents.

1.21 The number of ATO full-time equivalent staff that work on HWI
compliance activities (initially in the taskforce and, from 2011, integrated into
the general compliance teams) also increased significantly, from approximately
120 in the early 2000s to 310 planned for 2013-14.

HWI compliance strategy

1.22  Being open and accountable to the Australian community is one of the
ATO’s values.* One way to demonstrate this value is through the publication,
annually, of the ATO’s compliance program. This program outlines the most
significant risks to tax and superannuation compliance, the compliance
activities allocated resources, and the types of compliance activities
undertaken. In 2013-14, the ATO identified three corporate key risks, and
seven HWI key risks and behaviours (Table 1.6).

44 ATO, Compliance Program 2012-13, p. 1.
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Table 1.6: Alignment of ATO compliance risks and HWI risks and
behaviours

2013-14 compliance HWI risks and behaviours

program risks

Individuals who fail to Use of business assets for private purposes.

declare income or make | Accessing company profits other than via dividends.
incorrect claims for

deductions and benefits.

Tax risks associated with | Significant restructures and events such as mergers, acquisitions,
the use of complex initial public offerings (floats), asset sales and generational change
business structures. (succession planning).

Lifestyles funded without relying on income in a conventional form.
Concealment of overseas interests and international dealings.

Correct reporting of Classification of income and expenses between capital and
taxable income by revenue accounts.
wealthy individuals. Capital gains tax not returned or inappropriately minimised.

Source: ANAO analysis of ATO documents.

1.23  These priority risks are the basis for developing a risk-management
approach to compliance, and categorising HWIs according to the risks they
pose to the tax system. The ATO uses data-matching, filtering and prioritising
tools to assess risk, categorise the HWI population, and formulate
differentiated compliance strategies. The main purposes of this risk
management approach are to:

..reduce the costs of compliance for low-risk taxpayers by minimising the
possible intrusiveness of [the ATO’s] compliance activities; and ensure [the
ATOQ] invests [its] resources in the areas of greatest risk.*

45 ATO, Tax Compliance for Small-to-Medium Enterprises and Wealthy Individuals, p. 15, available from
<http://www.ato.gov.au/About-ATO/About-us/In-detail/Key-documents/Tax-compliance-for-small-to-medi
um-enterprises-and-wealthy-individuals/?default=&page=16#Profile_of the small to _medium
enterprises_market> [accessed 11 December 2013].
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Audit objective, criteria, scope and methodology

Audit objective

1.24  The objective of the audit was to assess the effectiveness of the ATO’s
activities to promote tax compliance by high wealth individuals.

Audit criteria and scope

1.25 To form a conclusion against this objective, the ANAO adopted the
following high-level criteria:

J compliance activities were supported by effective business and
administrative arrangements;

. compliance risks were identified effectively;

. compliance activities, and associated objections and reviews, were
conducted effectively; and

J outcomes and objectives were achieved.

1.26  The audit covered the main activities conducted as part of the HWI
compliance program, including engagement with taxpayers. However, it did
not examine the ATO’s efforts to address HWI non-compliance through the
use of tax havens and offshore structures.

1.27 The ATO’s compliance activities arising from the 2012-13 funding for
the implementation of the Engaging newly identified HWIs program commenced
in late 2013. For this reason, unless otherwise specified, the audit does not
examine activities relating to the identification of potential HWIs under the
new initiative.

Methodology

1.28 The ANAO reviewed relevant documentation, interviewed key staff at
the ATO, and consulted industry stakeholder groups. The ANAO also
undertook substantive testing and analysis of the ATO’s databases, systems
and processes as they relate to the management of HWI compliance.

46 These activities were covered to some extent in ANAO, Audit Report No.24 2011-12, Administration of
Project Wickenby.
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1.29  The audit has been conducted in accordance with the ANAO's auditing
standards at a cost of approximately $596 000.

Previous ANAO audits

1.30 In 1999-2000, the ANAO conducted an audit of the management and
operations of the HWI taskforce*” and concluded it was effective overall. The
audit made three recommendations aimed at improving the public reporting of
taskforce outcomes, and at the retention of specialist resources to deal with
complex issues associated with HWI tax affairs.

1.31 In 2011-12, the ANAO conducted an audit of the ATO’s management
of compliance in the Small to Medium Enterprises market*, which included
HWIs. The report made two recommendations, aimed at improving the
effectiveness of the risk engine used by the then Small to Medium Enterprises
business line and making more effective use of its results.

Structure of the report
1.32  Table 1.7 outlines the structure of the report.
Table 1.7: Structure of the report

Chapter and title Overview of chapter ‘

2 | Assessing Examines the governance arrangements and the tools developed
Compliance Risks by the ATO to identify and risk-assess the HWI population. It also
assesses the reliability of these tools, and how they are used to
implement the HWI compliance strategy.

3 | Selecting Examines the ATO’s processes for selecting the highest risk HWI
Compliance Cases cases for active compliance. It also assesses if the case selection
process and the outcomes of compliance activities provide an
indication of the effectiveness of the Risk Differentiation

Framework.

4 | Conducting Examines the ATO’s compliance activities directed towards
Compliance optimising voluntary compliance by HWIs.
Activities

5 | Objections and Examines the ATO’s processing of objections and appeals
Appeals against amended assessment lodged by HWIs.

6 | Measuring Examines the ATO’s monitoring and reporting of the performance
Compliance of HWI compliance strategies and activities in mitigating
Effectiveness compliance risks.

47 ANAO, Audit Report No. 46 1999-2000, High Wealth Individuals Taskforce.

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

This chapter examines the governance arrangements and the tools developed by the
ATO to identify and risk-assess the HWI population. It also assesses the reliability of
these tools, and how they are used to implement the HWI compliance strategy.

Introduction

21 Identifying the HWI population and determining differentiated levels
of tax compliance risk is a key element in implementing the ATO’s compliance
strategy and selecting the most appropriate cases for compliance activity. This
task involves four main stages:

J understanding and prioritising the risks associated with the HWI
population, and determining the most appropriate compliance strategy
to mitigate these risks;

. identifying HWIs and linked entities using the most effective internal
and external data;

. using risk engines and analytical models to assess HWIs and determine
their specific level of risk; and

o selecting appropriate cases for compliance activity, in accordance with
the overall compliance strategy.

2.2 Since 2004, the ATO has been developing assessment tools to automate
the identification and risk assessment of the HWI population. These tools
include risk engines, data mining and analytical models with the aim of
reviewing a much larger pool of taxpayers and risks in a shorter timeframe.
Although the tools are designed to be more comprehensive, consistent and
reliable, there remains a degree of manual intervention to support the
identification of the HWI population and compliance risks. It is also important
that effective governance structures and processes are in place to oversee the
development and review of the risk assessment tools. Deficiencies in the
operation of the risk assessment tools could lead to unnecessary costs for
compliant taxpayers, a misuse of ATO’s compliance resources as well as failure
to address non-compliance.
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2.3 The ANAO examined the different tools used by the ATO to risk-assess
the HWI population and assessed if the:

. governance structure and processes to develop and review the risks
and scoring hypotheses underpinning the rating of the HWIs are
effective;

. processing of data by the different assessment tools is supported by

adequate controls; and that the population, risk and scoring rules
implemented to identify and score the higher risk HWIs have been
applied correctly; and

. setting of the boundaries between higher risk and lower risk HWIs
supported the implementation of the HWI compliance strategy.

Risk assessment tools applied to the HWI population

24 The tools used by the PGH business line to identify and risk-assess the
HWI population are continually being updated and refined, as the tax
environment changes. Analysing the tools” outputs also enables the ATO to
gain a better understanding of their effectiveness in identifying and assessing
risks. Three main tools contribute to the risk assessment process. Figure 2.1
provides an overview of these tools and a brief description of their main
functions.
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Figure 2.1:

Assessing Compliance Risks

HWI population identification and risk assessment tools
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ANAO analysis of ATO documents.
ASIC: Australian Securities and Investments Commission.

AIS refers to the database of recreational and commercial maritime vessel registrations
administered by the Australian Maritime Safety Authority.

The Group Wealth System

2.5 The Group Wealth System is a set of algorithms that defines
interdependencies and relationships between entities within economic groups,
including individuals, trusts, partnerships and beneficiaries. It also identifies
links between entities and estimates the net wealth of the controlling
individual. The Group Wealth System uses a range of internal and third party
data sources (such as partnership and trust beneficiary details from tax returns,
Australian Securities and Investments Commission (ASIC) share ownership
and ultimate holding company registers, consolidated company returns and
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superannuation returns), spouse returns and indicators of wealth such as
lifestyle assets, including boats, planes and thoroughbred horses.

The Integrated Scoring Model

2.6 The Integrated Scoring Model is a set of population, risk and scoring
rules that are applied to the Group Wealth System data. Risk rules are a
combination of characteristics and are developed to test a risk hypothesis (a
proposition that explains how the ATO believes non-compliant behavior can
be identified through the analysis of quantitative data). The rules are defined
to: identify the HWI population; assess the HWI population against known
risks; and apply a score to those risks. As at March 2014, the rules applied to
20 risk categories covering 123 risks (See Appendix1 for a list of risk
categories).

2.7 The Integrated Scoring Model also calculates a consequence and
likelihood score for each HWI. Each score comprises several components that
are weighted according to their perceived importance:

. as at March 2014, the consequence score components were wealth
(40 per cent); total business income (40 per cent); tax at risk, based on
economic performance (10 per cent); effective tax rate (five per cent);
and tax reconciliation (five per cent).

. the likelihood score components were the integrated risk rules
(30 per cent); economic performance (30 per cent), complexity of the
HWT’s entities (number and types, 10 per cent); tax performance, based
on effective tax rate (15 per cent); and tax reconciliation (15 per cent).

2.8 In addition, three ‘contextual attributes® applied to the consequence
and likelihood scores: Phoenix activity®; start-up businesses; and advance
pricing arrangements.”® These components and the weighting attributed to

49 Contextual attributes use qualitative and quantitative data-driven measures that provide further
guidance about a taxpayer’s compliance position. They are applied after the base calculation of the
consequence or likelihood score as an uplift or downgrade factor, depending on whether the perceived
risk of non-compliance is increased or decreased. For instance, tax and economic performance
likelihood scores will be reduced for start-up businesses; conversely, a history of association with
Phoenix activities will increase the score as these taxpayers have been found by the ATO to tend to
under-report turnover.

50 Phoenix activity is defined by the ATO as the evasion of tax and/or superannuation guarantee liabilities
through the deliberate, systematic and sometimes cyclic liquidation of related corporate trading entities.

51 An advance pricing arrangement is an agreement between the ATO and the taxpayer that determines,
on a prospective basis, the income tax treatment of specific international transactions over a fixed
period, usually from three to five years.
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them are modified over time, following identified changes in the environment
and/or improved understanding of the impact of the components on
compliance case selection.

The Risk Differentiation Framework

2.9 The Risk Differentiation Framework (RDF) offers a visualisation of the
level of risk represented by each HWI taxpayer (Figure 2.2). All HWIs are
categorised into one of four risk categories (or quadrants) representing a
tax-risk profile, based on the relative likelihood of non-compliance and the
consequences of any potential non-compliance. The RDF is used by the ATO to
guide the nature and intensity of its interaction with taxpayers.

Figure 2.2: Risk Differentiation Framework for HWIs, 2013
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Source: ANAO, based on ATO, Tax Compliance for Small-to-Medium Enterprises and Wealthy Individuals
and ATO, Minute to the PGH Risk Management Committee, 18 October 2013.

210 The categorisation of each HWI's tax risk relative to other similar HWIs

helps the ATO determine the nature and the level of compliance activities, and
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reflects the ATO compliance model (presented in Figure 1.1). The ATO seeks to
apply the following compliance responses to the four risk
categories/quadrants:

. Lower risk HWIs are the largest category of HWIs and may be subject to
basic integrity checks involving letters, questionnaires and phone calls.

J Medium risk HWIs are characterised by a higher likelihood of
non-compliance, but a relatively low level of consequence through this
non-compliance. These can expect periodic reviews from the ATO.

J Key HWIs are considered less likely to be non-compliant, but the
consequences of any potential non-compliance are high. They are
subject to consistent monitoring and the compliance activities
undertaken may include taxpayer visits, letters and advance pricing
arrangements.

. Higher risk HWIs display both a high likelihood of non-compliance and
more serious consequences from non-compliance, based on the relative
size of their wealth or turnover, the nature of the transactions they
undertake, their effective tax rate and their compliance history. The
ATO’s compliance activities can include audits and reviews to deter
non-compliant behaviours.

211 The RDF was implemented in the PGH business line in 2012. It has
become an important medium for communicating the ATO’s
risk management approach to the HWI market.>? For instance, the RDF is
featured in several of the ATO publications aimed at assisting HWIs to comply
with tax laws, and is used by ATO executives when engaging with tax
representatives.>

52 While the RDF is the final visualisation of a process also involving the Group Wealth System and
Integrated Scoring Model, the term RDF is used in this report to refer to the overall process.

53 ATO, Tax Compliance for the Small-to-medium Enterprises and Wealthy Individuals, available from
<http://www.ato.gov.au/General/Wealthy-individuals/In-detail/Compliance-information/Tax-compliance-f
or-small-to-medium-enterprises-and-wealthy-individuals/?page=15> [accessed 24 February 2014],
ATO, Compliance Program 2012—13, ATO, Presentation to the Tax Institute (Michael Cranston), 2013,
available from
<https://www.taxinstitute.com.au/file/bviewnow/1/itemid/B6833870-20D6-11E3-B97A005056A30183>,
[accessed 17 December 2013].
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Developing and reviewing risk rules

2.12

The following three committees oversee the development of the

population and risk rules underpinning the risk ratings assigned to HWIs:

213

the Risk Management Committee is the principal high-level
decision-making committee for the management of risk and intelligence
across the PGH business line. It supports the development of a
‘comprehensive end to end compliance strategy’® for PGH, and meets
monthly;

the Pipeline Governance Committee was established as the “principal
governance, decision-making and ratification forum for endorsement of
proposed changes to the [PGH] risk models, risk scoring and RDF
methodology’.®> The Committee meets annually or bi-annually as the
need arises. It met three times over the period 2012 and 2013; and

the RDF Working Group has been active since June 2012 and aims ‘to
develop and continually improve the [PGH] systemic risk assessment
processes’, including the information technology systems supporting
the RDF outputs. The Working Group met five times in 2012 and three
times in 2013.

The ANAO reviewed the minutes of each committee since their

inception. The minutes indicate that the key decisions relating to the
management of the RDF process are appropriately discussed and endorsed.
Following a previous ANAO recommendation”, the ATO has recognised the
importance of having strong governance mechanisms to support the
development and review of risk rules.

54 ATO, S&ME Risk Management Committee, April 2013, available from the ATO’s intranet, accessed
12 July 2013.

55 ATO, S&ME Pipeline Governance Committee Charter and Terms of Reference, December 2012.
56 ATO, S&ME RDF Working Group Charter and Terms of Reference, December 2012.

57 ANAO, Audit Report No. 16 2011-12, The Management of Compliance in the Small to Medium
Enterprises Market, p. 77.
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2.14

The ATO has a formal process for developing new risk rules and

reviewing existing rules. As part of this process:

2.15

risk managers and risk owners>® work with the Risk, Intelligence and
Strategy team to identify matters of concern using the intelligence
acquired though environmental scans, projects and compliance
activities. Once the risk has been documented and a rule logic
developed, it must be signed-off (approved) by the risk manager and
risk owner;

the new risk rule is then developed, tested and quality-assured for
integration in the Integrated Scoring Model; and

twice a year, the Risk, Intelligence and Strategy team analyses the RDF
outputs and works with the risk manager to recommend treatment
strategies and a compliance plan to be implemented by the National
Case Selection team and the compliance teams.

The ATO advised that existing rules are reviewed once a year for both

efficiency and effectiveness, prior to the RDF being refreshed, by a team
including the risk manager, a senior technical leader®, experienced active
compliance officers and a representative from the Case Selection team. The
review team is expected to consider the rule logic and how the rule has been
applied; the validity of the rule’s supporting documents (for example, risk

guide); and ways to update the rule or develop a new rule. The ATO advised
that compliance officers did not attend all review workshops, because of the
compliance teams” workloads.

2.16

Figure 2.3 provides a schematic representation of the risk rule

development and review process.

58 The business line allocates a risk owner, at a Senior Executive Service classification, and a risk
manager, at the Executive Level classification, for all priority risks. Risk owners of priority risks are
responsible for: deciding the key messages; endorsing new risk rules and changes to existing risk rules;
and approving compliance effectiveness measures and risk mitigation strategies. Risk managers are
responsible for understanding their risk, identifying intelligence requirements and exploring whether
changes are required to clarify legislation or policy. Risk managers are the key contact point for their risk
within the business line.

59 Senior technical leaders are part of the Technical and Case Leadership team, a national team assisting
PGH staff with the resolution of complex tax technical issues.
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Figure 2.3: Risk rule development and review process
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217  Sharing information between the various business capabilities involved
in the identification and treatment of a compliance risk (including compliance
teams), and collecting intelligence from internal and external sources, form a
critical part of an effective risk management process. Compliance teams,
through their work with taxpayers, are well positioned to validate existing
risks and identify new ones. Their insights and case observations represent an
important source of intelligence, including to identify areas of the law that may
require clarification, for instance through the development of a ruling.
However, collecting intelligence from active compliance teams is often a
challenge as operational teams can be at risk of being disconnected from the
risk rule development and review process.

218 The risk rule development and review process, as presented in
Figure 2.3, identifies a step to provide compliance team information to the risk
owners and risk managers and to the Risk, Intelligence and Strategy team. The

ANAO Report No.35 2013—-14
Managing Compliance of High Wealth Individuals

53



ANAQ'’s discussions with a number of compliance officers indicated that they
do not always feel that their feedback is valued or sought, and that even when
they do provide observations on their cases, they are not advised of the
outcome of their contribution.

