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Australian Government

Australian Taxation Office

TheChairman
Joint Committeeof PublicAccountsandAudit
ParliamentHouse
CANBERRA ACT 2600

COMMISSIONER OF TAXATION

DearChairman

AT() Responseto Recommendation5 of Joint Committee of Public Accounts and
Audit Report398, Reviewof Auditor General’s Reports 2002-2003.Fourth Quarter

.

M~irtb 2004

Recommendation5 appearsat paragraph4.53 atpage45 ofthereport. it reads:

“The AustralianTaxation Office report to the Joint Committee of Public Accounts
and Audit within 6 months, on a mechanismto estimate the tax gap, that would
serieas the basisfor reporting the overall efficacy of the range of measuresbeing
adopted to prevent and control Goodsand ServicesTax fraud.”

The Tax Officehasconductedresearchinto estimatesof the taxgapby overseasrevenue
agencies,conductedits own sample-basedapproach to measurementofnon compliance,
investigatedtheuseofTreasury’sPriceRevenueIncidenceSimulationModel
(PRISMOD) asa meansofassistingtax gapmeasurementactivities,andinvestigatedthe
applicationoftheAustralianBureauofStatistics(ABS) approachto measurementofthe
undergroundeconomyin Australia.

ft is theTax Office view that thereis an approach,whichconcentrateson arangeof
indicatorsthatwill providethemostappropriatemeansof providingan understandingof
theCfficac\ of Compliancemeasuresundertakenby theTax Office. This is anapproach
That attemptsto monitor significantchangesin themagnitudeofthetax ~ap ratherthanits

SI/c.

In ldrmine this x iev~, theTax Office consideredthe implicationsof various measurement

approaches.including their:

• accuracyandreliability,
• timelinessofresults(and consequentcompliancebenefitsin beingable to address

issuesat an earlypointin time), and
• cost.
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For example,whilea rigorousandlargescalerandomauditprogrammightbe onewayof
gainingreasonablyaccurateandreliableinformation,suchprogramstaketime to setup, to
completetheauditsrequired,andto analysetheresults.This typeofprogramis extremely
costly to undertake.Not only would it consumelargeamountsofTax Office resourcesthat
couldotherwisebe targetedatsubstantivecompliancerisks,it would placea significant
additionalburdenon complianttaxpayerswho otherwisewould not needto incur audit-
relatedcosts.

In termsofappropriateindicators,theTax Office believesthatakey indicator is one
which comparesobservedGSTrevenueoutcomeswith anindicator(from ABS derived
data)on householdconsumptionandprivatesectorinvestmentin dwellingsthatare
subjectto GST. This indicatorreflectsatheoreticallyjustifiablerelationshipanda
practicalrelationshipthatappearsto berelatively stableovertime. It is alsousedasa
primary basisfor forecastingGSTrevenue.

In additionto this primary indicator,theTaxOffice hasdevelopedsomesupplementary,
moredisaggregatedindicatorsandwill continueto seekto developadditionalindicators
relevantto Tax Office efficacy.

In line with all tax gap measuresandindicators,however,careneedsto betakenin
interpretingtheimplicationsofobservedtrenddivergences.It wouldnot be appropriateto
immediatelyconcludethatchangesin trendareassociatedwith GSTfraud. Ratherthey
shouldbe regardedin thefirst instanceasa basisfor furtherinvestigationinto thecauses
of theobserveddifferences.The Tax Office is well placedto undertakesuch
investigation,asresourceshavebeenhonedto ensurerapidandtargetedresponsesto
identifiedhigh risk areas.

TheTax Office hasconcludedthataccurateanddefensiblemeasuresoftheabsolutesize
of thetax gapareimpossibleto achievein apracticalsense.This view is sharedby
Treasuryandis consistentwith conclusionsdrawnby theAustralianBureauofStatistics
in its discussionpaperon theundergroundeconomy. The ABS concludesthat theofficial
estimatesofGDP arehighly unlikelyto be understatedby anymorethanabout2 percent.
Further,theTax Office believesthatsuchabsolutemeasures,evenif theycouldbe
achieved,areunlikely to providepertinentinformationfor understandingtheoverall
efficacyoftherangeofmeasuresundertakenby theTax Office.

More detailon theissuesandproposalsdiscussedaboveis providedin AttachmentA.

Yourssincerely
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MichaelCarmody



I

ATTACHMENT A

Summary

Recommendation5 ofJointCommitteeofPublic AccountsandAudit Report398,
ReviewofAuditor General’sReports2002-2003,FourthQuarter,March2004is as
follows:

“The Australian Taxation Office report to theJoint Committeeof Public
Accounts and Audit within 6 months, on a mechanismto estimatethetax gap,
that would serveas the basisfor reporting the overall efficacy of therangeof
measuresbeing adoptedto prevent and control Goodsand ServicesTax fraud.”

The TaxOffice believesthatthemostusefulandtimely informationfor reportingon
Tax Office efficacyin relationto GSTfraudwould be achievedby thedevelopment
of aset ofindicators,andwherepossible,appropriatebenchmarksfor theseindicators.
Thiscouldincludebothquantitativeandqualitativeindicators.

The Tax Office hasconductedresearchinto variousmeansofestimatingthetax gap
including:
• undertakingaggregatetrendanalysesthat mightprovideindicatorsofchangesin

thelevel ofthetax gapovertime.
• investigatingmacroandmicro approachesto estimatingtheabsolutesizeofthe

tax gap,asattemptedby overseasrevenueagencies,
• conductingits own sample-basedapproachto measurementofnoncompliance,
• examiningtheapplicationof theAustralianBureauofStatistics(ABS)approach

to measurementoftheundergroundeconomyin Australia,and
• investigatingTreasury’sPriceRevenueIncidenceSimulationModel (PRISMOD),

asameansofassistingtax gapmeasurementactivities.

The Tax Office hasconcludedthat accurateanddefensiblemeasuresoftheabsolute
sizeofthetax gapareimpossibleto achievein apracticalsense.Thisview is shared
by Treasuryandis consistentwith conclusionsdrawnby theAustralianBureauof
Statisticsin its discussionpaperon theundergroundeconomy.Further,theTax Office
believesthatsuchabsolutemeasures,evenif they couldbeachieved,areunlikely to
providepertinentinformationfor understandingtheoverall efficacyoftherangeof
measuresundertakenby theTaxOffice to ensureGSTtaxpayercompliance.

The following sectionsofthisattachmentoutlinethebroadfindingsandconclusions
oftheTax Office’s considerationofGSTtax gapmeasurementissuesanddetails
someproposedindicatorsthatcouldbe usedto demonstratetheTax Office’s efficacy

jain relationto GSTfraud.

Proposedindicatorsof Tax Office efficacy

Givenoverseasexperiences,theTaxOffice hasdeliberatelyadoptedarisk
managementapproachto optimisecollectionsandlevelsofcompliance,ratherthan
engagein estimationoftheabsolutelevel oftheGSTtax gap. F
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Underthecurrentapproach,theTax Office seeksto identify areasofkey risk, focus
effortson mitigatingrisk in thoseareas,understandthereasonsfor non-complianceto
ensuremaintenanceofcompliantbehaviour,andto minimisethecostsofcompliance.

An importantpartofthat approachis to monitorrevenuecollectionsandseekto
identifypatternsofcollectionwhich areinconsistentwith economicfundamentals.If
we observea changein therelationshipbetweencollectionsandtherelevant
economicindicatorsover time,thismayindicateachangein taxpayerbehaviour.

A rangeofindicatorsis used,from broadeconomy-widedatato industryindicators,
including qualitativeinformationrelatingto legalandstructuralinfluences.Thereis
scopeto developfurtherthecurrentmodelto incorporateadditionalindicators.

Someexamplesofindicatorsinclude:
• A comparisonof GSTrevenuegrowthto ABS householdexpendituredata,
• GSTrevenuecomparisonsbasedon sizeofenterprise,and
• A comparisonof growthin GSTby industryto arelevanteconomic

benchmark.