219 In July 2013, the ATO released a new intelligence framework that has
specifically identified compliance staff feedback as an important mechanism to
detect risk, and has committed to demonstrate to compliance officers that their
observations are valued. A central element of this framework is a new system,
ATOintelligence Discover. This system is for staff, including compliance officers,
to provide feedback, and to share, escalate and interrogate compliance
information. The system is integrated into the electronic case management
system, and replaces the previous intelligence collection system, ATO:.% It has
the potential to address identified weaknesses in the feedback loop between
the risk managers, risk owners, Risk Intelligence and Strategy teams and
compliance teams.

2.20  Further, part of the compliance officers” tasks when conducting a case is
to assess each of the identified risks (the basis on which the case was selected),
to validate or refute these risks, and record in the electronic case management
system the outcome of their analysis. However, there is no systematic process,
using the data from compliance activities, to assess whether the compliance
cases selected through the RDF process identified the higher risk cases. In his
2013 Review into aspects of the ATO’s use of compliance risk assessment tools, the
Inspector-General of Taxation reached a similar conclusion, and made a
recommendation to incorporate compliance officers” experience and case work
results into the risk rule review process.®® The development of such a process
would enable the ATO to better assess the reliability of the RDF process to
identify HWIs at higher risk of non-compliance (ANAO Recommendation 1 at
paragraph 3.29 addresses this issue).

60 Other mechanisms to collect active compliance feedback include: the bi-annual rule review process,
which includes participation by experienced compliance officers; and compliance officers’ case
discussions with compliance team leaders, who in turn communicate with risk managers.

61 Inspector-General of Taxation, Review into aspects of the ATO'’s use of compliance risk assessment
tools, 2013, Recommendation 4.1, p. 111.
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Data processing within the Risk Differentiation
Framework

221 The risk assessment tools used by the PGH business line are
maintained and updated by one area within the Risk, Intelligence and Strategy
team: the Analytics, Information Management and Systems unit. Figure 2.4
provides a representation of the data flow leading to the development of the
RDF.

Figure 2.4: Data flow for the development of the RDF
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2.22  The data flow process involves a succession of steps, some manual and
some automated, which necessitates repeated access to a range of internal and
third party databases. The ATO uses an application, the Risk Assessment and
Profiling Tool (RAPT), to store and execute the Integrated Scoring Model.
RAPT also allows users to view the outcomes of the RDF. All the databases
accessed are stored in the ATO’s Enterprise Data Warehouse®?, as are the
successive outputs from the extraction process and the application of risk rules
conducted at each step.

Controls supporting the data processing

2.23  The quality and integrity of data produced by IT systems is generally
dependent on the complexity of the system, and on the strength of the controls
in place. In the case of the RDF, the information produced is intended to be

62 The Data Warehouse contains replicas of the data from business systems to create business
intelligence that supports business analysis and decision making.
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further analysed and filtered by downstream business processes, which
reduces the need for stringent controls as more reliance is being placed on the
skills and experience of the technical staff who manage the process. If the RDF
was a real time processing system involving financial payments, controls
would need to be more robust, including specific steps to assure the quality
and integrity of data.

224 The ANAO reviewed the IT systems supporting the RDF. These
systems fall under two categories: enterprise-wide systems, and business-line
specific systems. The enterprise-wide systems are the Enterprise Data
Warehouse and RAPT, which are subject to the ATO’s established change
management processes and security access controls.

2.25 The Group Wealth System and the Integrated Scoring Model (as shown
earlier in Figure 2.1) are managed by the PGH business line. As the RDF is
continually being refined, controls over the data and processes are less mature,
and rely on the skills and experience of the staff involved to correctly
implement the data models, and to detect any errors that are present. Some
documents described components of these systems, but there was no
end-to-end system process documentation. Understanding of these systems is
obtained primarily through discussion with the experienced IT staff who
developed and support the systems. The ATO would benefit from
documenting  these  end-to-end  processes (as  represented in
Figure 2.4) with a focus on the key risks and judgements necessary at each
stage in the risk assessment process. This documentation would provide
improved control over the quality of the information produced, as well as
provide guidance to staff.

Application of the population, risk and scoring rules

226 The ANAO selected a sample of eight HWIs scored in the RDF and
assessed whether the risk rules had been correctly applied in the Integrated
Scoring Model, resulting in the correct categorisation in the RDF. ¢

63 The sample of eight was drawn in November 2013. The sample was chosen to include two HWIs (one
confirmed HWI and one candidate HWI) from each quadrant. The sample, although small, covered the
whole end-to-end process of scoring the full Group Wealth System population, and tested the key
system controls in respect of the RDF generation. The Group Wealth System was excluded from the
testing because it relies on data from external sources that is known to be incomplete. Data matching
results in further elimination of data in the Group Wealth System. Testing the system controls, in these
circumstances, would not add value.
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2.27  The systems had correctly applied the rules in each case, and the RDF
correctly reported the output from those rules. Also, for all cases, the
classification of a case in a specific RDF quadrant matched the values recorded,
confirming that the execution of the RDF was correct.

Determining Risk Differentiation Framework quadrants

2.28 As previously discussed, the RDF process is used by the ATO to
determine the level of risk each HWI represents by assessing the relative
likelihood of HWIs not meeting their tax obligations and the consequences of
potential non-compliance. The distribution of the HWI population on the
consequence/likelihood RDF visualisation is presented in Figure 2.5. The
quadrant boundaries were positioned by the Applied Risk, Information,
Intelligence and Strategy team, in October 2013, at 53.86 on the consequence
axis and 46.24 on the likelihood axis (out of a maximum score of 100).

Figure 2.5: HWI population distribution on the RDF, September 2013
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Source: ANAO analysis of ATO data.
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229 The ATO determined the position of these boundaries relative to its
active compliance resources and commitments, and moves the boundaries to
accommodate the different commitments and strategies relative to each
quadrant. For example, the consequence axis boundary was lowered in
October 2013 because the pool of HWIs suitable for review in Quadrant 1 was
exhausted, and 150 additional cases were needed to meet the compliance plan
commitments.

2.30  While it is important that the levels of active compliance resources and
commitment inform the development of the compliance strategy, a sound risk
management approach would see the boundaries between higher risk and
lower risk individuals determined by an analysis of the risk in absolute terms
and of the ATO’s tolerance for the risk. Such an approach would also better
reflect the publicly reported compliance strategy, in particular that ‘placing a
taxpayer in a higher risk category means we apply more comprehensive
verification activities according to the risk they pose and the consequences
should there be non-compliance.”* The implication was that there is first an
overall assessment of compliance risk for each HWI and then an application of
compliance treatments appropriate to that risk. According to the methodology
adopted, however, the converse applied —it was the distribution of the number
of various compliance treatments to be applied that year that dictated the
boundaries of the RDF model and accordingly the allocation of HWIs to risk
categories.

2.31  Further, the weight attributed to wealth and business income® meant
that the wealthiest HWIs could not be categorised as low or medium risk, no
matter how unlikely they were to be non-compliant. Conversely, HWIs who
had a high likelihood of being non-compliant, but had a “‘moderate” wealth and
income when compared to the other HWIs, could not be categorised as higher
risk HWIs. While it may be that the potential non-compliance of the wealthiest
HWIs could have the greatest consequences in terms of tax revenue loss, the
RDF scoring algorithms, as they were weighted, presented a risk of
over-estimating the impact of wealth and income on potential non-compliance.

64 ATO, Tax compliance for small-to-medium enterprises and wealthy individuals, p. 16.

65 These two components of the Integrated Scoring Model algorithms contribute to 80 per cent of the total
consequence score, as outlined in paragraph 2.7.
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232 The ANAO examined the link between wealth and non-compliance,
using the outcomes from the compliance activities completed between
2009-10 and 2012-13. One test was the correlation between the amount of cash
collected following a compliance activity and the HWIs estimated wealth. As
shown in Figure 2.6, there was no distinct pattern for these cash collections and
estimated wealth, indicating little or no correlation between the two.

Figure 2.6: Correlation between wealth and cash collected following
compliance activities, 2009-10 to 2012-13
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Source: ANAO analysis of ATO data.

Note: The scattergram is based on: the 221 HWIs and potential HWIs who were subject to one or more
audits and/or reviews between 2009—-10 and 2012-13 and who had some cash collected by the
ATO as a result of these compliance activities.

2.33 The ANAO also assessed the correlation between a HWI's wealth and
non-compliance, by examining the outcomes of the audits and reviews of
HWIs and potential HWIs conducted between 2009-10 and 2012-13 according
to estimated wealth. This analysis also found little or no correlation between
the two.

2.34 In order to confirm the validity of the weight attributed to the other risk
factors (including business income) used in the Integrated Scoring Model,
there would be benefit in the ATO conducting similar analysis to test the link
between these factors (including business income), and the consequence and
likelihood of non-compliance.

ANAO Report No.35 2013—-14
Managing Compliance of High Wealth Individuals

59



235 The ATO advised in March 2014 that it was refining the RDF process
based on a fixed-boundary model. The single boundary (on the likelihood axis)
would set the PGH business line’s tolerance of risk and create two pools of
taxpayers (those presenting tolerable risk and intolerable risk). Additional
population groups administered by the PGH business line, including wealthy
Australians, would be mapped on the new RDF. Consequently, the axes will be
recalibrated and the weightings of each component used to determine the
likelihood and consequence axes will be reviewed. The ANAO has not
reviewed this new version of the RDF process.

Conclusion

2.36  Since 2004, the ATO has been using and improving a suite of tools to
identify and risk-assess the HWI population. The RDF process was introduced
in 2012, and since then has been regularly refined to improve its accuracy. The
ATO has developed effective governance mechanisms to oversee the
development and review of the risk assessment tools. There are however some
weaknesses in the collection and analysis of feedback from compliance teams,
which may be addressed by the new intelligence system, ATOintelligence
Discover. There is also no systematic process for reconciling the risks identified
through the RDF processes with the risks validated or otherwise by the
compliance teams.

2.37 The PGH business line’s risk assessment tools have evolved in an
iterative manner and are still work-in-progress, with new concepts being
tested and ongoing improvements being implemented. Consequently, while
the RDF control environment is not as mature as some other ATO systems, it is
suitable for the context in which it operates, that is identifying and risk rating
the HWI population from which compliance cases can be selected (further
discussed in Chapter 3). The ATO could take steps, however, to improve the
documentation of the end-to-end RDF tools and processes.

238 The RDF provides a visualisation of the likelihood of taxpayer
non-compliance and the consequence of that non-compliance. Until March
2014, the ATO determined the position of the quadrant boundaries between
higher and lower risk HWIs on the basis of its compliance resources and
commitments rather than in relation to an analysis of risk tolerance. The
weighting applied to wealth and income of HWI taxpayers was a significant
determinant of their risk levels. However, as demonstrated by the ANAO’s
analysis of recent active compliance activities, there was little correlation
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between a HWI's estimated wealth and non-compliance, and between wealth
and the amount of cash collected by the ATO following a successful
compliance activity.

2.39 The ATO advised in March 2014 that as part of the development of a
new version of the RDF, the positioning of the quadrants will be determined
based on an analysis of risk tolerance rather than compliance resources. Also,
the weighting attributed to different risk factors in the RDF will be reviewed to
cater for the complexity and risk profiles associated with the recent
recalibration of the PGH population (inclusion of private groups with turnover
greater than $250 million).
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3. Selecting Compliance Cases

This chapter examines the ATO’s processes for selecting the highest risk HWI cases for
active compliance. It also assesses if the case selection process and the outcomes of
compliance activities provide an indication of the effectiveness of the Risk
Differentiation Framework.

Introduction

3.1 The case selection process is a key step in the implementation of the
ATO’s compliance strategy. Selecting the right cases underpins the success of
meeting the compliance goals outlined in the strategy. The case selection
process is designed to identify the highest risk HWI cases so that they can be
more closely examined by the active compliance teams.

3.2 The ANAO examined the HWI's compliance case selection process to
assess if the:

J cases selected were those representing the highest risk and, if not, there
was a coherent strategy for the selection of lower risk cases; and

o case selection process and outcomes of active compliance activities
provided an indication of the effectiveness of the RDF process to
identify the highest risk compliance cases.

The ANAO analysed data relating to the HWI cases selected for active
compliance activities from December 2010 to September 2013.%

National Case Selection process

3.3 Since January 2011, the case selection process in the PGH business line
has been coordinated by a single team, the National Case Selection team
(previously known as ‘front end operations’).”” Figure 3.1 provides a
representation of the selection process, which involves the following steps:

. the National Case Selection team consults with the Population Strategy
team and risk managers to identify, based on the business line

66 The National Case Selection team has been recording the RDF quadrant for selected cases since
October 2011. The database also included 522 potential HWIs, who have been included in the analysis.

67 The ATO advised that while the National Selection Team commenced operation in January 2011, there
was a period of transition, to November 2011, during which other PGH staff (in particular, compliance
teams) were able to select cases without the National Case Selection team’s involvement.
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compliance strategy, the highest risk taxpayers. Candidates are
primarily identified through the RDF process and the application of
risk rules. A secondary and minor source of candidates comes from
internal and external referrals received via ATOi (now replaced by
ATOintelligence Discover).

the candidate pool is then manually filtered and analysed by the
National Case Selection team to remove anomalies. This filtering
process has been instrumental in refining the RDF risk rules (for
instance, following feedback from the National Case Selection team, a
rule was created to exclude cases that had been audited or reviewed in
the previous 18 months).

panels, comprising a minimum of four directors working across a range
of capabilities and including HWI auditors, are then convened to
determine if the candidate warrants referral to active compliance (to be
submitted for either a preliminary risk review or a comprehensive risk
review), or if it should be rejected ('NFA’—no further action).

candidates approved by the panels are then referred by the National
Case Selection team to the Information Collection team to prepare the
case for active compliance teams. The role of the Information Collection
team is to conduct desktop research, including data matching and if
considered necessary by the panels, to request from the candidate a
private group structure questionnaire.

once information collection is complete (and where a private group
structure questionnaire is required, this step can take up to 60 days),
the candidates are placed in a ‘work bank’, and available for
distribution to the active compliance teams.

68

The private group structure questionnaire requests the full details of all private entities associated with
the HWI, the HWI's family members or other associates. It helps the ATO gather information to gain a

better understanding of how HWIs conduct their business and tax affairs. Taxpayers have 28 days to
return the completed questionnaire. Available from
<http://www.ato.gov.au/Calculators-and-tools/Highly-Wealthy-individuals-entity-questionnaire/>
[accessed 24 January 2014].
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Figure 3.1: Case selection process
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Source: ANAO analysis of ATO documents.

3.4 The aim of the case selection process is to provide a ‘just in time” pool
of risk cases, reflecting the PGH compliance strategy. The selection of cases
available also needs to match the requirements of the Active Compliance
teams, based on the teams’ commitments and resources. These requirements
are described in the PGH delivery plan, and based on the commitments
outlined in the annual business line plan. The delivery plan identifies, for all
case compliance teams around the country and by region, the number and type
of cases that are needed to meet the annual commitments. The delivery plan is
updated regularly to reflect the progress of compliance activities.

3.5 The ANAO examined the HWI data recorded by the National Case
Selection team on cases assessed between December 2010 and September 2013.
Twenty-seven panels were convened during this period, considering a total of
1445 HWI cases, of which 94 per cent were identified using the RDF process
(other sources were referrals and ‘spin-off’ cases®) (Table 3.1).

69 ‘Spin-off cases are those that have been escalated from a less intensive compliance activity, such as a
preliminary risk review, to a more intensive activity, such as a comprehensive risk review or an audit.
These cases do not go through the National Case Selection process. A new case number is created
directly by the active compliance teams.
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Table 3.1: Cases assessed by the National Case Selection team,
December 2010 to September 2013

Cases assessed per Cases sourced from RDF
financial year

December 2010-June 11 155 155 100

2011-12 589 553 94
2012-13 531 496 93
July—Sept 2013 170 159 94
Total 1445 1363 94

Source: ANAO analysis of ATO data.

3.6 Three outcomes are possible for candidates considered in the selection
process:

° rated as no further action, if the panel assesses that the risks presented
by the candidate are not sufficiently high;

. referred to active compliance for a preliminary risk review, when the
panel agrees that the risks identified though the RDF process are valid,
and warrant further desktop examination; or

J referred to active compliance for a comprehensive risk review, when
the panel agrees that the risks are valid and significant, and warrant
contacting the taxpayer to request further information.

3.7 The results of the panels’ assessments (outlined in Table 3.2) indicate
that results were consistent for the period December 2010 to July 2013, with the
majority of cases (52to55 per cent) referred to active compliance for a
preliminary risk review. The balance of remaining cases (42 to 48 per cent)
were rated as no further action, and between one to three per cent of cases
were referred for a comprehensive risk review.
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Table 3.2: Panel decisions, December 2010 to September 2013

Panel decision

Cases assessed per No further action Cases selected for Cases selected for
financial year cases a preliminary risk a comprehensive
review risk review
No. No. % No. %
December 155 74 48 80 52 1 1
2010—June 2011
2011-12 589 247 42 326 55 16 3
2012-13 505 230 46 263 52 12 2
July—Sept 2013 163 69 42 24 15 70 43
Total 1412 620 44 693 49 99 7
Source: ANAO analysis of ATO data.
Note: A database of 1445 cases was provided by the ATO. The panel decision was not recorded for

33 of these cases (2 per cent) assessed from July 2012. The table is based on the reduced
sample pool of 1412 cases. Percentages may not add to 100 due to rounding.

3.8 From July 2013, to further streamline the process, and taking into
account improvements to the RDF process through feedback, the ATO has
removed the use of panels to select HWI candidates for active compliance
action. The ATO’s revised policy was that all HWIs from the highest risk
quadrant of the RDF (Quadrant 1) and the top 10 per cent of HWIs of other
population groups may be subject to a comprehensive risk review. These cases
were, however, submitted to a brief examination by the National Case
Selection team (comprised of ex-compliance officers), that considers if the risks
identified by the RDF appear to be valid and warrant further investigation.

3.9 The revised policy is reflected in the case numbers outlined in Table 3.2
from July to September 2013. Over this period, while the number of cases
considered to require no further action remained consistent with the previous
years at 42 per cent, the number of cases referred for a comprehensive risk
review rose to 43 per cent (between one and three per cent in previous years).