Note that comparisonsarebasedon quarterlygrowthratesonly. An analysisoftrend
datamayalsobe useful,butaninsufficientnumberofobservationsis availableat this
stageto produceareliabletrendseries.ABS adviceis thatareliabletrend series
basedon quarterlydatarequiresaroundfive yearsof data.

As will be seenovertheperiodsreported,therecontinuesto beatight relationship
betweenthegrowthrates,indicatingat amacrolevel thecontinuingstrengthin the
underlyingcompliancelevels.

Furtherinformationon theseindicatorsis providedbelow.

GSTgrowth in relation to ABShouseholdexpendituredata

In thecaseof GSTcollections,we typically comparequarterlygrowth in GST
payableto an indicatorwhichcombineshouseholdconsumptionthatis subjectto GST
andprivatesectorinvestmentin dwellings,bothsourcedfrom theABS. We have
foundthattherelationshiphasbeenfairly constantovertime, with theexceptionof
theperiodimmediatelyaftertheintroductionoftheGSTwhentiming influences
distortedthepicture. Referto Graph1 below.
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Graph 1
Changesin GST payableand householdexpenditures

Percentagechangeonprecedingquarter
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The maintenanceofthis quite strongrelationshipovertime is indicativeofthe
continuingstrengthin underlyingcompliancelevels.Variationsin expectedoutcomes
basedon this indicatorcomparedto actualoutcomesareconstantlymonitoredby the
Tax Office. Significantdivergenceswouldbeinvestigatedwith a view to determining
whetherfraudorotherformsofnon-complianearecontributingfactors.Information
on thestateoftheeconomyis supplementedwith businessintelligencein relationto
legal,structuralor otherfactorswhich could influencerevenueoutcomes.Variations
herecouldlegitimatelybe dueto changesin thestructureofdemandin theeconomy.
Althoughsuchchangeswould be expectedto be gradualandmorelikely to affectthe
longertermtrend.

GSTgrowth by sizeofenterprise

The ABS madethepoint in their ‘undergroundeconomy’paper,mentionedabove,
that largeenterprisesandtheGovernmentandCommunitysectorsarenot segmentsof
themarketwhereonewould expectunder-reportingofincometo be occurring.

It is reasonableto assumethatGSTfraud is morelikely to occurin small businesses
thanlarge.If therehadbeenadeclinein thecontributionofthe smallplayersto total
GSTcollectionsovertime,we couldregardthis asanindicatorofpotentialrevenue
lossfrom fraud in thissegment.

Anotherindicatorthereforeis to measuregrowthin therelativereportingoftax
liabilities of thesmall businessmarketcomparedto growthfor largebusinessand
GovernmentandCommunitysectors.This canbe representedby comparingtheGST
reportedliability ofmonthlyandquarterlytaxpayers.To datewe havefound that the fr
relativecontributionsmadeby small(quarterly)andlarge(monthly) GSTremitters
havebeenfairly constantovertime. Referto theGraph2 below. However,future
analysisof this indicatorwouldneedto takeaccountoftheimpactof businesscycles

All data in noninal prices, not seasonally adjusted
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which may impactdifferentlyon differentsizedbusinessesaswouldtrendsin the
formationofsmall businesses,suchascontractingout.

Notethat theGSTrevenuedatausedin this indicatorrelatesto processedbusiness
activity statements.As theperiodbeyonda duedateprogresses,GSTrevenuedata
may be revisedasadditionalbusinessactivity statementsareprocessed.

Graph 2
Changesin GST payableby monthly and quarterly payers

Percentagechangeon preceding_quarter
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GSTtrendsby industry

AnalysisofGSTcollectionsby industrycanfurtherfacilitatedetectionofGST
evasionor fraudto theextentthat growthoutcomesareoutofstepwith economic
fundamentals.TheATO takesa targetedapproach,focusingon thoseindustries
whicharemoresusceptibleto fraud.

Building andconstruction’is oneindustryfor whichwe havearelatively reliable
economicbenchmark.Using growthin privatesectordwelling investmentasthe
benchmark2,we havefoundthatoverthepasttwo years,growthin buildingand
construction,andpropertyandbusinessservices,hasbehavedbroadlyaswe would
expect. Referto Graph3 below.

Note thattheindustrydatain thegraphrelatesto finalisedstatements.Thesewill
representa smallerproportionofthetotal populationover thepastyearorso thanthe
statementsrelatingto earlierperiods.We wouldthereforeanticipatethat for more
recentperiods,thegrowthin GSTrevenuefor growthin building andconstruction
(andpropertyandbusinessservices)industrieswill movecloserto theABS derived
growthin ~dwellinginvestmentasmore statementsareprocessed.Somequarterto

‘Notethat thereareissuesofaccuracyassociatedwith theindustrydata,whicharebasedon
registrationinformationandmaynotreflect currentactivity.
2 This isnot aperfectbenchmarkasbuildingandconstructionactivity includescommercialproperty.
It is probablythemostaccurateoneavailable.

Jun-02 Dec-02 Jun-03 Dec-03

All data in noninal prices, not seasonalW adjusted
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quarterdifferencesin thegrowthin theseserieswould alsobeexpecteddueto
differencesin thetimingofrevenuerecognitionfor tax purposesandtherecognition
ofbusinessactivity by theABS.

Graph 3
Changesin dwelling investmentand GST payable by the construction and

property and businessservicesindustries
Percentagechangeonprecedingquarter
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Indicators of Tax OfficeEfficacy in relation to GSTFraud

Thefollowing outlinestherevenueachievementsoftheTax Office GSTcompliance
program.The TaxOfficehasbeendevelopingits capabilityoverthe last4 yearssince
theintroductionoftheGST.Sowhilst theresultshavebeenimproving, this should
not beviewedasadeteriorationin compliancelevels.Nor is it a measureof thetax
gap astheTax Officeusesatargetedapproachaimedattreatingtheareasof greatest
compliancerisk. TheTax Office experiencein thisworkandthebuild up ofahistory
of taxpayerbehaviourdatais enablingbettertargetingofcases.

Indicatorsof TaxOffice efficacy in relationto GSTfraud measuresareincludedin
the level andcompositionof TaxOffice activecomplianceoutcomes.Overthefour
full yearsof operationtheGSTBusinessline within theTaxOffice hasraisedthe
following additionalliabilities andprotectedrevenuethroughits overallGST
ComplianceProgram:

Financial
Year

Net
GST
Revenue

Actual
Revenue
Growth

Actual
Compliance
Adjustments
(taxonly)

Actual
Compliance
Adjustments
Growth

Compliance
Adjustments
as
proportion
of Net GST
Revenue

00/01 $23.8bn $189m 0.8%
01/02 $27.4bn 15% $363m 92% 1.3%
02/03 $31.3bn 14% $888.3m 144.7% 2.8%
03/04 $34.lbn 8.9% $l,139m 28.2% 3.3%

Jun-02 Dec-02 Jun-03 Dec-03
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This table indicatessignificantimprovementin resultsfrom Tax Officeactive
compliancework throughgrowingexperiencewith thenewtax systemandimproved
capability. Note alsothatin theearlyyears,2000/01 particularly,theATO continued
to haveastrongfocuson adviceandeducation.While achievingtheseresultsthe
overall coverageratehastendedto be staticat around10 percentoftheoverall GST
registeredpopulationin eachyear.

Theseresultsreflectstrongoutcomesfor verificationofrefundsandfield worksuch
asaudits,BAS reviewsandspecific GSTissuechecks.

TheTax Office follows bestpracticein its complianceprogramby encouraging
voluntarycompliance,continuousmonitoringoftheoperatingcontextincluding
identifyingandassessingrisk, understandingunderlyingtaxpayerbehaviour,
addressingnon compliantbehaviourthroughappropriatetreatmentstrategiesand
evaluatingtheoutcomesofinterventions.