3.10 The ATO advised in March 2014 that subsequent to the implementation
of the revised version of the RDF, the RDF will not identify the four current
broad risk categories (quadrants). Rather the RDF will be a two-category
model: lower risk/concern and higher risk/concern. However cases to be
selected for a ‘heavier touch’ (reviews and audits) will still be drawn, overall,
from the pool of higher-risk candidates, as identified through the RDF process.
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311 The ANAO identified in its audit of the management of compliance in
the small to medium enterprises market in 2011, that the absence of a
centralised case selection process presented some limitations, and that at the
time, the business line had no assurance that it was targeting the highest
priority cases.” The establishment of the subsequent National Case Selection
team has addressed some of the issues raised by the ANAO. In particular, the
National Case Selection process supports:

J the national oversight of case selection;

. a more systematic and robust process for selecting cases (through
panels and/or analysis by the National Case Selection team); and

J better alignment between the compliance strategy and active
compliance resources and commitments.

Selecting the highest risk cases

312 The ANAO examined the National Case Selection database to
determine whether, for the period October 2011 to September 20137}, the cases
selected using the RDF process were those presenting the highest compliance
risks. Table 3.3 indicates that while 60 per cent of cases originated from
Quadrant 1 (the highest risk quadrant), a substantial proportion (24 per cent)
were also drawn from the lowest risk quadrant (Quadrant 4). Another nine
and seven per cent of cases were selected from Quadrant3 and Quadrant 2
respectively.

70 ANAO, Audit Report No. 16 2011-12, The Management of Compliance in the Small to Medium
Enterprises Market, p. 91. As previously noted, the Small to Medium Enterprises business line became
the Private Groups and High Wealth Individuals business line in July 2013.

71 The RDF quadrant source was only recorded from October 2011.
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Table 3.3: RDF quadrant of selected compliance cases, October 2011

to September 2013
RDF 2011-12 2012-13 2013 to
quadrant September
No. No. No.

Quadrant 1 39 9 451 90 161 99 651 60
Quadrant 2 74 17 5 1 0 0 79 7
Quadrant 3 53 12 46 9 2 1 101 9
Quadrant 4 259 61 0 0 0 0 259 24
Total 425 100 502 100 163 100 1090 100

Source: ANAO analysis of ATO data.

Note: A database of 1445 cases was provided by the ATO. The RDF quadrant was identified, from
October 2011, in 1090 of these cases (75 per cent). The table is based on that reduced sample
pool. Percentages may not add to 100 due to rounding.

313 The ATO advised that once the pool of Quadrant1 candidates was
exhausted (that is, all candidates had been assessed), a decision was made by
the Population Strategy team, in consultation with the business line executives
to draw on cases from the other quadrants. The additional cases selected
presented likelihood and consequence profiles that were similar to that of cases
from Quadrant 1.72

3.14 Reviewing compliance outcomes from cases drawn from different risk
quadrants can assist in determining the validity of the RDF categorisation.
Using a sample of the cases drawn from the four quadrants in 2011-12 would
have enabled the ATO to analyse the outcomes of cases across all quadrants to
assess the effectiveness of the RDF process. However such analysis was not
undertaken.

Using the case selection process to measure the effectiveness of
the RDF

3.15 The Inspector-General of Taxation recommended in his 2011 report that
the ATO should ‘assess the effectiveness of its upstream risk identification
processes’.” In response, in February 2013 the PGH business line conducted

72 The ATO advised that a high number of cases was selected from Quadrant 4 as that quadrant had a
higher proportion of cases than Quadrants 2 and 3.

73 Inspector-General of Taxation, Review into the ATO’s compliance approaches to small to medium
enterprises with annual turnovers between $100 million and $250 million and high wealth individuals,
December 2011, p. 72.
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the first review of its risk assessment processes since the introduction of the
RDF process in 2012. The review identified five key measures that supported
the assessment of the performance of the risk assessment tools. Table 3.4 lists
these measures and the ANAQ's assessment of their suitability.

Table 3.4: Performance measures of risk assessment tools
Performance  Description ANAO assessment of the suitability of
measure the measure
Strike rate Only calculated for cases for A higher strike rate may indicate that the

which an audit was conducted.
A ‘strike’ case is recorded
where a financial outcome was
reached. The strike rate is:
total ‘strike’ audit cases
divided by total audit cases.

initial risk assessment was correct.

This is a partial measure of risk
assessment performance as it only
includes audits. It also implies that a risk
was correctly identified if a financial
outcome was reached — whereas a
financial outcome may have been reached
based on a different risk identified by the
compliance officer. The strike rate is not
adjusted for the results of objections or
appeals.

Escalation rate

Escalation from a lower
intensity compliance activity,
for instance a preliminary risk
review, to a higher intensity
activity, for instance a
comprehensive risk review.

An escalation can indicate that the initial
selection of the case was worthwhile as a
compliance risk was confirmed. However,
cases may have been escalated following
the identification of a new risk during the
course of the review, rather than
confirmation of the risk originally identified.
Also, the risk may have been resolved by
the lower level compliance activity (such as
preliminary risk review prompting a
voluntary disclosure). In this circumstance
the case would not be escalated, but would
result in a positive outcome.

No further A case can be assessed as no | A high rate of cases assessed as no further
action case further action by the active action can indicate that the initial risk
analysis compliance teams for a range assessment was incorrect.

of reasons, including that the
risk for which the case was
selected in the first place was
not confirmed. Cases that
have been assessed as no
further action are closed.

This measure requires significant manual
analysis (each case must be individually
accessed and analysed in the case
management system). It also relies on the
accurate recording of information by the
compliance officer.
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Performance
measure

Description

ANAO assessment of the suitability of
the measure

National Case
Selection
panel
validation rate

The proportion of cases that
have been selected through
the RDF process and
subsequently validated by the
National Case Selection
panels (composed of
experienced active compliance
officers, who independently
review the cases) as worthy of
further action by the active
compliance area.

Improvement in the validation rate indicates
an increase in the panel’s confidence in
cases selected through the RDF process.

It provides a good indication of the
effectiveness of the RDF process in
identifying cases that can be further
investigated by the compliance teams.
However, it does not measure the
effectiveness of the RDF process in
identifying valid risks, as these are only
validated through subsequent compliance
activities. The ATO no longer uses panels.

Risk rule Compares the risks identified This is the only direct and the most reliable
confirmation through the RDF process to measure of the performance of the risk
rate the risks confirmed, not tools as it focuses on the risk, which is the
addressed or newly identified key determinant for the identification of
by the compliance officer, cases in the RDF.
using information recorded by | |t requires considerable manual analysis
the compliance team in the and relies on the accurate and
electronic case management comprehensive recording of case notes by
system. the compliance officer.
Source: ANAO analysis of ATO documents.

316 Of the five measures, three (strike rate, escalation rate and panel
validation rate) were being assessed and reported to the PGH executive
management prior to the February 2013 review. The two other measures, no
further action case analysis and risk rule confirmation rate, were compiled for
the purpose of the February 2013 review. The PGH report proposed that the
results be used as a baseline for subsequent assessment of these two measures.

3.17 The February 2013 review focused on the compliance cases initiated
and completed between July and October 2012 (112 cases). The sample did not
include any audits as this activity has a longer cycle time than the four-month
period selected for the review. Consequently, the strike rate, which is
calculated only on audits, was not assessed. The escalation rate was reported to
be 29 per cent, consistent with other periods.”

74 The ANAO examined the escalation rate for the panels conducted from July to October 2012 (four
panels) and found an escalation rate of 45 per cent. This result could not be reconciled with the result
presented in the ATO report (29 per cent).
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3.18 The results reported by the ATO for the three other measures were as
follows:

. the panel validation rate was found to be 79 per cent, which meant that
around eight out of 10 cases identified by the RDF process were
confirmed as worthy of further investigation by the National Case
Selection panels. This result was compared to the panel validation rate
for cases submitted in 2011, before the introduction of the RDF, and
was found to be six percentage points higher in 2012.7

. the results from the no further action case analysis and risk rule
confirmation rate were combined. The report concluded that 62 risk
rules were identified across the 112 cases reviewed, 13 of which
required refinement. These 13 rules were to be reconsidered in
subsequent RDF updates.

319 Of the five performance measures, the risk rule confirmation rate
contributes most strongly to the assessment of the effectiveness of the risk
assessment tools. According to the ATO, the results from the February 2013
report provided very useful information on the effectiveness of the rules, and
on ways to improve them. The ATO has not repeated the analysis but advised
that other processes were used to assess the effectiveness of the risk rules, in
particular the risk rule review described in paragraphs 2.14 and 2.15 and the
new intelligence gathering tool ATOintelligence Discover. However, the review
of the risk rule process, even when feedback from compliance teams is
included, does not replace the quantitative assessment of the outcomes of the
active compliance cases. Such assessment is a key element to evaluating the
effectiveness of the RDF process.

75 The ANAO analysed panels conducted July to October 2012 and found a validation rate of 65 per cent.
This result could not be reconciled with the result presented in the ATO report (79 per cent).
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ANAO analysis of compliance cases identified through the RDF

3.20

The ANAO analysed the compliance cases identified through the RDF

process and assessed by the National Case Selection process in 2011-12 and
2012-13 (to September 2013) in order to gain insight into the effectiveness of
case selection. Data from the selection process and from the active compliance
work can be used to assess the effectiveness of the RDF process in several

ways:

Cases rated as no further action by the National Case Selection process: The
RDF process provides for the rules to be improved continuously
through feedback from the selection process and from compliance
outcomes. This should result in the proportion of cases rated as no
further action decreasing over time. In addition, the large number of
cases selected in 2011-12 from the lowest risk quadrant, Quadrant 4,
enables a comparison with cases from Quadrant 1. For example, if the
RDF process is effective in categorising the highest risk candidates in
Quadrant 1, the number of cases rated as no further action should be
substantially lower in this quadrant than in the lowest risk quadrant,
Quadrant 4.

National Case Selection decision to direct cases to a preliminary risk review or
a comprehensive risk review (validation rate): the cases for which the
RDF-identified risks have been confirmed by the National Case
Selection team and are directed to active compliance. Consequently, the
number of cases directed toward a preliminary or a comprehensive risk
review should be higher in Quadrant 1 than in Quadrant 4.

Active compliance escalation rate: As indicated in Table 3.4, escalation of a
case to a more intense compliance activity can indicate that the initial
risk identification by the RDF was correct. Further, the escalation rate
could be expected to be higher from cases from Quadrant 1 than from
Quadrant 4.

Active compliance case outcome: an outcome from a compliance case is
achieved when a liability is raised. Cases originating from the higher
risk quadrants should reach an outcome more often than other cases.
However, it is not currently possible to conduct this analysis as the RDF
quadrant is not recorded consistently in the ATO’s electronic case
management system.
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3.21 The number of cases rated as no further action has remained relatively
stable over time, at 44 per cent on average for the period December 2010 to
September 2013 (Table 3.2 on page 66). Table 3.5 shows that the percentage of
no further action cases, and the percentage of cases directed to active
compliance for a preliminary risk review, are comparable across all quadrants.

Table 3.5: National Case Selection decisions, October 2011 to

September 2013

RDF quadrant No further action Cases selected fora Cases selected for a
cases preliminary risk comprehe_nsive risk

review review
No. No. % No. %
Quadrant 1 651 296 45 277 43 78 12
Quadrant 2 79 37 47 41 52 1 1
Quadrant 3 101 49 49 45 45 7 7
Quadrant4 | 259 108 42 143 55 8 3
Total 1090 490 45 506 46 94 9

Source: ANAO analysis of ATO data.

3.22  Table 3.6 presents the results of the escalation rate analysis, overall and
by quadrant, for the 424 compliance cases completed in 2011-12 and 2012-13.

Table 3.6: Active compliance escalation rate by RDF quadrant,
2011-12 and 2012—13

Complian Financial year Quadrant
ce cases
201112 2012-13 Total Quadrant Quadrant Quadrant Quadrant

Total 251 173
cases
completed
No. of 110 68 178 71 20 14 73
cases
escalated
% of cases 44 39 42 43 39 30 45
escalated

Source: ANAO analysis of ATO data.
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3.23  The results from Table 3.5 and Table 3.6 indicate that:

. the RDF process has not improved its effectiveness in identifying the
highest risk cases over this time period. Consistently since 2011-12,
about one in two cases selected through the RDF process are deemed to
warrant further examination by the National Case Selection process;

J there are no significant variations in the National Case Selection team’s
decisions for cases from different quadrants. Whether a case is
categorised as higher or lower risk through the RDF process does not
demonstrably impact on the decision reached by the National Case
Selection, following manual examination of the case; and

. the escalation rate is not significantly different over time, or between
cases from different quadrants. Whether a case is categorised as higher
or lower risk by the RDF process does not impact on the decision by
active compliance teams to escalate (or not) the case for a more
intensive examination.

3.24  As previously mentioned, there are limitations in the completeness of
this analysis.” However, these results create uncertainties regarding the
effectiveness of the RDF process in differentiating the risk profile of HWI
taxpayers.

Conclusion

3.25 The establishment of the National Case Selection process in
January 2011 has contributed to a more coordinated approach to selecting
compliance cases. The ATO uses the RDF as the primary source of cases
selected for active compliance, with 94 per cent of cases selected between
December 2010 and September 2013 having been identified through the RDF
process. In 2011-12 the ATO selected 61 per cent of compliance cases from the
lower risk quadrant of the RDF (Quadrant 4), but with likelihood and
consequences profiles considered similar to higher risk cases. In the
subsequent period to September 2013, almost all cases were selected from the
highest risk quadrant (Quadrant 1).

76 In particular, the ATO advised that although sourced from different quadrants, the cases from
Quadrant 4 presented likelihood and consequence profiles similar to those of Quadrant 1.
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326 In response to a recommendation from the Inspector-General of
Taxation, the ATO initiated a review of its risk assessment processes. Five
measures were developed. Useful information was collected from one of these
measures, the risk rule confirmation rate, which was used to improve the RDF
process. The ATO has not repeated the exercise. Evaluating the effectiveness of
the RDF process in identifying the highest risk compliance cases assists in
assessing if compliance resources are being used effectively, and supports
continuous improvement processes. There would be benefit in the ATO
collecting and analysing the relevant performance data.

3.27  The pool of lower risk cases selected for compliance action in 2011-12
allowed the ANAO to assess the validity of the RDF ratings by comparing the
outcomes of the National Case Selection and active compliance processes
between these cases and high risk rated cases. This analysis showed no
improvement in the performance of the RDF over time; and no significant
difference in compliance outcomes between higher risk cases (Quadrant 1) and
lower risk cases (Quadrant4). This analysis raises issues about the
effectiveness of the RDF process in selecting the highest risk cases and
emphasises the importance of the ATO regularly reviewing the RDF process as
initially planned.

3.28 The ATO advised in March 2014 that the four risk categories reflected
by the quadrants will not be used in the new version of the RDF. However, this
change in the categorisation of higher and lower risk HWIs does not preclude
the need for the evaluation of the compliance outcomes, in order to test the
effectiveness of the RDF.

Recommendation No.1

3.29  To improve the reliability of the Risk Differentiation Framework (RDF),
the ANAO recommends that the ATO analyses the outcomes of active
compliance cases to assess the effectiveness of the RDF process in identifying
those HWI taxpayers at higher risk of non-compliance.

ATO response:

3.30 Agreed. The ATO will continue to build upon our existing approaches to
improve our risk assessment process.
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4. Conducting Compliance Activities

This chapter examines the ATO’s compliance activities directed towards optimising
voluntary compliance by HWI taxpayers.

Introduction

4.1 One of the ATO’s goals is to support people to understand their rights
and responsibilities, and protect the community by deterring, detecting and
dealing with those taxpayers who do not meet their obligations.” To achieve
this goal, the ATO uses two broad categories of compliance activities:
voluntary compliance activities that encourage taxpayers and their
representatives to understand and comply with their obligations; and active
compliance activities that seek to verify information or enforce tax law.

4.2 Voluntary compliance is promoted through marketing and
communication strategies, and interpretative assistance such as general advice,
rulings and interpretation of legislation. Active compliance includes targeted
campaigns, reviews and audits. Campaigns are aimed at delivering compliance
education, gathering intelligence and conducting early intervention activities.
In the PGH business line, campaigns typically target specific risks (such as
under-reporting of capital gains tax or fraudulent Phoenix behaviour),
identified across the entire PGH population, rather than for specific
populations. Only a minority of campaigns will target HWIs as a specific
group. Rather, HWIs will be included in campaigns, together with other PGH
taxpayers, when they represent a targeted risk. Campaigns are conducted
through letters, telephone calls, or other communication media such as
webinars. Risk assessment tools, in particular the Integrated Scoring Model,
are used to identify those taxpayers who will be subject to a risk-based
campaign.

4.3 The ATO conducts three types of reviews and audits, according to the
level of perceived risk: preliminary risk reviews’; comprehensive risk reviews;
and audits. Table 4.1 outlines their purpose and cycle time standards.

77 ATO, Compliance Program 2012—-13, p. 1.

78 The ATO advised that the PGH business line has not conducted preliminary risk reviews since
June 2013.
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Table 4.1: Characteristics of ATO key active compliance activities
Activity Purpose Cycle time
standards’
Preliminary Develop an understanding of a taxpayer’s business Between 40
risk review structure and activities, tax obligations and risk profile to and 60 days

determine if further review is warranted.
Internal review that may not involve contact with taxpayer.

Comprehensive| Detailed analysis of a taxpayer’s private and business Between 30
risk review activities to determine if identified risks require further and 365 days
explanation or treatment.

Taxpayers are provided with an opportunity to respond to
identified risks.

Audit Specific issue or wide-ranging investigation to confirm that Between 180
the correct tax has been paid. They usually follow a risk and
review although cases may go straight to audit from case 1095 days
selection. (three years)

Audits may be desktop, where the ATO contacts the taxpayer
by letter or telephone, or a field audit, where the ATO collects
evidence from the taxpayer’s premises.

Source: ANAO analysis of ATO documents.