TheTax Office hasconductedlimited analysisof theimpactsof its compliance
programon compliancebehaviouroftaxpayersin casheconomyindustries.The
evaluationsindicatethatwheretheATO hasauditedanentity the impactappearsto
betwo-fold. Firstly, thereis thedirect impactof theadjustmentsin theperiods
reviewed.Secondly,thereis anobservedindirect improvementin themeannetGST
reportedby taxpayersin periodssubsequentto thereview.

It is importantto notethatnoneofthe indicatorsmentioned,alone,is determinativein
termsof demonstratingTax Office efficacy in relationto GSTfraud.Trend
divergencescanbe usedasasignalthatresearchandinvestigationis requiredto
determinethereasonsfor thedivergences.

As indicatedearlier,this is in line with currentTaxOffice risk management
approacheswhichseekto identifythekeyareasofnon-complianceandfraudrisk.
Thatis, theATO focusesits efforts on mitigating risksby understandingthereasons
for non-complianceandendeavouringto changenoncompliantbehaviourandto
addressproblemsarisingthroughthecostofcompliance.

TheATO will continueto monitor thesetrendsandfocuseffortson understandingand
undertakingnecessarycomplianceactions.

Various revenueauthority experiencesin macro and micro measurementof the
absolutetax gap.

Therehavebeensomeattemptsmadein overseasrevenuejurisdictionsto measurethe
tax gap,notably in theUK andUS.

The UnitedKingdom — a macroapproachto VAT taxgap measurement

The UnitedKingdompublishedits approachesto “Measuringindirect tax losses”in
November2002.Theapproachesemployedincludeatop downestimateofthetax
that shouldtheoreticallybe collectedversusactualcollections,andattemptto generate
absolutemeasuresofthetax gapat apointin time.
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This approachwould be usefulto translateto theAustraliancontextif it couldbe
conductedwith ahigh level ofconfidencein theaccuracyandreliability oftheresults.
However,in theUK experience,it appearstheoutcomesareoflimited usefulnessin
that variationsin theabsolutemeasureofthegapovertime might reflectproblemsin
its measurementprocessmorethanchangesin thetax gapperse. Thatis the
calculationmethodmayintroduceerrorsin calculationthatcouldbewrongly
interpretedasachangein thetaxgap.

The UK alsoacknowledgesthatits top downapproachhaslimitationsowingto their
nationalaccountsdatacontainingamarginof error,not beingup to dateandbeing
subjectto revision.The sameissueswould be truefor Australia.

Critically, suchtop downanalysesdo nothelpin identifying andmanagingeach
particulartypeofrevenuelossproblem.Thatis, theydo notprovideanypractical
guidanceasto whichelementsofthetax landscapeshouldbetargetedin addressing
therevenuelossproblem,apointthattheUK acknowledges.

The UK alsousesabroadtrendanalysis,andbelievesthatthis is abetter
representationofthetrue underlyingtrendin fraud.In particular,theUK has
acknowledgedthevalue of identifying thetrendsfor VAT receiptsversusmeasuresof
theamountofspendingoccurring.

The UnitedStatesofAmerica— a micro approachto incometaxgapmeasurement

The US undertookalargescaletaxgapmeasurementprogramfor incometax
throughconductinga largescalefull auditprogramin the 1 980sand1 990s— under
its TaxpayerComplianceMeasurementProgram.This involved theIRS conductinga
rolling programofrandomaudits of incometax returns,wheretensofthousandsof
taxpayersweresubjectto line-by-lineauditswhereinthey were askedto proveeach
item in theirtaxreturns.

Theauditswerenot targetedathigh risk areas,rathertheyweredesigned
(appropriatelyfor theprogram’sobjectives)to collect informationabouttherangeof
incometax itemsthattaxpayerswereclaiming.

Theprogramwashighly criticisedfor beinginvasive,burdensomeandcostly and
wasultimatelysuspended.

In 2002, however,an auditprogramwasreinstated,albeit onasmallerscalethanthe
TCMP. Theprogram’sobjective is to measurereportingcomplianceandidentify
complianceissuesthroughauditswhichtargethigh risk areas.

While aTCMP styleprogramis theoreticallyanapproachthatwill provideareliable
indicationoftheabsolutesizeof thetax gap, it toosuffersfrom anumberof practical
problems.In additionto thetaxpayerburdenandadministrativecostconsiderations
notedabove,theresultsof suchaprogramarenottimely — requiringtime to planan
appropriatelydesignedprogram,undertaketheauditactivity andanalysetheresults.
Eventhen,adjustmentsto theaudit resultsarelikely to benecessaryin orderto
estimatetheabsolutelevel of thetax gap,reflectingthereality thatevenfull audits
will notnecessarilydiscoverall elementsof existingnon-compliance.
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Australian Tax Office randomauditprogramfor GST

The Tax Office hasundertakenits ownlimited scalerandomauditprogramfor GST—

with a view to gaininginsightsinto taxpayercompliancelevels.This occurredin 2002
andwasbasedon arandomsampleofabout33 taxpayersin eachGSTregion(254
auditsin total). While theexercisedid providesomeusefulandactionableintelligence
it hadanumberofshortcomings,including:

• Thesampleonly includedGSTregisteredtaxpayers.It thereforecouldnot
provideameasureof thosebusinessesoperatingoutsidethesystemof which
theATO is not aware.

• TheABS reportedthatthesamplesizesweretoo small to providevalid
measuresofnoncompliance,thatis, it would notbepossibleto extrapolateto
establishatax gapestimate.Thecostoftheprojectwasoftheorderof $1.7
million. In orderto ensureahigh level of integrity, it wasnecessaryto useour
bestaudit staffandto fully audit thetaxpayersincludedin thesample.The
ABS recommendedthat,for acredibleoutcome,at least3000auditswould
needto be undertakenwhichwouldcomeata costofabout$20million. This
is greaterthanourcurrentcomprehensiveauditprogramandabout15 percent
ofall ournonBAS refundcomplianceactivitiesin theMicro andSME
markets.If theauditswereto be usedto determineproblemindustriesetc.,
thenwe would expectthat theminimumsamplesizewouldhaveto be
significantlyhigherthan3000.

• The exercisewasnotanefficientuseofATO resourcesastheamountsof
revenuerecoveredwere only about10 percentof theaudityield oftheATO’s
targetedcomplianceprogramusingarisk basedapproach.

• TheATO excludedlargebusinessesastherewasa significantpossibilitythata
very largeenterprisecouldbeselected,whichwouldinvolve afull audit
potentiallytakingateamover 12 monthsto completein thenecessarydetail.

An extensionofthis approachto enablemeasurementoftheGSTtaxgap is not
recommendedowing to theextremeexpense,opportunitycostandtheseverenegative
impact it would haveon thevastmajority oftaxpayersinvolved in thesamplewho are
doingtheright thing.

However,notwithstandingthelimitedrepresentativenessofits results,theexercise
did suggestthattherewasno widespreadorsystemicGSTnon-complianceat that
time.

Canada— a differentapproachto taxgap

While somework wasundertakenby StatisticsCanadain 1992 to estimatethe
understatementofconsumptionexpendituredueto skimmingetc,theCanadiantax
authoritynotedin its 2001-02Annual Reportthatit did notdirectly investin
measurementofthetax gap. It choseinsteadto rely on qualitativeandquantitative
informationderivedfrom complianceprogramsandotherindirectmeasuresto assess
compliance, It believedthatmeasurementofthetax gapwascostly,impreciseand
fraughtwith assumptionandinterpretationissues.
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Measurementof underground activity — theAustralian Bureau ofStatistics’
(ABS) experience

The ABS’ paper,titled ‘The UndergroundEconomyandAustralia’sGDP’, outlines
thecurrentadjustmentsthattheABS makesto their nationalaccountestimatesto
accountfor theundergroundcomponentofthenon-observedeconomy. Theterm
undergroundeconomyrefersto thoseactivitiesthatareproductiveandlegal but are
deliberatelyconcealedfrom thepublic authoritiesto avoidpaymentoftaxesor
complyingwith regulations.