Note 1: Cycle times refer to the timeframe for completion of a review or audit determined by the
compliance team at the start of the case examination. They vary depending on the type of activity
and the complexity of the case. During the course of the audit, cycle times were changed:
comprehensive risk reviews should not exceed 180 days and audits should not exceed 720 days.

4.4 The ATO allocates significant resources to active compliance activities,
which also impose a compliance burden and cost on taxpayers. Audits, in
particular, usually involve substantial interaction between the ATO and the
taxpayer, with the taxpayer incurring costs in: complying with ATO requests
for information and meetings; seeking professional advice on technical tax
issues; and engaging technical expertise to assist in responding to audit
requests for information.

4.5 The ANAO examined the effectiveness of key elements of the ATO’s
compliance program for HWI taxpayers, focusing on the period 2009-10 to
2012-13, by reviewing the:

. activities to encourage and improve voluntary compliance; and
. conduct of audits and reviews.

4.6 The ANAO'’s review focused on the ATO’s administrative processes,
including key approval and control mechanisms. The ANAO did not assess the
accuracy of decisions involving the application of tax law or other relevant
considerations.
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Voluntary compliance activities

4.7 The ATO seeks to improve voluntary compliance by: informing
HWIs—to raise awareness and influence participation in the system; and
consulting, involving, and collaborating—to foster an environment that
encourages willing participation. In order to achieve this, the ATO has
committed to:

e provide taxpayers with the tools and support to help them meet their
obligations; and

e engage directly with HWIs and work closely with their tax agents to help
HWTIs meet their tax obligations.

Providing tools and support

4.8 The ATO website has a dedicated ‘wealthy individuals” page for HWIs,
potential HWIs, wealthy Australians and their advisers. The webpage contains
hyperlinks to the PGH’s key publication, Tax compliance for small to medium
enterprises and wealthy individuals”, and targeted forms and information, such
as the private group structure questionnaire. The PGH publication sets out the
ATQO’s approach to risk management, and contains hyperlinks to ATO website
pages and publications. It targets the entire PGH market, including HWIs, and
was developed with assistance and feedback from a number of key
stakeholders.®® Between September 2012 and 31 December 2013, the publication
was accessed online almost 12 000 times.

4.9 Users can also access tax specific information, such as online tools and
calculators. Technical assistance is available from the wealthy individuals
webpage or via: one of the portals for registered users; or the individuals,
business, non-profit, super, and tax professionals tabs. Users can search the
website using the tax topics tab.

79 Released in September 2012, the booklet replaced the ATO’s Wealthy and Wise: A Tax Guide for
Australia’s Wealthiest People booklet. The new booklet sets out the ATO’s approach to compliance
approaches for private groups, HWIs and wealthy Australians. Available from
<http://www.ato.gov.au/General/Wealthy-individuals/In-detail/Compliance-information/Tax-compliance-f
or-small-to-medium-enterprises-and-wealthy-individuals/?default=&page=1> [accessed
19 November 2013].

80 The ATO established an external reference group drawn from a broad cross-section of law and
accounting firms and consulted key stakeholders, including the National Tax Liaison Group forum
members, members of the Small and Medium Entreprises community, and ATO staff.
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410 In addition, the ATO’s online media centre provides links to: speeches
by the Commissioner of Taxation and senior ATO executives; ATO media
releases; and various articles on tax topics. Senior ATO executives are regularly
interviewed and reported in the printed media, and use these opportunities to
publicise the ATO’s key messages.!

Direct engagement

411 The ATO has had an ongoing focus on HWIs and their advisers since
1996 and has built and modified its engagement and communication strategies
over many years. The ATO writes to newly identified HWIs to remind them of
their tax obligations. As over 95 per cent of PGH taxpayers are represented by
a tax practitioner, the ATO also visits the largest accounting firms and has a
schedule of visits to selected tax practitioners to discuss RDF risk reports.
Stakeholders consulted by the ANAO acknowledged that the ATO senior
executive team has made significant effort to establish positive working
relationships with HWIs, through their representatives, for many years.®

412 The ATO also engages with taxpayers, industry groups and tax
practitioners through ATO and PGH business line forums. Of relevance to
HWTIs and their representatives are the ATO Tax Practitioner Advisory Group
and the National Tax Liaison Group. Under new consultation arrangements,
issues may also be registered with the ATO for attention by the relevant
business area.

413 To reduce compliance costs and to provide greater certainty, the ATO
and taxpayers may also enter into an annual compliance agreement such as an
advance pricing arrangement. These arrangements determine, in advance, the
income tax treatment of specified international transactions over a fixed
period, usually between three and five years. The ATO advised that despite
efforts to promote this type of arrangements to HWIs, only one agreement had
been signed during the period 2009-10 to 2012-13. HWIs can also request a
public or private binding ruling for areas of the law where the ATO has not yet

81 For example, Katie Walsh, ‘Taxman doubles its special scrutiny’, Australian Financial Review,
16 July 2013, and Nassim Khadem, ‘Tax Office in pursuit of wealth’, Business Review Weekly,
May 23-July 3 2013.

82 The ANAO invited 24 accounting and law firms and industry representatives to provide feedback on the
ATO’s management of compliance of HWI taxpayers. Of these, 14 participated in teleconferences
conducted in October 2013.
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established a clear position or if the taxpayers desire certainty on the ATO’s
view about a specific transaction.®

414 The ATO has a number of strategies in place to assess and evaluate the
effectiveness of its voluntary compliance activities at the PGH market level. It
monitors media coverage and conducts regular surveys and market research of
taxpayers and tax practitioners. In relation to HWIs, however, no market
research or evaluation of voluntary compliance activities has been conducted
since 2009-10. The ATO’s Business Perceptions Survey included some
questions relating specifically to wealthy Australians for the first time in 2013.%

Conclusion

415 The ATO’s strategy to improve voluntary compliance by HWI
taxpayers includes being transparent about its key areas of focus, providing
information and engaging with HWIs and their representatives. Key messages
are disseminated through the ATO’s compliance program, annual reports,
speeches delivered by the Commissioner and senior ATO executives, and the
media.

416 There are few activities that specifically target HWIs, with almost all
voluntary compliance activities directed towards the broader PGH market. As
most PGH taxpayers, including HWIs, engage tax practitioners, the ATO has,
however, developed a range of activities that engage directly with tax
practitioners.

Active compliance campaigns

417  The PGH business line conducts compliance campaigns to target risks,
using the risk assessment tools supporting the RDF, across all the PGH
taxpayer populations. In almost all cases, the HWI population is not targeted
specifically. In 2013-14, the PGH business line committed to conduct
425 campaign activities, only seven of which will specifically target HWI
taxpayers (on tax risks associated with: non-lodgement; capital gains tax; and
tax treatment of gains and losses from financial arrangements). HWIs may also

83 The ATO does not keep a separate record of rulings requested by HWIs.

84 The questions concerned awareness of the ATO’s ‘wealthy Australians programs’ (13 per cent of
respondents were aware); and perceptions of how effectively the ATO deals with the tax obligations of
the wealthy in Australia. The ATO advised that opinions were split on this second question, with
40 per cent of small and medium enterprises considering that the ATO dealt with the tax obligation of
the wealthy in Australia effectively, but a similar proportion (38 per cent) disagreed.
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be included in campaigns focusing on other risks, where these risks apply
more generically.

418 While the ATO identifies the planned campaigns that may include
HWIs, it does not report specifically on the extent to which HWIs have actually
been covered by these campaigns. The only compliance activities reported for
HWIs are audits and reviews. Identifying the extent to which HWIs are
included in PGH risk-focused campaigns would enable the ATO to report its
performance in conducting compliance activities in line with the compliance
strategy.

Audits and reviews

419 Using data recorded on the ATO’s case management system, the
ANAO reviewed the ATO’s conduct of HWI audits and reviews finalised
between 2009-10 and 2012-13% against the following criteria:

. outcomes, in particular financial outcomes and population coverage;

J timeliness, including the ATO’s performance against service standards;
. costs, examining how the ATO assesses the cost of audits and reviews;
. documentation, focusing on the accurate recording of key documents

and approvals; and

. engagement with stakeholders.

Outcomes

4.20  Since 2009-10, the ATO has completed on average 775 HWI audits and
reviews every year. For 2013-14, the PGH case plan proposes 119 audits and
835 risk reviews of HWI taxpayers. Over the 2009-10 to 2012-13 period, the
ATO completed 3100 HWI audits and reviews (Table 4.2).

85 The database comprised 330 potential HWIs, which for reporting purposes are referred to as HWIs.
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Table 4.2:

Activity

2009-10

2010-11

2011-12

Completed HWI audits and reviews, 2009-10 to 2012-13

Total

Preliminary risk review 518 396 459 439 1812
Cor_nprehensive risk 328 240 196 236 1000
review

Audit 27 74 95 92 288
Total 873 710 750 767 3100

Source: ANAO analysis of ATO data.

4.21 For each compliance case, the ATO records the amount of liability
raised, if any, and the amount of cash eventually collected. For the period
2009-10 to 2012-13, 378 cases raised a liability, for a total value of $3.2 billion.
The top 10 cases raised 40 per cent of all liabilities, and 95 per cent of all
liabilities were raised from the top third®® of cases (Table 4.3).

Table 4.3: Liabilities raised from HWI compliance activities, 2009-10 to

2012-13

Per cent

Liabilities raised

Top third (126 cases) $3 001 370 629 95
Middle third (126 cases) $153 746 799 5
Bottom third (126 cases) $10937 178 0
Total (378 cases) $3 166 054 606 100

Source: ANAO analysis of ATO data.

4.22 The ATO advised that cash collections can be delayed due to long
payment schedules and dispute resolution activities. Also, liabilities may be
collected in subsequent years for the 2009-13 period, and adjustments to losses
can have a positive effect on future revenue collections. The ANAO’s analysis
determined that 159 HWI reviews and 136 audits conducted during the period
2009-10 to 2012-13 recorded a cash collection.®” The total amount of cash
collected for these compliance activities was almost $852 million, 27 per cent of
all liabilities raised by the ATO. Ninety per cent of all the cash was collected

86 This comprised the 126 cases that generated the highest amount of liabilities raised.

87 Cases that have not yet been recorded as completed on the ATO electronic case management system
can still indicate an amount of cash collected. These cases have been included in the ANAO analysis.
In total, there were 446 audits and 1192 comprehensive risk reviews in progress or completed for the
period 2009-10 to 2012-13.
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from the top third of cases. The bottom third generated less than one per cent
of the cash collected (Table 4.4).

Table 4.4: Cash collected from HWI compliance activities, 2009-10 to

201213
Tier Cash collected Per cent
Top third (98 cases) $769 887 977 90
Middle third (98 cases) $74 240 073 9
Bottom third (99 cases) $7 741 313 1
Total (295 cases) $851 869 363 100

Source: ANAO analysis of ATO data.

4.23 The ANAO assessed the proportion of audits and comprehensive risk
reviews with a financial outcome. Preliminary risk reviews were excluded
from the analysis as they do not generally reach a financial outcome or involve
contact with the taxpayer.® Rather, if the compliance officers consider the risks
worth pursuing, they escalate the case to a more intensive activity, usually a
comprehensive risk review, which can have three outcomes: issue of an
amended assessment; escalation to audit; and decision to take no further
action. A comprehensive review that is escalated to an audit is not considered
by the ATO to represent a negative outcome, as the ensuing audit may reach a
financial outcome. Further, the ATO advised that, while financial outcomes are
not generally expected from comprehensive risk reviews, they occur where
straightforward adjustments are required, including when taxpayers take the
opportunity to make voluntary disclosures.

4.24 The ANAO'’s analysis of the proportion of HWI cases with a financial
outcome estimated that 16 per cent of comprehensive risk reviews and
30 per cent of audits completed or still in progress during the period 2009-10
to 2012-13 resulted in a cash collection.® Forty-nine per cent of all cash
collected from audits was from the top 10 audits, and 52 per cent of all cash

88 Between 2009-10 and 2012-13, only five (out of 1812 completed) preliminary risk reviews had a
financial outcome, totaling $3.6 million.

89 This analysis was an estimate as the ATO'’s records did not indicate whether a case had been escalated
prior to 2011-12. For the two-year period 2011-12 and 2012-13, 102 comprehensive risk reviews were
escalated to audits. Extrapolating this number to the four years 2009-10 to 2012-13, 204 reviews (of
1192) can be considered to have been escalated to audits that could reach a financial outcome. The
ANAO removed these 204 potentially successful compliance activities from the base number of
comprehensive risk reviews completed or in progress (1192 minus 204) and used the total (988) to
calculate the rate of financial outcome (154 divided by 988 is 16 per cent).
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collected from comprehensive risk reviews was from the top 10 reviews.
Ninety per cent of all the cash was collected from 12 per cent of audits and
five per cent of comprehensive risk reviews completed or still in progress
(Table 4.5).

Table 4.5: Cash collected from HWI audits and comprehensive risk
reviews, 2009-10 to 2012-13

Total number of audits with a cash collection 136
Total cash collected from audits $671 million
Cash collected from the top 10 audits 49%
Number (%) of audits to collect 90 per cent of the cash collected from audits 55 (12%)
Total number of comprehensive risk reviews with a cash collection 154
Total cash collected from comprehensive risk reviews $177 million
Cash collected from the top 10 comprehensive risk reviews 52%
Number (%) of comprehensive risk reviews to collect 90 per cent of the cash 49 (5%)
collected from these reviews °
Total cash collected from audits and comprehensive risk reviews $848 million

Source: ANAO analysis of ATO data.

425 The ANAO examined the extent of audit and review coverage among
the HWI population for the period, and identified that 2421 HWIs had been
subject to at least one audit or review. Given that the size of HWI population
has been relatively stable over the last four years (approximately 2600),
approximately nine out of 10 HWIs had either a preliminary risk review,
comprehensive risk review or an audit of their tax affairs over the period.
Removing preliminary risk reviews, 53 per cent (1381) of all HWIs have had at
least one comprehensive risk review or audit conducted on their tax affairs.

4.26  The size of the HWI population is limited. While the population size
will increase following confirmation of a number of potential HWIs, achieving
the number of annual audits and reviews planned (see paragraph 4.20) will
mean that virtually the entire HWI population will be subject to a review or an
audit over a four-year cycle irrespective of their compliance risk category.
Therefore, the ATO will be unlikely to select active compliance cases only from
higher risk cases as specified in the published HWI compliance strategy.
Planned changes to the RDF announced by the ATO in March 2014, together
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with the increase of the HWI population, have the potential to address this
issue.

Timeliness

4.27  Cycle time standards are determined at the beginning of a case and
vary according to the type of activity and complexity of the issues. While there
are general standards for different activities®, the compliance team may decide
to allocate a shorter or longer cycle time after initial analysis of the case’s level
of complexity. This information is recorded in the electronic case management
system for each compliance case, and enabled the ANAO to determine that:

o 79 per cent of preliminary risk reviews had an allocated cycle time of
60 days;
. 57 per cent of comprehensive risk reviews had an allocated cycle time

of 240 days, and 33 per cent of 180 days (six months); and

. 69 per cent of audits had an allocated cycle time of 730 days
(24 months).

4.28 The ANAO examined the number of reviews and audits that were
completed within and outside the allocated cycle time (Table 4.6).

Table 4.6: HWI reviews and audits completed within and outside cycle
times, 2009-10 to 2012-13

No. % No. % No.
Preliminary risk review 1253 69 559 31 1812
Comprehensive risk review 489 49 511 51 1000
Audit 160 56 128 44 288
Total 1902 61 1198 39 3100

Source: ANAO analysis of ATO data.

90 For the period examined by the ANAO, preliminary risk reviews should have taken between 40 and
60 days; comprehensive risk reviews between 30 and 365 days, and audits between 180 and
1095 days. The current cycle times are: 60 days for preliminary risk reviews; 180 days for
comprehensive risk reviews; and 730 days for audits.
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4.29 Between 2009-10 and 2012-13, almost 40 per cent of reviews and audits
were not completed within the allocated cycle times. The average time to
complete: an audit was 716 days; a comprehensive risk review was 250 days;
and a preliminary risk review was 67 days. Audits that did not meet the cycle
time standard exceeded it by an average of 352 days; comprehensive risk
reviews by an average of 152 days; and preliminary risk reviews by an average
of 65 days.

430 The number of preliminary risk reviews that exceeded the cycle time
decreased significantly from 2009-10 to 2010-11 (Figure 4.1). The number of
over-time comprehensive risk reviews remained relatively stable from 2009-10
to 2012-13, while the number of over-time audits increased from 19 in 2010-11
to around 50 for the two following years.

Figure 4.1: HWI reviews and audits completed outside cycle times,
2009-10 to 2012-13

300

250

200

150

luus

2009-10 2010-11 2011-12 2012-13

No. reviews and audits over cycle time

H Preliminary risk reviews Comprehensive risk reviews Audits

Source: ANAO analysis of ATO data.

4.31 Exceeding cycle times, especially for activities with long completion
times such as audits, imposes a burden on the taxpayer and generally increases
the cost of conducting the compliance activity for the ATO.
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4.32 The ATO has an ongoing focus on reducing the number of aged cases.
At the time of the audit, PGH’s aged case target for all active compliance cases
was 20 cases by 30 June 2014. To improve performance against cycle time
standards and to reduce the number of aged cases, PGH has streamlined active
case management processes. From the second half of 2013, through a process
referred to as the National Case Appraisal Team reengineering, an increased
focus was placed on: better planning with more direction around audit
planning for active compliance officers; the development of more robust draft
audit plans, targeted to the taxpayer being audited; the return on investment
(or materiality); and earlier engagement of the Technical and Case Leadership
expertise, particularly for complex audits. Cycle time standards may also be
reduced for less complex reviews and audits.

4.33  While the need to await an internal tax position or lack of active case
management may impact on performance against cycle time standards,
feedback from ANAO interviews with active compliance staff indicated that
achieving cycle time standards is largely influenced by a HWI’s willingness to
co-operate with the ATO. More than half of the 31 active compliance officers
interviewed by the ANAO nominated managing timeframes and the increased
focus on cycle time standards as their greatest challenge.

4.34  Conversely, almost half of stakeholders consulted by the ANAO
indicated that they had experienced significant delays during the course of an
audit or review and that HWIs were keen to avoid delays because of the
significant cost to them and the problems that can arise from making business
decisions while under investigation by the ATO. Some taxpayers claimed that,
after responding to ATO information requests, the ATO did not contact them
for lengthy periods or until it had concluded the audit or review. HWIs and
their representatives described these delays as frustrating and stressful.

4.35 There would be benefit in the ATO continuing its effort to improve the
active management of cases and to implement measures aimed at further
developing the capability of compliance officers to actively manage
compliance cases. While doing this, the ATO could also investigate the reasons
for the large number of compliance cases that achieve a financial outcome
arising from cases exceeding their cycle times (Table 4.7).
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Table 4.7: Completed HWI audits and comprehensive risk reviews with
a financial outcome by cycle time, 200910 to 2012—13'

Audits

Completed within cycle time 160 49 31 $162 29
Completed outside cycle time 128 65 51 $395 71
Total 288 114 40 $557 100
Comprehensive risk reviews

Completed within cycle time 489 44 9 $38 26
Completed outside cycle time 511 90 18 $110 74
Total 1000 134 13 $149 100

Source: ANAO analysis of ATO data.

Note 1:  This table includes only completed audits and comprehensive risk reviews, which differs from
Table 4.5 that also include audits and reviews in progress.

4.36  Approximately 40 per cent of audits completed between 2009-10 and
2012-13 had a financial outcome (cash collection). However, audits that did not
achieve the cycle time standard were more likely to have a financial outcome
than those that adhered to the standard —51 per cent compared to 31 per cent.
The financial outcomes from audits that did not achieve the cycle time
standard accounted for 71 per cent of cash collected.

4.37  Similar to audits, comprehensive risk reviews that did not achieve the
cycle time standard were more likely to have a financial outcome than those
that met the standard—18 per cent compared to nine per cent. The financial
outcomes from comprehensive risk reviews that did not achieve the cycle time
standard accounted for 74 per cent of cash collected.

Cost of audits and reviews

4.38 Return on investment is the main indicator used by the PGH business
line to calculate the cost of audits. It is calculated by dividing the total amount
of liability raised (but not necessarily collected) through HWI compliance work
by the average salary cost of compliance staff conducting this work. Table 4.8
indicates that, based on liabilities raised, the return on active compliance
investment from 2009-10 to 2012-13 was high and had improved markedly,
from $10.36 to $27.26.
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Table 4.8: Return on investment for HWI compliance activities,
2009-10 to 2012-13

Number of Average Liability Cash Return on Return on

full time salary $ million collected @ investment | investment

equivalent $ $ million (based on | (based on

compliance liability) cash

staff ¢ = collected)

$

2009-10 353 99 364 364 42" 10.36 1.20
2010-11 360 104 093 839 199 22.39 5.30
2011-12 363 108 242 888 337 22.61 8.58
2012-13 349 112 504 1070 274 27.26 6.97

Source: ANAO analysis of ATO data.
Note 1:  For 2009-10, the ATO reported a cash collection of $51 million (and a return on investment based

on cash collected of $1.46), which was $9 million more than in the data provided to the ANAO. The

ATO advised that the difference was due to eight cases that were closed in

2008-09 but resulted in cash collected in 2009-10.
439 A more reliable methodology to calculate the return on investment
would be to use the amount of cash collected, in addition to liability raised. As
demonstrated in paragraph 4.22, the difference between liability raised and
cash actually collected is considerable. Based on this method of calculation, the
return of HWI compliance activities is reduced significantly, from $27.26 for
every dollar spent on salary in 2012-13 to $6.97, and has been reasonably stable
since 2010-11.7

440 The ATO advised that, since the integration of the HWI taskforce in
2010-11, no separate cost centre for HWI staff has existed. The electronic case
management system records time elapsed on activities, but not the amount of
staff time actually spent on activities. Consequently, the ATO cannot identify
or analyse the cost of HWI compliance activities, and the number of staff
working on HWI compliance activities can only be estimated. For instance, the
PGH plan for 2013-14 estimated that the equivalent of 310 full time staff would
be engaged on HWI compliance activities.

441 HWIs are a key population group within the PGH business line—while
only consisting of approximately 2650 individuals in 2012-13, some 41 per cent
of the cash collected following compliance activities by the business line came
from this population (see paragraph 1.20). As reflected in Table 4.5, 90 per cent

91 A proportion of the liability raised may be collected in the future, increasing the value of cash collected
and the return on investment.
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of the cash collected between 2009-10 and 2012-13 came from 12 per cent of
audits and five per cent of comprehensive risk reviews undertaken. These
results suggest that efficiencies could be obtained by better targeting
compliance activities conducted on HWI and other PGH taxpayers.

4.42 In the context of reduced resourcing across the ATO, it is important to
determine where compliance effort should be best directed. Compliance
activities may take a long time to complete, and be costly, both for the ATO
and taxpayers. Understanding the cost of conducting HWI compliance
activities would underpin any cost-benefit analysis of these activities.

Recommendation No.2

4.43 To enable the ATO to more efficiently allocate compliance resources
across the Private Groups and High Wealth Individuals business line, and to
more accurately demonstrate return on investment, the ANAO recommends
that the ATO:

(a) better assesses the cost of compliance activities for the HWI population;
and
(b) calculates the return on investment for HWI compliance activities on

the basis of cash collected, in addition to liabilities raised.
ATO response:
444  Agreed.

Compliance documentation

4.45 The ATO’s audit and review procedures require active compliance
officers to record key documents in the electronic case management system to
enable: monitoring and quality control of audit and comprehensive risk review
cases; access to key information in any objection or legal process; and quality
assurance reviews. The key documents that underpin planning and decision
making in audit and comprehensive risk review cases are the case plan and the
final case report (or position paper for audits). Table 4.9 details the purpose of
these two documents.
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Table 4.9: Key documents for planning and recording decisions of
HWI audits and comprehensive risk reviews
Document Purpose ‘
Case plan Internal planning document that sets out milestones in line with case cycle
time, stakeholder engagement strategies, and internal risk mitigation
strategies.

For audits, the case plan is also known as the management plan. Its purpose
is to provide taxpayers with a clear understanding of the audit, the tax risks
being audited, the audit process and the proposed audit project plan
timelines. The ATO and HWI taxpayers agree to the plan at the outset of the

audit.
Final case Key internal document that set out the scope and outcomes of the audit or
report review, in particular: the reasons for any recommendations; the risks and risk
or rating; and any further action required.

Position paper | For audits, the final case report may be replaced with a position paper. The
(audits only) position paper provides the taxpayer with an opportunity to respond to the
ATO'’s position (the ATO’s analysis of the available facts, its application of
tax law to those facts, and details of any proposed amendments or
recommendations), before an audit is finalised. The ATO takes into account
the taxpayer’s response to a draft position paper in making a final decision.

Source:  ANAO analysis of ATO documents.

4.46  ATO guidelines require approvals and sign-offs to be recorded by an
appropriate delegate at defined control points, including: at the completion of
planning; for key findings and decisions; and on completion of the case.
Approving officers are required to record their approval against each
procedural sign-off on the case management system.

4.47 The ANAO reviewed 244 audits and comprehensive risk reviews
finalised between 2009-10 and 2012-13 (25 audits and 219 reviews), examining
the accurate recording of key documents and of key approvals.”? Table 4.10
presents the results of the ANAQ's testing, with almost all cases (95 per cent)
having the required case plan attached in the case management system. The
majority of cases also recorded either a final case report or a position paper
(82 per cent).

92 Many HWI comprehensive risk reviews and audits are complex and contain thousands of pages of
evidence. For these cases, the ATO only attaches key documents to the electronic case management
system, but aims to retain all evidence on paper-based files. The ANAO only reviewed documentation
attached to the electronic case management system.
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Table 4.10: Finalised HWI audits and reviews with recorded key
documents in the case management system

Completed cases with key documents recorded in

the electronic case management system
Activity No. (%)

Case plan | Final case report or position

paper (audits only)

Comprehensive risk review (219) 209 (95%) 180 (82%)
Audit (25) 23 (92%) 21 (84%)
Total (244) 232 (95%) 201 (82%)

Source: ANAO analysis of ATO data.

4.48 In terms of recording approvals, most sampled audits and reviews
recorded case plan, risk decision, and case outcomes approvals (Table 4.11).
Performance against the recommendation activity approval was lower:
76 per cent of the audits and 59 per cent of the comprehensive risk reviews
recorded a recommendation approval.

Table 4.11: Finalised HWI audits and reviews with recorded approvals
in the case management system

Completed cases with approvals recorded in the
electronic case management system

Activity No. (%)

Case plan | Recommendations | Risk decisions | Case outcomes

approval approval approval approval

Comprehensive 205 (94%) 130 (59%) 217 (99%) 217 (99%)
risk review (219)

Audit (25) 21 (84%) 19 (76%) 22 (88%) 24 (96%)

Total (244) 226 (93%) 149 (61%) 239 (98%) 241 (99%)

Source: ANAO analysis of ATO data.

4.49 All control points require an approval, with one exception.”® It is
important, for accountability purposes and to support the subsequent work of
objection officers, that all key case documentation and activity approvals are
recorded in the case management system. This is particularly the case for
HWTIs, as around two thirds of the cases are subject to objection (discussed
further in Chapter 5).

93 A recommendation approval is not required for early exit cases (cases for which the compliance officer
makes an early determination that the case is not worth pursuing).

ANAO Report No.35 2013-14
Managing Compliance of High Wealth Individuals

92



Conducting Compliance Activities

Quality assurance reviews

450 The Integrated Quality Framework (IQF) is the quality assurance
process used by the ATO to improve and assure the quality of a range of
activities, including audits and risk reviews. The ANAO examined the IQF
results for the period 2010-11 to 2012-13 for HWI audits and reviews. A total
of 75 HWI cases were assessed during this period, which represented
16 per cent of all active compliance cases assessed through the IQF, and
tive per cent of HWI reviews and audits finalised during the period.

4.51  Opverall, the IQF results indicated that the HWI cases performed highly
against the criteria measuring integrity, correctness, appropriateness and
effectiveness (over 90 per cent of the cases rated a pass). These results refer to
the quality of the work and decisions made by the compliance teams.

4.52  Transparency was the criterion found to be lacking most often (either
requiring improvement or failing in 43 per cent of cases). This rating reflected
weaknesses found in the recording of activities in the case management
system. In most cases these shortfalls did not affect the quality of the decision,
as they referred to a lack of adherence to administrative processes
(for instance, naming conventions used inconsistently). In some cases however,
key documents supporting the decision making process were missing from the
case management system file, which affected the capacity of the IQF assessor
to determine the quality of the decision. Other criteria identified as requiring
improvement included timeliness (25 percent of all cases), consistency
(17 per cent), administrative soundness (16 per cent) and efficiency
(12 per cent).

4.53 The IQF process also requires the conduct of Community Involvement
Workshops. These workshops involve the engagement of a suitably qualified
community representative (such as a tax agent, lawyer or academic) who
reviews quality management processes, case procedures and decisions, as part
of a review panel.

454 The ANAO reviewed the reports provided by the community
representatives for the three workshops conducted between January 2012 and
June 2013.%* While generally commending the overall quality of the work and
decisions made by the compliance teams, the community representatives also

94 Between eight and 20 cases were reviewed during each of the workshops. The cases covered a range
of audits and reviews and included a limited number of HWI cases.
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consistently commented on the difficulty encountered in assessing some of the
cases due to insufficient or incomplete documentation on the electronic case
management system. This result is consistent with the findings from the IQF.
In this regard, feedback from interviews with active compliance officers during
the audit indicated that the case management system is rigid, slow and
duplicates work. Staff reported that they routinely encountered difficulties
when attaching documents to cases.

Stakeholder engagement
4.55 The Taxpayers’ Charter states that:

In most circumstances, we will tell you about a review or audit before we visit
you. We send a letter, normally to the address where you have asked us to
send your mail. Sometimes we will contact you by phone first to arrange an
interview time.*

The Charter also commits the ATO to ‘clear and ongoing engagement’ with
taxpayers in audits with complex legal issues.*

4.56  The PGH business line procedures for audits and reviews require active
compliance officers to contact taxpayers by telephone to: advise of their
selection for audit or comprehensive risk review; explain the scope of the audit
or review; and arrange an initial interview. The procedures also require staff to
follow-up telephone contact with a notification letter. The ATO also aims to
send taxpayers a finalisation letter within seven calendar days of making a
decision on the audit or review, and this requirement is reflected in PGH
procedures.

4.57 The ATO'’s performance against these three client contact requirements
is summarised in Table 4.12. It shows that only 12 per cent of audits and
10 per cent of comprehensive risk reviews recorded an initial telephone call to
the taxpayer before a notification letter was sent. Notification letters were
recorded in 68 per cent of audits and 77 per cent of comprehensive risk
reviews.

95 ATO, Taxpayers’ charter: If you're subject to review of audit, April 2013, available from
<http://www.ato.gov.au/About-ATO/About-us/In-detail/ Taxpayers--charter/Taxpayers--charter---if-you-re-
subject-to-review-or-audit/> [accessed 10 January 2014], p. 6.

96 ibid., p. 4.
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Table 4.12: ATO contact with HWI taxpayers selected for audit and
comprehensive risk review

Activity Completed cases that achieved ATO client contact

requirements
No. (%)

HWI contacted by | HWI notification Finalisation letter sent

telephone recorded letter recorded within seven calendar

days

Comprehensive risk 22 (10%) 169 (77%) 175 (80%)
review (219)

Audit (25) 3 (12%) 17 (68%) 18 (72%)

Total (244) 25 (10%) 186 (76%) 193 (79%)

Source: ANAO analysis of ATO data.

458 The ANAO analysis of a sample of HWI cases identified that only
72 per cent of audits and 80 per cent of comprehensive risk reviews recorded
having sent a finalisation letter. This indicates that many HWI finalisation
letters may not be recorded in the case management system.

4.59 In discussions with HWI representatives, more than half indicated the
ATO could improve communication.”” Stakeholders emphasised the
importance of phone contact and face-to-face meetings instead of letters,
especially for document requests and to provide the ATO with an oral
explanation of financial transactions or situations that may seem, in the first
instance, inconsistent with the HWI tax position. They indicated the value of
direct communication to clarify the ATO questions and to be in a better
position to adequately address ATO requests. Although stakeholders noted
that the ATO had generally taken their feedback into consideration, they also
believed that more direct and earlier communication would make it easier to
negotiate with the ATO, resolve cases faster and result in better outcomes for
both parties.

97 Eight of 14 stakeholders participating in teleconferences with the ANAO reported that the ATO could
improve communication. The ANAO also examined complaints lodged by HWIs. Four complaints were
managed by the PGH business line between 1 September 2009 and 30 June 2013 relating to audit
processes and outcomes.
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Conclusion

4.60 HWI compliance work is often complex: dealing with complicated
business and tax affairs, with little information on business and financial
structures available publicly. At the same time, HWI compliance work
contributes strongly to the financial results of the PGH business line, and more
generally to the ATO’s revenue from compliance activities. Compliance work
on a target population of only 2600 HWIs generated 54 per cent of the liabilities
raised and 41 per cent of the cash collected by the PGH business line for
2012-13. In this context, conducting effective voluntary and active compliance
work is critical.

4.61 The ATO has actively engaged with HWIs and their representatives to
raise awareness of their tax rights and obligations. The ATO website provides
considerable information and resources specifically for HWIs, including on the
ATO’s compliance strategy. Further, ATO executives have communicated and
engaged directly with the HWIs and their representatives in numerous forumes,
and the media have relayed the ATO’s message in general and specialised
publications.

4.62 In relation to active compliance work, the ATO has conducted a large
number of audits and reviews that have generated around $852 million in cash
collections between 2009-10 and 2012-13. In conducting these activities, the
ATO has covered a large proportion of the HWI population (over 90 per cent).
However, most additional tax revenue was collected from a minority of cases
(30 per cent of audits and 16 per cent of comprehensive risk reviews).

4.63 A large proportion of reviews and audits finalised between 2009-10
and 2012-13 did not achieve the cycle time standard: almost one third of
preliminary risk reviews, half of comprehensive risk reviews and almost half
of the audits. Some cycle times are very long which provides management
challenges for the ATO, and extends the compliance cost for the taxpayer.
Assessing staff effort to conduct specific HWI compliance activities against the
time taken to complete these activities and the financial outcome would
support the ATO to more efficiently allocate resources, and better demonstrate
return on investment. There would also be benefit in the ATO calculating the
return on investment using the amount of cash collected following compliance
activities, in addition to the liabilities raised. Further, the ATO does not
currently cost the time spent by staff on HWI compliance activities. The ATO
could take steps to more accurately determine the cost of HWI compliance
activities.
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4.64 The ATO reviewed (and continues to revise) its business model and
processes, with a view to improving the effectiveness of compliance activities,
particularly in relation to timeliness, staff capability, technical support,
engagement with taxpayers and the soundness of decisions. Despite this work,
there is still room for improvement in a number of areas:

. reviews and audit take considerable time to complete, and in a large
proportion of cases, significantly exceed the ATO-determined cycle
time. However, the longer cases yield the better financial outcomes;

. there are some weaknesses in the recording of key documents and
approvals on the ATO’s case management system; and

o direct engagement and communication with HWIs and their
representatives is encouraged by the ATO and strongly appreciated by
the HWIs' representatives. However, it does not take place as
systematically as prescribed in ATO processes, and as desired by HWI
representatives.
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5. Objections and Appeals

This chapter examines the ATO’s handling of objections and appeals against amended
assessments lodged by HWIs.

Introduction

5.1 The legislation gives taxpayers the right to object to some decisions the
ATO makes about their tax affairs, including when issued with an amended
assessment following a compliance activity. When this occurs, the ATO
conducts an independent internal review. The time limits governing how long
taxpayers have to object to an ATO decision vary depending on the type of
decision. HWI taxpayers, in most cases, have 60 days to object to an amended
assessment.”® Objections raised by HWIs are managed by the PGH
Interpretative Assistance branch.

5.2 If taxpayers disagree with the result of the objection, they are able to
apply to the Administrative Appeals Tribunal (AAT) or the Federal Court of
Australia for an independent external review.” Appeals lodged by HWIs are
dealt with by the Review and Dispute Resolution business line which is part of
the Law Design and Practice group.

5.3 The ANAO examined the management of the ATO’s objection and
appeal processes in place should HWIs dispute an assessment following an
active compliance activity.

98 ATO website, Dispute (object to) an ATO decision, available from
<http://www.ato.gov.au/General/Correct-a-mistake-or-dispute-a-decision/Dispute-(object-to)-an-ATO-de
cision/> [accessed 15 January 2014].

99 While an external review is normally first taken to the AAT, and then the Federal Court, in some cases
taxpayers can apply directly to the Federal Court. A review can then proceed to the High Court in some
circumstances.
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Objections

Objection outcomes

5.4 For the two years 2011-12 and 2012-13'®, HWI taxpayers lodged
123 objections following a compliance activity (65 in 2011-12 and 58 in
2012-13). This represented an estimated objection rate of 65 per cent on
average for the two years.!”!

5.5 As a result of the objection process, almost half (49 per cent) of the
objections gained a positive outcome for HWIs, either because they were
allowed in full (26 per cent) or in part (23 per cent) (Figure 5.1).

Figure 5.1: Outcomes of HWI objections finalised in 2011-12 and
2012-13
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Source: ANAO analysis of ATO data.

100 It was only possible to analyse data for these two years as prior to 2011-12 the ATO did not record
whether the objections were lodged following compliance activity.

101 The ANAO calculated the objection rate by dividing the total number of completed compliance cases
that raised a tax liability by the number of completed objections for 2011-12 and 2012—-13. Conducting
this comparison year to year provides an estimate only as approximately one year is likely to have
elapsed between the date a compliance case is completed and the date an objection case is completed.
However, a level of assurance in the reliability of this result is given as the number of completed
compliance cases was comparable for the four consecutive years 2009—-10 to 2012—13.
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5.6 The ATO has recognised the benefits of resolving tax disputes early
and in the simplest and most cost-effective manner, to minimise the time and
resources involved in disputes.®® Through initiatives such as the Integrated
Approach to Dispute Resolution, the ATO seeks to avoid litigation and resolve
disputes before they escalate to the objection or appeal stages, as close to the
time of the original decision as possible.!®® The ATO also supports the
settlement of tax disputes for appropriate cases, including through the use of
alternative dispute resolution, and has published a Code of Settlement
Practice!™ that provides guidance about situations in which settlement could
be considered.!%

5.7 This approach to dispute resolution is reflected in the proportion of
HWTI objections settled (18 per cent). In the case of settlements, the ATO
advised that it is standard practice for neither party to concede their legal
position. This means that, while the outcome may appear positive to the
taxpayer who will have a reduced liability as a result of the settlement process,
it does not necessarily reflect concession by the ATO in relation to any legal
principle. For example, the settlement may reflect a factual uncertainty.

5.8 The total tax amount in dispute, for the two years, was $909 million, of
which the ATO amended the liability by $477 million (52 per cent) in favour of
HWTIs (including amounts allowed through settlements!®) (Table 5.1).

102 ATO, Practice Statement PS LA 2007/23, Alternative Dispute Resolution in ATO Disputes and
Litigation, 26 October 2010; and ATO, Dispute management plan 2012—13, available from
<http://www.ato.gov.au/General/Correct-a-mistake-or-dispute-a-decision/In-detail/Avoiding-and-resolvin
g-disputes/ATO-approach-to-resolving-disputes/Disputes-policy/>, [accessed 9 April 2013].

103 Inspector-General of Taxation, Review into the ATO’s use of early and alternative dispute resolution,
May 2012, p. 9.

104 ATO, Code of Settlement Practice, 23 December 2011, available from
<http://www.ato.gov.au/Tax-professionals/Legal-practitioners/In-detail/Objections-and-reviews/Code-of-
settlement-practice/>, [accessed 8 April 2014].

105 In line with the ATO’s (and the PGH business line’s) intent to resolve disputes early, the ATO advised
that the number of HWI cases settled at all stages (pre-audit, audit, objection and appeal) has increased
significantly, from 36 in 2011-12 to 104 in 2012-13.

106 The ATO advised that in 2012, three cases, accounting for over $80 million, were allowed due to an
early neutral evaluation process. This process involves an alternative dispute resolution practitioner
(such as a senior counsel or a retired judge), that reviews both parties’ legal argument and makes a
finding that is not binding on either party. The ATO uses the early neutral evaluation process as a
principle of good administration and as a way to mitigate litigation risks.

ANAO Report No.35 2013-14
Managing Compliance of High Wealth Individuals

100



Objections and Appeals

Table 5.1: Tax disputed in objections, 2011-12 to 2012-13
Tax Penalties ‘ Interest Total ‘
Amount in dispute ($m) 612 188 109 909
Liability reduction ($m) 315 94 68 477
Percentage reduction (%) 52 50 62 52

Source:  ANAO analysis of ATO data.

5.9 In 55percent of objections allowed, HWIs obtained between
76 per cent and 100 per cent of the disputed amount (including tax, penalties

and interest) (Table 5.2).107

Table 5.2:

2011-12 to 2012-13

Reduction in liability as a

Proportion of disputed liabilities reduced as a result of
objections being allowed in full or in part or settled,

Objections allowed or settled

percentage of disputed amount $ million ‘ %
1% or less 0.0 7 10
2-25% 5.1 8 11
26-50% 9.7 8 11
51-75% 165.0 10 14
76-100% 297.2 40 55
Total 477.0 73 100

Source: ANAO analysis of ATO data.

510 In view of the high rate of objections, with around half of these cases
being fully or partially successful, as well as the substantial proportion of the
disputed amounts being granted to HWIs, the ATO provided the following

explanations:

. HWTIs are likely to object to the ATO decisions following a review or
audit because many of the tax issues in question are complex, often
untested by the courts and subject to interpretations that can be

challenged; and

o a key challenge in auditing private entities is obtaining timely and
complete information. One way to obtain this information is to issue an

107 In almost all objections where penalties or interest were allowed (97 and 98 per cent respectively),
HWIs had 76 to 100 per cent of the disputed amounts remitted.
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amended assessment when the required information is not
forthcoming. It is then the HWTI's responsibility to prove that the
decision is not justified or incorrect'®®, by providing additional
information at objection stage.

511 The Inspector-General of Taxation has also suggested that the HWI
objection rate and the number of decisions upheld raised questions about the
quality of audit work and the sustainability of ATO compliance decisions.'” In
this regard, since 2011-12, objection officers are expected to record, for each
objection’s outcome, the reason for the decision to allow or disallow the case.
The ANAO analysed these reasons, where they had been recorded, for the
67 objections that had been allowed in full, in part, or settled in 2011-12 and
2012-13, and these are outlined in Table 5.3.

Table 5.3: Key reasons for ATO’s decisions to allow (in full or in part)
or settle an objection, 2011-12 and 2012-13

Reason category Number %
Compliance work was insufficient/incorrect 31 46
Additional information was provided by the HWI 18 27
Incomplete/insufficient evidence 12 18
ATQ’§ application of law to the facts has changed (since initial 6 9
decision)

Total 67 100

5.12  This analysis confirmed that HWIs often had not provided all available
relevant information for the compliance activity (in 45 per cent of cases). It also
identified that in more than half the cases where an objection had been allowed
(55 per cent), the compliance decisions were at least partially incorrect, or the
ATO had changed its application of the law.11°

108 Sections 14ZZK and 14ZZ0 of the Tax Administration Act 1953. The Act defines a taxation decision as
the assessment, determination, notice or decision against which a taxation objection may be, or has
been, made.

109 Inspector-General of Taxation, Review into the ATO’s compliance approaches to small and medium
enterprises with annual turnovers between $100 million and $250 million and high wealth individuals,
December 2011, pp. 55-56.

110 None of the objections for which compliance decisions were at least partially incorrect, or the ATO had
changed its application of the law, had been settled.
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Objection outcomes as an indicator of staff capability

5.13 The 2011 review by the Inspector-General of Taxation also identified
ATO staff capability as a key concern and made five capability related
recommendations."" One of these recommendations addressed the integration
of HWI taskforce compliance staff into the active compliance teams and
suggested that the ATO, while proceeding with the integration of the HWI
taskforce, should maintain a degree of PGH compliance officer specialisation
by taxpayer type or industry.

5.14 Following the Inspector-General of Taxation’s report, the PGH business
line developed a range of material to increase industry knowledge of staff,
including eWiki material that highlights issues affecting taxpayers from an
external perspective, and internal seminars and sessions. Staff can also access a
library with webinars, podcasts, vodcasts, blogs and DVDs of internal
conference events. Information on these programs has been circulated through
a variety channels, including newsletter articles, information on the intranet
and email updates.

515 The material complements the comprehensive suite of resources and
support tools developed by the ATO to build and maintain the technical
knowledge of staff. The ATO’s legal database (available on the ATO’s website)
provides access to a wide range of information, including public rulings, ATO
policy papers, law administration practice statements, and technical discussion
papers. The ATO has also developed detailed guides for priority risks.

516 Integration of the HWI taskforce into the PGH business line created
some challenges for HWI compliance work, including maintaining the staff
specialisation required to deal with the complex HWI cases and loss of
knowledge following the move away from the taskforce’s client ownership
model. The ATO has sought to address these challenges by implementing the
recommendations on staff capability made by the Inspector-General, including
developing a new model of engagement between the active compliance and
Technical and Case Leadership teams.

517 Under the revised approach, compliance staff are encouraged (and in
most HWI cases, mandated) to consult with a senior technical leader on a

111 Inspector-General of Taxation, Review into the ATO’s compliance approaches to small and medium
enterprises with annual turnovers between $100 million and $250 million and high wealth individuals,
December 2011. The report made 41 recommendations, 17 of which related to technical capability and
support related issues.

ANAO Report No.35 2013-14
Managing Compliance of High Wealth Individuals

103



case’s specific aspects. The list of technical leaders, together with their area of
specialisation, is accessible from the intranet, and compliance staff are invited
to contact them directly, for a ‘light touch” involvement such as an initial
discussion, or for a more intensive input that will require the technical leader
to examine the case and provide a written response. Compliance staff must
also conduct ‘workshops” with their team leader, at key steps of the audit or
review process. Under this model of engagement, the PGH business line has
also reintroduced client ownership for key taxpayers, including some HWI
taxpayers. The ATO has developed a comprehensive range of materials and
tools to assist in building staff capability, although it is up to individual staff
members to access relevant information and complete identified learning and
development needs.

518 As previously discussed, the ANAO conducted a series of consultations
with accounting and law firms and industry representatives. Feedback
indicated that the knowledge and competency of individual staff remains a
concern and varies across reviews and audits, but suggested that the calibre of
individual staff has improved overall.

5.19 At the time of the audit, feedback from ANAO interviews with active
compliance staff indicated that former officers of the HWI taskforce continued
to work almost exclusively on HWI audits and reviews.!? The views of these
staff varied in relation to the level of mentoring and support provided under
the new arrangements; while some felt access to technical support had
improved, others raised difficulties in identifying the technical officer with the
correct expertise and questioned whether the advice provided was always
helpful or relevant. However, almost half of all staff interviewed, including
less experienced staff, advised that they had received support from other
members of their active compliance team, by way of formal or informal
discussions about the more complex aspects of a case.

112 To develop an understanding of managing HWI audit and review cases, the ANAO interviewed
31 active compliance officers across three sites.
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Objections and Appeals

5.20 In light of the incidence of incorrect compliance decisions, as reflected
in the results from the objections data, there would be merit in the ATO:

. allocating the most complex HWI cases to the more experienced
compliance officers;

. continuing its efforts to develop HWI staff capability; and

. monitoring the level of effectiveness of current initiatives to improve
staff capability and technical support, including by analysing the level
of take up of these initiatives.

ATO timeliness in finalising objections

5.21  The primary service standard for finalising objections across the ATO is
to provide a decision within 56 calendar days of receiving all necessary
information. If needed, further information is requested within 14 days, and
the ATO endeavours to contact taxpayers within 14 days of receiving the
information to negotiate a new finalisation date. The service standard for
2012-13 was 70 per cent of objections finalised within the negotiated due date.

522 The ANAO examined the ATO’s timeliness in finalising objections for
2011-12 and 2012-13. A time extension was negotiated in 114 (93 per cent) of
the 123 cases completed during these two years, and the ATO finalised the
objections within the negotiated period in 98 per cent of cases.

5.23  Figure 5.2 presents the time taken to finalise objections. It shows that
more than one in three objections required more than a year to finalise. The
ATO took an average of 352 days to finalise the objections. The complexity of
HWTI compliance cases, in addition to the frequent need to request additional
information that may require some time to collect and analyse, partly explains
the time taken to finalise objections. The ATO also advised that in some
instances it is in the taxpayer’s interest to delay the date for finalising
objections, as they may encounter problems in obtaining required information,
or be away on business activities. Anecdotally, some taxpayers would also
rather the objection process be extended in order to delay full payment of their
liability until the objection is finalised.
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Figure 5.2: Time taken to finalise objections, 2011-13
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Source: ANAO analysis of ATO data.

5.24  For the 65 per cent of HWI taxpayers who lodged an objection to their
amended assessment following a review or audit, the time taken to finalise an
objection adds to the time that was taken to finalise the overall process. These
HWIs will typically be uncertain of their final liability for over one thousand
days (for audits) and over 600 days (for reviews).

Appeals

5.25  Prior to 1 July 2012, the IT systems recording litigation cases did not
capture the Tax File Number of a case, and did not identify whether a case
involved a HWI.13 Because of these limitations, the number of cases examined
was restricted to the cases created and finalised in 2012-13, and it was not
possible to calculate the proportion of objections by HWI taxpayers that are
appealed to the AAT and Federal Court of Australia. The data available is
presented in Table 5.4.

113 Since July 2012, litigation cases are recorded on the ATO electronic record management system.
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Table 5.4: Administrative Appeals Tribunal and Federal Court of
Australia HWI compliance appeal cases, 2012-13

Number of cases
Appeal cases on hand at 1 July 2013 5
Appeal cases finalised 1 July 2012 to 30 June 2013 14 4
Finalised case outcomes
Settled 9 2
Conceded by ATO 4 1
Conceded by taxpayer 1 -
Favourable to ATO - 1
Total 14 4
Source: ANAO analysis of ATO data.
Note: ;%;r:i(r:g?ed' refers to a matter finalised prior to hearing; ‘Favourable’ refers to a matter finalised at

526 This data shows that the majority of appeals to the AAT and the
Federal Court of Australia were settled (nine out of 14 AAT cases; and two out
of four Federal Court of Australia cases). This reflects the ATO’s decision to
encourage the negotiation of settlements with the taxpayer, rather than
undertake lengthy and expensive court processes.

Conclusion

5.27  Approximately 65 per cent of HWI compliance decisions were subject
to an objection in 2011-12 to 2012-13, of which around half resulted in a
reduced liability. In more than half the cases where an objection had been
allowed or settled, the ATO recorded that the compliance decisions were at
least partially incorrect, or that the ATO had changed its application of the law.

5.28 From a timeliness perspective, three in four objections took more than
six months to finalise in 2011-12 and 2012-13. HWI objection work, like HWI
compliance work, is in most instances complex, requires a high level of staff
expertise and is likely to take considerable time to complete. As a large
percentage of HWIs appeal their compliance decision, the time and resources
expended in responding to the ATO is substantial, with financial and potential
business consequences.
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5.29  Delivering soundly-based compliance decisions is both a priority and a
desired outcome for the ATO, particularly given the considerable time and
resources expended on HWI compliance activities. Objection data suggests
that, despite the time taken to complete compliance work, a large number of
objections were allowed or settled. While the reasons for this outcome are
varied and include, significantly, the provision of additional facts and evidence
after the completion of compliance activities, it may also reflect that some
initial compliance decisions are not soundly based. The work being
undertaken by the ATO to improve the capability of compliance staff and the
increased use of alternative dispute resolution processes may, in turn,
positively impact on completion timeframes and outcomes.
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6. Measuring Compliance
Effectiveness

This chapter examines the ATO’s monitoring and reporting of the performance of HWI
compliance strategies and activities in mitigating compliance risks.

Introduction

6.1 Since 2008, the ATO has used a compliance effectiveness methodology
(CEM) to measure the impact of its compliance strategies on treating specific
compliance risks."* The methodology is an iterative, workshop-centred
approach based on two key elements: the identification of measurable
compliance objectives; and the articulation and treatment of the risks to
achieving these objectives.

6.2 To examine how the ATO measures and reports on its HWI compliance
activities, the ANAQO examined the:

] application of the CEM to HWI compliance risks; and

. external and internal monitoring and reporting of HWI compliance
strategies and activities.

Applying the Compliance Effectiveness Methodology to
HWI compliance risks

6.3 The CEM has four phases: identifying risks; developing success goals
and strategies; developing indicators; and determining effectiveness. The first
two phases centre on effectiveness planning and the third and fourth on
evaluating effectiveness.

6.4 The outcomes of the first three phases are presented to the risk owner
and the business line Risk Management Committee or executive for
endorsement before progressing to the fourth phase. The outcomes of the
fourth phase are also reported to these decision makers, and the ATO uses the
results to inform future planning and improvements to compliance

114 At the time of this audit, the ANAO was also conducting a performance audit of the ATO’s Compliance
Effectiveness Methodology. This audit is expected to table in the Winter 2014 session of Parliament.
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approaches.'®> Business and service lines are required to conduct ongoing
evaluations after the final phase is completed, although the timing of these
reviews is determined by the business line risk managers, in consultation with
the Risk Management Committee or executives.

6.5 The methodology has been applied on three occasions to the ATO’s
HWI compliance work: in 2007 as part of the CEM pilot; in 2009 for the first
time under the approved CEM program; and in 2012 when an updated CEM
evaluation was completed. The ATO also planned to conduct the CEM in 2014
(which was not commenced at the time of the ANAO audit).

Pilot of the methodology in 2007

6.6 The HWI taskforce was one of two areas chosen to pilot the CEM —the
other was in relation to tax haven compliance risks.!"® The pilot studies
involved workshops to develop an understanding of risks, drivers, strategies
and potential effectiveness indicators, and were completed in July 2007.

6.7 While not specifically addressing these issues, the report on the HWI
project noted that the pilot had not come to a definite conclusion on the
effectiveness methodology or the effectiveness of compliance activities in
addressing HWI compliance risks. However, it found that the exercise had
been valuable, for example, in highlighting the importance of having regard to
capital gains when assessing the tax performance of HWI groups. It concluded
that a more complete picture needed to be developed and warned that
sufficient resources needed to be allocated for this purpose. Together, the two
pilot applications allowed the ATO to develop and test potential effectiveness
measures. The pilots also demonstrated the potential of the methodology,
which was subsequently implemented across the ATO.

Evaluation of compliance effectiveness in 2009

6.8 The 2009 CEM evaluation was conducted using an approved process.
Initially there were three success goals for HWI compliance activities:

115 ATO, Measuring Compliance Effectiveness—Our Methodology, 2008, available from
<http://www.ato.gov.au/About-ATO/About-us/In-detail/Key-documents/Measuring-compliance-effectiven
ess---our-methodology/>, [accessed 13 January 2014].

116 These two topics were chosen because they were relatively new projects, had a high profile and were
subject to additional government funding.
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Measuring Compliance Effectiveness

J HWTIs voluntarily meet their tax obligations;

. the ATO identifies and risk assesses all HWIs; and

. improved community confidence that HWIs pay their fair share of tax.
6.9 Individual success goals were measured against defined compliance

effectiveness indicators that comprised a mix of quantitative measures, to
enable assessment of HWI compliance against key taxpayer obligations, and
qualitative measures, to enable assessment of community confidence.'’” As
part of the process, the ATO conducted a validation process on some
indicators, and abandoned a proposed indicator in relation to collectable debt
as unworkable. However, the ATO did not document an assessment of each
proposed indicator according to the ‘SMART" criteria, as required under CEM
guidelines.!

6.10 The CEM did not provide an overall rating of compliance effectiveness.
However, it rated the ATO as ‘overall effective’ against the first and second
success goals, with all indicators pointing to maintained or improved
voluntary compliance among HWIs and a high level of new HWIs being risk
assessed within two years of identification. In relation to the third success goal,
the ATO was rated as having limited success following a decline in community
confidence in the ATO’s Community Perception Survey."” While the CEM
report noted a possible link between the shift in community perceptions and
the global financial crisis and negative media coverage of some wealthy
Australians, the report identified the need for vigorous application of
communication strategies to improve community perceptions.

6.11  The results of the compliance evaluation were presented to the Risk
Management Committee in December 2009. A number of strategies were
proposed at that meeting, including: undertaking a major exercise to assess the

117 Quantitative measures included effective tax rates, on-time lodgment performance and the proportion of
new HWIs risk assessed within two years of identification. Qualitative measures included risk ratings of
the HWI population and changes in the tone of media articles regarding wealthy Australians and tax.

118 The SMART criteria are applied by the ATO to performance indicators. The criteria allow assessment of
whether indicators are specific, measurable, achievable, relevant and time bound. Guidance stipulates
that this analysis of indicators should be undertaken to validate that they are providing the information
that is expected.

119 The Community Perceptions Survey aims to capture trend data to monitor community perceptions of the
ATO and its administration of the tax system over time. The survey was first conducted in 1996,
biannually to 1999 and annually thereafter. The evaluation noted that in 2009 there was a decrease in
the community’s view that the ATO was effective in dealing with tax cheats (from 73 per cent in 2008 to
67 per cent in 2009).
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effectiveness of HWI information being collected and of the risk and
compliance tool; enhanced education material; and the development of better
approaches to identify and manage new HWI compliance risks. As previously
noted, the ATO has since revised its risk and compliance tool to identify and
manage new HWI compliance risks and updated its key publication, Tax
compliance for small to medium enterprises and wealthy individuals. Other
initiatives have included: two projects (in 2010 and 2014) to expand and
confirm the available information pool to identify HWIs; an initiative to
promote the uptake of Advance Compliance Agreements among HWIs in
2010; and the 2013 Taxpayer and Industry Ownership Strategy which
re-introduced an account management approach to gather information on key
HWIs.

Evaluation of compliance effectiveness in 2012

6.12 The ATO last reported on a completed effectiveness evaluation of HWI
compliance risks in 2012. This evaluation involved revised compliance
strategies, success goals and indicators, but was not a full application of the
CEM methodology. There was no workshop to discuss key elements of
Phases 1 and 2—to specify risks and define and develop strategies. Nor was
there appropriate documentation to support the design and validation of the
indicators as required under Phase 3 or to record the results of the evaluation
in a detailed project report as part of Phase4. Rather, the focus of the
evaluation was ‘on telling the HWI story’.

6.13  The identified HWI risks remained largely unchanged from the risks
initially identified in 2007, being:

. failure of HWIs to voluntarily comply with their tax obligations means
that wealthy Australians do not pay their fair share of tax; and

. community perceives that wealthy Australians do not pay their fair
share of tax and community confidence in the integrity of the tax
system is eroded as a consequence.

6.14 In respect of success goals, two of the original goals were refined —that
HWIs properly meet their tax obligations, and the community is confident that
HWIs pay their fair share of tax. Another (identifying HWIs) became
redundant with the ATO’s improved data mining capability. Minor
consequential changes were also made to the effectiveness indicators, which
continued to involve analysing quantitative measures such as lodgement rates
and ratios of collectible debt, as well as comparing historical and current
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Measuring Compliance Effectiveness

performance data. Table 6.1 summarises the results reported by the ATO
against each goal for these risks.

6.15 The 2012 review found improvements in effectiveness against all four
success goals. However, as with the 2009 evaluation it did not make an overall
conclusion regarding the ATO’s effectiveness in addressing the risks of HWIs
failing to voluntarily comply with their tax obligations and not paying their
fair share of tax. The results of the review were presented to the Risk
Management Committee in June 2012, with the chair commenting that the
HWI risk strategy was ‘heading in the right direction’.

ANAO Report No.35 2013-14
Managing Compliance of High Wealth Individuals

113



‘(Kep\ 03) Z1L—110Z 0} 20—900Z UsaM}ag Sawooino aoueldwod aAijoe [MH U0 Malp Yunoy ey} pue ‘sieak om} snoiraid ay) wodj eyep suonosiqo
Uo MalJp PAIY} 84} ‘Z1L0Z O} Z00Z WOl s)nsal ABAINS UO MaIp SWOJINO PUODSS 8| "S8Inso|osip AIBJUN|OA 10} (0L0Z PUB 600Z WOJ) Blep pue ‘puspiAlp aoueldwod ay)

9]e[Ndjed 0} pue spual} Juswabpo| Jojuow 0} 0L0Z O} 900z WOy eiep Jusawabpo| pasn (jeob ssaoons) awoo)No isil 8y "elep Jo abuel B U0 Malp uoleneAd ZL0zZ @Yl :| 910N

‘OLlY :892inog

‘sjobie) uonos||00 Yseo pue saljljiqel| popaadxXa JO 1o e

‘pe10s)||00
yseo pue pasiel saljiigel| 8oueldwod Aoy

"SUO[}08]|09 YSED
pue pasiel saijjigel| 0} bunejal
SJUBWIHIWIWIOD S}98W 01V dYL

‘sleak snojaaid om) Ul JnoAey s,0 1Y 9y} ul pjaydn suopjoslgo ul 8sealoul Juad
Jad g| e 0} pajnquuod sey ssad0.4d Jipne ayj ul Jallies asiadxs |eoluyos) buibebuy e

‘uol|ilw 0€$ Jo sseoxe ul sieadde yjeam jou asoym siahedxe) Jo
Jaquinu 8y} ur 8seauoul Jueoyiubis e ul pajnsas sey sanbiuyos) Bujuiw ejep pauyey e

“JUSW]S8AUI UO UINJal / Sejel ayl]s ‘s)nsal 40|
‘uonoslqo Japun S)UBWISSSSSE JIpPNE JO Junowe
“JnoAB) OLV Ul playdn suonoslqo Jo JaquinN

‘Juswabeuew
9SED UOIIBOUSPI YSH Ul
Ajjigeden jeussjul Q1 parosdw)

"Ronins z1.02 sy}

u Juad Jad g/ 0} 3oeq padsunog sey ,xej Jo sjunowe abue| Buipione sessauisng pue

ajdoad yjm buleap ul eAosye ale, am jey) uondaaiad sy} ‘(jusd Jad 79 0} Juao Jad
/) 0L0Z 0O} 2002 woli Buiddoip Ajjusisisuod Jaly “9ouspiuod AUNWWOD pasealou| e

'S99))IWIWO0D
SAIJE)|NSUOD WOJ} YoBqpPaa) ‘SaoIle elpaw
10 sisAjeue pue AaAing uondaolad Alunwwo)

'Xe)
10 aleys Jiey J1ay) buiAed ase s|pH

1ey) Buunsus ul 8AI0BYS SI O1Y
ay) 1ey) saAlgosad Ajunwiwod ay |

Jgap pajndsip 0} 1gop 8|qeI08||00 WOl AEME Jys Y
"safigel| payndsip ui uoljjiq |$ Ajerewixoiddy e

‘SISO |eloueuly |eqo|b pue
uonendod |AH 8ys Jo uoisuedxa ay) yum Buipioulod Juswabpo] swi-uo ul suloag e

'900Z 92UIS UOI[[IW | JO PUSPIAIP doue||dWOod pajewnsy e
'$8INSOJOSIp AJBJUN|OA JO SIOQUINU Ul 8SBIOU|

‘s|enplAIpul Jayjo0 0} paledwod saleiolauaq
pajeloosse pue S|AH JO S8jel Xe) 8A08Ye au) Ul sjuswanoidw|—BbBuniodss 1081100 e

'S|9A8] 1g9p pue
sisanbail Buini ajeald ‘sainsojosip Alejunjon
‘(uo-moy4 108.1p) puapIAlp adueldwod,

‘sS9)el Xe} 9AI109Y8 ‘quawbpoj-uou pue awi-uQ

JuawAed

pue juswabpo| ‘Buiniodas
1081100 0} Bunejas suonebijqo
xe} ay} 19aw Apadoud sIpMH

,SHnsai payodal O1V

Z10Z aunp ‘sjinsaa pajodal pue ‘siojeslpul pue sjeob ss829ns SSaUdAI}0aYd asueldwod |MH

Ul SpuaJ} JI0}IUO| :S10}BIIPUl SSBUBAIIBYT

s|eob sse2ong

‘L'9 9|qel



6.16

Measuring Compliance Effectiveness

The review also identified areas of future focus for the HWI compliance

work (Table 6.2). These areas largely continued the existing approaches and

compliance strategies for HWIs.

Table 6.2:

Key findings and areas of future focus for the ATO’s HWI

compliance activities—2012 compliance effectiveness

evaluation
Key findings

The fall in on-time lodgements emphasised the
importance of engaging with newly identified
HWiIs.

Future compliance activities ‘

The ATO subsequently received additional
budget funding in 2012-13 to increase
lodgment enforcement activity on higher
risk and newly identified HWIs.'?

There was a direct link between the ATO’s
improved risk identification and risk treatment
capabilities and increases in liabilities raised.

The ATO will continue to build its technical
capability to identify, monitor and treat
emerging risks.

Refined data mining techniques have identified
a significant number of taxpayers whose net
wealth appears in excess of $30 million
(potential HWIs).

The ATO started engaging with these
newly identified potential HWIs in
2012-13.

Effectiveness of expanded compliance program
has led to increased voluntary disclosures and
improved effective tax rates.

No areas of future focus were identified.

Compliance dividend methodology
demonstrates the effectiveness of ATO
interventions in influencing improvements in
voluntary compliance.

As effect can dissipate over time, ongoing
monitoring and engagement across the
HWI population is necessary.

There was a decline in community confidence
(between 2007 and 2010) in the ATO’s
effectiveness in ensuring that HWIs pay their
fair share of tax.

Ongoing community engagement on ATO
HWI compliance activities is required.

Source: ATO.

6.17

A full CEM evaluation may have had more significant findings and

proposals for revised strategies, with more detailed analysis of the indicators
and the information underlying them. This may have resulted in proposed
improvements to risk identification, case selection and active compliance
activities.

120 The ATO was provided with $37 million in the Mid-Year Economic and Fiscal Outlook Budget 2012.
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Evaluation of compliance effectiveness in 2014

6.18 The ATO was developing planning documents to evaluate HWI
compliance activities in early 2014 at the time of this ANAO audit. The
planning documents indicate that, as with the 2012 evaluation, the evaluation
will be largely a refresh of Phases 3 and 4, involving some refinement to
success goals and indicators but not a full application of the CEM.

6.19  In refining the success goals, the ATO removed the goal that measured
risk identification. Table 6.3 traces the evolution of success goals for the ATO’s
HWI compliance work between 2007 and 2013-14.

Table 6.3: Evolution of success goals, 2007 to 2014

2007 2009 2012 2014 |
HWIs voluntarily HWIs voluntarily HWIs properly meet HWIs understand their
meet their tax meet their tax the tax obligations rights and obligations
obligations. obligations. relating to correct and willingly meet their
There is an There is an reporting, lodgment income tax
improved improved perception and payment. obligations, Iodge,_
perception of of wealthy Improved ATO report and pay their
wealthy Australians | Australians paying internal capability in | t@xon time.
paying their fair their fair share of risk identification Improved compliance
share of tax. tax. case management. behaviour as a result
All wealthy All wealthy The community of our differentiated
Australians are Australians are perceives that the and transparent
identified by the identified by the ATO | ATO is effective in approaches.
ATO and flagged and flagged ensuring HWIs are Community confidence
accordingly. accordingly. paying their fair that HWIs pay their fair
share of tax. share of tax.
The ATO meets Delivery on
commitments relating | Government liabilities
to liabilities raised and cash collections
and cash collections. | commitments.

Source: ANAO analysis.

6.20 Taken together, the success goals align with existing strategies to
mitigate the HWI tax compliance risk.
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Measuring Compliance Effectiveness

Assessment of HWI compliance effectiveness indicators

6.21 The ANAO assessed the ATO’s compliance effectiveness indicators for
the last completed CEM evaluation (2012) against the ANAQO’s three key
performance indicator (KPI) criteria'!:

. relevant—indicators contribute to conclusions that assist users’ decision
making;
. reliable —indicators allow for reasonably consistent assessment of a

program; and
J complete—a set of indicators that allow for the overall assessment of a
program to inform users’ decision making.

The indicators were assessed overall as relevant and reliable in measuring the
impact of the HWI activity, as shown in Table 6.4.

Table 6.4: Results of ANAO testing of HWI compliance effectiveness
indicators

Indicator Relevant Reliable

Free from
bias

Understandable | Measurable

Focused

Monitor trend in on-time and

non-lodgment, effective tax rates,
‘compliance dividend’ (direct flow-on), v v v v
voluntary disclosures, private ruling
requests and debt levels.

Monitor trend in Community Perception
Survey and analysis of media articles, v v v v
feedback from consultative committees.

Monitor trend in number of objections
upheld in ATO favour, amount of audit

assessments under objection, IQF v v v 4
results, strike rates / return on

investment.

Monitor trend in active compliance v v v v

liabilities raised and cash collected.

Source: ANAO analysis.
Notes: v =met, or met some, of the criteria; ¥ = not met the criteria.

121 Following amendments to the Auditor-General Act 1997 in 2011 that provided the Auditor-General with
the explicit authority to audit the appropriateness of entities’ KPIs and the completeness and
accurateness of their reporting, the ANAO has developed a methodology to evaluate KPIs. This
methodology is presented in ANAO Report No.28 2012-13, The Australian Government Performance
Measurement and Reporting Framework Pilot Project to Audit Key Performance Indicators, April 2013,
p. 63.
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6.22 In relation to completeness, the indicators cover many of the elements
of performance required to assess the effectiveness of the ATO’s strategies to
address HWI compliance risks, covering trends in voluntary compliance,
outcomes from active compliance activities and community confidence levels.
However, there were no indicators relating to improving the legislation to
reduce potential confusion in the application of the law by taxpayers and
minimising aggressive tax planning. Further, the indicators did not adequately
use information about the risk population that could be obtained from the
extensive programs of HWI audits and risk reviews, or from the risk
assessment tools.

6.23 The ATO seeks to measure improvements in voluntary compliance
through indicators such as trends in the effective tax rate'?, voluntary
disclosures and the compliance dividend. The effective tax rate is a standard
measure and simplifies comparisons among taxpayers or companies. The
number and value of voluntary disclosures'? is also a useful measure,
reflecting instances where HWIs amend information previously provided to
the ATO to bring their tax affairs into order. The compliance dividend'?
measures future tax revenue that would have been lost without a change in
behaviour arising from active compliance interventions.’?> While the
compliance dividend demonstrates that audits and reviews improve voluntary
compliance, the ATO recognises that such improvements reduce over time
necessitating ongoing monitoring and review of HWIs.

6.24  As well as the compliance dividend, other indicators demonstrating the
effectiveness of HWI active compliance activities are the number of audit
assessments under objection, number of objections upheld in the ATO’s
favour, strike rates and return on investment. These indicators aim to measure
improved compliance behaviour as a result of the ATO’s differentiated risk
and active compliance activities. As indicated in paragraph 6.17, an assessment
of these indicators did not lead the ATO to recognise the opportunities for

122 The effective tax rate is the average rate at which an individual’s earned income is taxed. It is calculated
by dividing total tax expense by taxable income.

123 A voluntary disclosure is when a taxpayer informs the ATO about a false or misleading statement they
have made or a change that increases their tax or reduces their credits—without prompting, persuasion
or compulsion by the ATO.

124 The compliance dividend measures the change in income tax return data for individual HWI cases that
have generated outcomes for three consecutive years post audit, and compares these HWIs to their
peers to determine if there has been a change in compliance behaviour.

125 The ATO reported a compliance dividend of $441 million for HWI audit activities from 2006 onwards in
the 2012 reporting year.
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Measuring Compliance Effectiveness

improving HWI risk identification, case selection and active compliance
activities that the ANAO has identified through this performance audit.

6.25 The ANAQO'’s analysis considered other measures relevant to assessing
effectiveness. For example, the profile of financial outcomes from active
compliance interventions, as presented in Table 4.4, were examined and
showed that 90 per cent of cash collected was from the top third of all cases
raising a liability, with only 10 per cent from the other two-thirds. This
distribution suggests that a high proportion of the HWI population is
compliant but also points to the need for further improvement in the
identification and selection of cases for active compliance.

6.26 When assessing indicators of effectiveness of HWI compliance
strategies, it would be beneficial for the ATO to examine the distribution of
financial returns from active compliance activities, including the number of
compliance cases with a return and the relative scale of those returns. There
would also be merit in the ATO analysing the implications of compliance
outcomes for risk management processes, in order to identify scope for
improvements to compliance and risk strategies, and the systems and
processes underpinning them.

6.27 In relation to the second specified HWI compliance risk'?, three
questions specific to wealthy Australians were posed in a perceptions survey
for the first time in 2013.1%” These questions will provide relevant information
for the 2013-14 evaluation. This highlights that survey responses used in prior
HWI effectiveness evaluations were not specific to HWIs and accordingly there
was less confidence about their relevance to HWI compliance risks.

6.28 There was no documentation to support the validation of indicators
used in previous HWI compliance evaluations. When implementing the CEM
in 2014, there would be merit in the ATO documenting the analysis of the
information provided by each indicator, in reaching an overall conclusion
about compliance effectiveness.

6.29 The ATO advised that the overarching HWI strategy for 2013-18 was
being updated, and that the consequent changes to the strategy would be

126 The risk that the ‘community perceives that wealthy Australians do not pay their fair share of tax and
community confidence in the integrity of the tax system is eroded as a consequence’.

127 The questions were: ‘Are you aware of the ATO’s Wealthy Individual Programs?’; ‘How effective do you
think these programs are?’; and ‘Do you feel that the ATO effectively deals with the tax obligations of
the rich in Australia?’.
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reflected through specific and measurable indicators being used in the
effectiveness evaluation for 2014-15 and beyond.

Reporting of compliance activities

6.30 There is limited external reporting of HWI compliance activities,
although the ATO monitors and reports internally, particularly against
deliverables such as revenue and other active compliance targets.

External reporting

6.31  There is no specific reference to the ATO’s HWI compliance activities in
the ATO Portfolio Budget Statements. However, the ATO’s ongoing focus on
HWIs since 1996 has resulted in HWI active compliance case numbers and
revenue achievements being regularly reported in annual reports. For example,
the Commissioner of Taxation’s 201213 Annual Report included reporting on some
HWI deliverables, such as the number of completed audits and reviews,
liabilities raised and cash collections in 2012-13 and collectively for the previous
four years, as well as the number of registered HWI settlements.'?

6.32 The ATO also reports snapshots of achievements against compliance
KPIs in its annual Compliance Programs, detailing the number of completed
audits and reviews, and total tax liabilities raised and total cash collections.
The Compliance Program 2012-13 included a feature on the ATO’s active
compliance activities and HWI results between 1996 and 2012.1%

Internal management reporting

6.33 The PGH business line monitors and reports compliance performance
against deliverables such as revenue and other active compliance targets at the
business line level and by region and population. The two key reports that
monitor performance in meeting the main internal measures at the HWI
population level are: the PGH financial year performance executive snapshot
report, a key PGH governance report; and the PGH active compliance
performance report, an operational report. Both reports are produced on a
monthly basis.

128 ATO, Commissioner of Taxation, Annual Report 2012—13, October 2013, pp. 44, 45 and 58.
129 ATO, Compliance Program 2012—13, July 2012, pp. 54-55.
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Measuring Compliance Effectiveness

6.34  These reports allow the ATO to track performance of HWI compliance
activities against internal deliverable targets, particularly timeliness, number of
reviews and audits on hand and completed, compliance liabilities raised and
cash collected. As shown in Table 6.5, the ATO exceeded the liability and cash
collection targets from 2011-12 onwards. The ATO reported that it did not
meet the annual liability and cash collection targets in 2009-10 as a number of
significant HWI cases took longer than planned. These cases were finalised in
2010-11.1° The HWI cash collections were also $1.3 million short of the target
of $200 million in 2010-11. While the $200 million cash collection target for
2011-12 and 2012-13 remained unchanged, cash collections exceeded the target
by 69 per cent and 37 per cent respectively.

Table 6.5: ATO performance against HWI active compliance liability
and cash collection targets, 2009-10 to 2012-13

Liabilities ($m) Cash collected ($m)
Year

Plan Actual Plan Actual
2009-10 482 364 337 42
2010-11 706 839 200 199
2011-12 665 888 200 337
2012-13 675 1070 200 274
Total 2528 3161 937 852

Source: ATO PGH reports and ANAO analysis of ATO data.
Note 1:  As mentioned in Table 4.8, for 2009-10, the ATO reported a cash collection of $51 million, which

was $9 million more than in the data provided to the ANAO. The ATO advised that the difference

was due to eight cases that were closed in 2008-09 but resulted in cash collected in 2009-10.
6.35 In February 2014, the PGH business line finalised a review of its
internal reporting arrangements. The review had been commissioned by the
PGH senior leadership and was aimed at improving the effectiveness and
efficiency of internal PGH reporting. The ATO advised that as a result of the
review, the reporting was more consistent, streamlined and reliable. The
review also identified opportunities for consolidating the business line’s
reporting capabilities, which were still being considered for implementation at
the time of the audit.

130 ATO, Commissioner of Taxation, Annual Report 2010-11, October 2011, p. 101.
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Conclusion

6.36 The ATO has undertaken a CEM evaluation of HWI compliance
activities on three occasions (in 2007, 2009, and 2012), and has planned another
evaluation in 2014. The 2012 iteration of the CEM was largely a refresh of the
existing approaches, with some refinements to the success goals and
effectiveness indicators. None of the three completed evaluations have formed
a view as to the overall effectiveness of compliance activities in addressing
HWTI compliance risks. Nevertheless, the general message, as reflected by the
response of the Risk Management Committee to the 2012 evaluation, has been
that the compliance strategies are ‘heading in the right direction’. There was
considerable scope, however, for these evaluations to have better analysed
effectiveness indicators, and underlying source information and processes,
relating to active compliance activities. Such analysis could have facilitated the
identification of more substantial opportunities to improve risk assessment,
case selection and active compliance strategies and treatments—in a similar
way to the ANAQ’s audit findings.

6.37  Reflecting its status as an element of broader ATO compliance
activities, HWI compliance activity is not explicitly identified in the Portfolio
Budget Statements and there is only limited reporting of performance in
annual reports and annual compliance programs. There is regular, ongoing
internal monitoring and reporting of performance in meeting internal targets
for HWI active compliance deliverables, particularly the number of compliance
cases, liabilities raised and cash collected. The ATO advised that internal
monitoring and reporting of HWI performance had improved following the
finalisation, in February 2014, of a review of internal reporting arrangements
within the PGH business line.

==z

Ian McPhee Canberra ACT
Auditor-General 4 June 2014
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Appendix 1: Agency Response

[22=)
2 3y T
9. 30
i Australian Government
*  Anstralian Taxation Office

Second Commissioner of Taxation

CANBERRA ACT 2601

Dear Ms Cass

RE: AUSTRALIAN NATIONAL AUDIT OFFICE PERFORMANCE AUDIT OF
Managing Compliance of High Wealth Individuals

Thank you for your letter dated 30 April 2014 and for the opportunity to provide
comments on the proposed report on Managing Compliance of High Wealth
Individuals.

The ATO agrees with the two recommendations as presented in the section 19
report.

Attached is the ATO response to the recommendations (Annexure 1) and a summary
of our comments to be included in the report (Annexure 2).

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 Michael Cranston,

Deputy Commissioner, Private Groups and High Wealth Individuals on (02) 9374
1428.

/\C\%

Neil Olesen
Second Commissioner
Australian Taxation Office

Date: 3_\ ha_LA, 2

T +61 (0)2 6218 1111 PO Box 900 Civic Square ACT 2608 Australia ato.gov.au
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Annexure 1

Rec ANAO recommendation ATO response
1 : A Agree
;ﬁ;ﬂ“gﬁeﬁmﬁgaggmi The ATOQ will continue to build upon our
(RDF), the ANAO recommends existing approaches to improve our risk
that the ATO: analyses the SARMSTAN PrOCASSSS.
outcomes of active compliance
cases to assess the RDF's
effectiveness in identifying those
HWIs at higher risk of
non-compliance.
2 To enable the ATO to more Agree

efficiently allocate compliance
activities resources across the
Private Groups and High Wealth
Individuals business line, and to
more accurately demonstrate
return on investment, the ANAO
recommends that the ATO:

a) better assesses the cost
of compliance activities
for the HWI population;
and

b) calculates the return on
investment for HWI
compliance activities
using cash collected, in
addition to liabilities
raised.
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Appendix 1

Annexure 2

Summary of ATO’s response

The ATO welcomes this report. In finding the ATO's compliance approach to be
generally effective, the review recognises the challenges that the ATO has in
managing tax compliance of HWIs. Such challenges include complex business
arrangements, opportunities for aggressive tax planning, intricate structures,
contentious tax issues, grey areas of the law and limited public disclosure of financial
information.

While the review focussed on the four years to 30 June 2013, the ATO has made a
number of significant improvements to its work in this area over the last 12 months.

We acknowledge there are further improvements to be made and the two
recommendations will further assist with our improvements in this area.
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Appendix 2: Integrated Scoring Model risk categories

Risk categories

Number of risk rules ‘

Capital Gains Tax 10
Consolidation 10
Demergers131 1
Division 7A"* 9
Fringe Benefits Tax 6
Franking Credits'® 1
Income tax—Other 5
International — Controlled Foreign Companies 9
International — Thin Capitalisation 5
International — Profit Shifting 17
International — Non Resident Withholding Tax 6
International — Other 1
Lodgement 7
Professional Firms 1
Research and Development 11
Revenue Losses 7
Self Managed Superannuation Funds 1
Tax and Economic Performance 4
Taxation of Financial Arrangements 9
Trusts 3
Total number of rules 123

Source: ATO documents.

131 A demerger is a form of restructure in which owners of interests in the head entity (for example,
shareholders or unit-holders) gain direct ownership in an entity that they formerly owned indirectly (the

‘demerged entity’).

132 Division 7A of Part Ill of the Income Tax Assessment Act 1936 (ITAA 1936) is an integrity measure
aimed at preventing private companies from making tax-free distributions of profits to shareholders (or

their associates).

133 A franking credit is a taxpayer’s share of the income tax paid by a company on their profits from which

the taxpayer’s dividends or distributions are paid.
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Administrative Appeals Tribunal, 98,
106, 107

Advance pricing arrangements, 48, 50,
79

Appeals, 106-7

Audits and reviews
costs, 88-90
outcomes, 81-85
timeliness, 85-88

C

Case management, 90-94
approvals, 91
documentation, 90-91
quality assurance reviews, 93-94

Case selection
effectiveness, 72-74
panels, 63, 65-66
risk assessment, 67—68

Cash collections, 59, 88, 121

Compliance
active compliance, 77, 80-81
compliance model, 32
HWI strategy, 41-42
reporting, external, 120
reporting, internal, 120-21
voluntary compliance, 76, 78-80

Compliance Effectiveness
Methodology

application, 109-10
effectiveness indicators, 117-20
evaluations, 110-16
implementation, 110

F

Funding, 3941

H

High Wealth Individuals
audit and review coverage, 84
definition, 32
identification, 45
population, 32-34, 85

|

Inspector-General of Taxation, 54, 68,
102, 103

N

National Tax Liaison Group, 79

o

Objections, 38, 99-106
dispute resolution, 100-101
staff capability, 103-5
timeliness, 105-6

P

Phoenix activity, 48, 76

Pipeline Governance Committee, 51
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RDF Working Group, 51

Risk assessment
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ATOintelligence Discover, 54
Group Wealth System, 48, 56

Integrated Scoring Model, 4849, 55,
56, 59, 76

performance measures, 69-71

Risk Differentiation Framework, 49—
50, 55-57
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Series Titles

ANAO Audit Report No.1 2013-14
Design and Implementation of the Liveable Cities Program
Department of Infrastructure and Transport

ANAO Audit Report No.2 2013-14

Administration of the Agreements for the Management, Operation and Funding
of the Mersey Community Hospital

Department of Health and Ageing

Department of Health and Human Services, Tasmania

Tasmanian Health Organisation — North West

ANAO Audit Report No.3 2013-14
AIR 8000 Phase 2 — C-27] Spartan Battlefield Airlift Aircraft
Department of Defence

ANAO Audit Report No.4 2013-14

Confidentiality in Government Contracts: Senate Order for Departmental and Agency
Contracts (Calendar Year 2012 Compliance)

Across Agencies

ANAO Audit Report No.5 2013-14
Administration of the Taxation of Personal Services Income
Australian Taxation Office

ANAO Audit Report No.6 2013-14
Capability Development Reform
Department of Defence

ANAO Audit Report No.7 2013-14
Agency Management of Arrangements to Meet Australia’s International Obligations
Across Agencies

ANAO Audit Report No.8 2013-14

The Australian Government Reconstruction Inspectorate’s Conduct of Value for
Money Reviews of Flood Reconstruction Projects in Queensland

Department of Infrastructure and Regional Development
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ANAO Audit Report No.9 2013-14

Determination and Collection of Financial Industry Levies
Australian Prudential Regulation Authority
Department of the Treasury

ANAO Audit Report No.10 2013-14
Torres Strait Regional Authority — Service Delivery
Torres Strait Regional Authority

ANAO Audit Report No.11 2013-14
Delivery of the Filling the Research Gap under the Carbon Farming Futures Program
Department of Agriculture

ANAO Report No.12 2013-14
2012-13 Major Projects Report
Defence Materiel Organisation

ANAO Audit Report No.13 2013-14

Audits of the Financial Statements of Australian Government Entities for the Period
Ended 30 June 2013

Across Agencies

ANAO Audit Report No.14 2013-14
Explosive Ordnance and Weapons Security Incident Reporting
Department of Defence

ANAO Audit Report No.15 2013-14
The Indigenous Land Corporation’s Administration of the Land Acquisition Program
Indigenous Land Corporation

ANAO Audit Report No.16 2013-14
Administration of the Smart Grid, Smart City Program
Department of the Environment

Department of Industry

ANAO Audit Report No.17 2013-14
Administration of the Strengthening Basin Communities Program
Department of the Environment
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Series Titles

ANAO Audit Report No.18 2013-14
Administration of the Improving Water Information Program
Bureau of Meteorology

ANAO Audit Report No.19 2013-14
Management of Complaints and Other Feedback
Australian Taxation Office

ANAO Audit Report No.20 2013-14
Management of the Central Movement Alert List: Follow-on Audit
Department of Immigration and Border Protection

ANAO Report No.21 2013-14
Pilot Project to Audit Key Performance Indicators

ANAO Audit Report No.22 2013-14
Air Warfare Destroyer Program
Department of Defence

Defence Materiel Organisation

ANAO Audit Report No.23 2013-14
Policing at Australian International Airports
Australian Federal Police

ANAO Audit Report No.24 2013-14
Emergency Defence Assistance to the Civil Community
Department of Defence

ANAO Audit Report No.25 2013-14

Management of the Building Better Regional Cities Program
Department of Social Services

Department of the Environment

ANAO Audit Report No.26 2013-14
Medicare Compliance Audits
Department of Human Services

ANAO Audit Report No.27 2013-14
Integrity of Medicare Customer Data
Department of Human Services
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ANAO Audit Report No.28 2013-14
Review of Child Support Objections
Department of Human Services
Department of Social Services

ANAO Audit Report No.29 2013-14
Regulation of Commonwealth Radiation and Nuclear Activities
Australian Radiation Protection and Nuclear Safety Agency

ANAO Audit Report No.30 2013-14
Administering the Code of Good Manufacturing Practice for Prescription Medicines
Department of Health

ANAO Audit Report No.31 2013-14

The Australian Electoral Commission’s Storage and Transport of Completed Ballot
Papers at the September 2013 Federal General Election

Australian Electoral Commission

ANAO Audit Report No.32 2013-14

Delivery of the Hearing Community Service Obligation
Department of Health

Department of Human Services

Australian Hearing Services

ANAO Audit Report No.33 2013-14
Indigenous Employment in Australian Government Entities
Across Agencies

ANAO Audit Report No.34 2013-14

Implementation of ANAO Performance Audit Recommendations
Department of Agriculture

Department of Human Services
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Better Practice Guides

The following Better Practice Guides are available on the ANAO website:

Implementing Better Practice Grants Administration
Human Resource Management Information Systems: Risks and controls
Preparation of Financial Statements by Public Sector Entities

Public Sector Internal Audit: An investment in assurance and business
improvement

Public Sector Environmental Management: Reducing the environmental
impacts of public sector operations

Developing and Managing Contracts: Getting the right outcome,
achieving value for money

Public Sector Audit Committees: Independent assurance and advice for
chief executives and boards

Fraud Control in Australian Government Entities

Strategic and Operational Management of Assets by Public Sector
Entities: Delivering agreed outcomes through an efficient and optimal
asset base

Planning and Approving Projects — an Executive Perspective: Setting the
foundation for results

Innovation in the Public Sector: Enabling better performance, driving new
directions

SAP ECC 6.0: Security and control

Business Continuity Management: Building resilience in public sector
entities

Developing and Managing Internal Budgets
Agency Management of Parliamentary Workflow

Fairness and Transparency in Purchasing Decisions: Probity in Australian
Government procurement

Administering Regulation

Implementation of Programme and Policy Initiatives: Making
implementation matter

Dec. 2013
June 2013
June 2013
Sept. 2012

Apr. 2012

Feb. 2012

Aug. 2011

Mar. 2011

Sept. 2010

June 2010

Dec. 2009

June 2009
June 2009

June 2008
May 2008
Aug. 2007

Mar. 2007
Oct. 2006
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