In its study,theABS pointsout thatundergroundactivity potentiallymissingfrom
GDP cannotbe directly measured,andthat reliancehasto beplacedonavarietyof
indirect approaches,all ofwhichcanbe regardedasmethodologicallycontentious.
However,taking thisinto consideration,theABS concludesthattheofficial estimates
of GDP arehighly unlikely to be understatedby anymorethanabout2 percent.

ThemaingoaloftheABS analysiswasto assessthepotentialfor GDP to be
understatedbecauseofmissedtransactionsin theundergroundeconomy.The ABS
analysisin no way attemptedto identify thetaxgap,norwasanalysisundertakenwith
possiblemeasurementofthetaxgapin mind.

TheABS study is relevant,however,in illustrating thelevel ofaccuracythatcanbe
achievedin estimatingtheundergroundeconomyandthewiderangeofresultsthat
arepossibleusingvariousindirectapproaches.It rejectsasimplausibletherelatively
high levelsofmissingGDP estimatedby somemacro-economicmodels.

While themodellingandresultsfor someof thehigher(non-ABS) estimateshave
recentlybeenunderfurtherchallengefrom otheracademicresearch,therangeof
possiblevaluesis illustrativeofthehigh likelihoodthatmacromeasurement
approachesalonewill not providesufficiently robustandprecisemeasuresofthetax
gapto enablewell foundedconclusionsto be madeabouttheefficacyoftheTax
Office’s fraudminimisationmeasures.

In addition,while it might be possibleto usetheABS study’sapproachand
conclusionsto indicatea levelofGSTthatmightnotbe collectedasaresultofthe
undergroundeconomy,thefiguring is unlikely to providearobustestimate—

particularlygiventhatestimatesof under-reportingfor NationalAccountspurposes
cannotnecessarilybe directly translatedto under-reportingfor GSTrevenuepurposes.
However,theABS studydoesgiveaconfidenceinterval thatcanbeusedto establish
thereliability ofNationalAccountsbasedmeasuresofmovementsin thetax gap.

The Treasury model - PRISMOD

The AustralianDepartmentoftheTreasurydevelopedamodel,thePriceRevenue
IncidenceSimulationModel — PRISMOD,thatwasusedin developingthe ‘A New
Tax System’(ANTS) proposalsto estimatetheinitial revenuefrom implementing
GST.

I
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PRISMODis a largescale,highly disaggregatedmodeloftheAustralianeconomy
whichcontainsahighly detailedspecificationoftheAustralianNationalAccounts,
with detailedinter-industryflows from ABS input-outputtables.

It models107industriespurchasingabout1200inputsand sellingtheirproductto
otherindustries,and sevencategoriesoffinal demand.

For theinitial GSTmodelling,it reliedon input-outputtablessuppliedby theABS in
relationto the1993-94incomeyear,asthesewerethemostrecentAustraliantables
availablewhenthedatabasewasupdated.Theinput-outputtablewassubsequently
benchmarkedto theAustralianNationalAccountsfor 1996-97,to provideamore
contemporary,albeitstill not up-to-date,pictureoftheeconomyfor GSTmodelling.

Notwithstandingthepossibilityofcompositionalchangesadverselyinfluencingthe
model’saccuracy,thepublishedestimatesderivedfrom PRISMODfor the initial GST
yearwerevery closeto actualcollectionsfor that year.This wouldsuggestthat the
absolutesizeofanyinitial gapwasno largerthanyouwouldexpectfrom theABS’
NationalAccountsanalysisofthepotentialsizeoftheundergroundeconomy.

It wasconsideredwhetherPRISMODmightbe auseful sourceoradjunctfor
estimatesofthelikely theoreticalGSTyield, which couldthenbe comparedwith
actualcollections.However,themodelis designedto analysetheimpactofchanges
in policy ratherthantrendsin tax receipts.The Tax Office view, confirmedby
Treasury,is that with thebeddingin ofGSTandassociatedmajorinter-industry
compositionalchange,therewouldbe limitedadditionalbenefit in usingPRISMOD
ascomparedto somealternativeindicatorsfor GSTcompliancetrends.

Conclusions

• Analysisofactivity basedindicatorsindicatesthatthereis no reasonto believe
thatGSTnon-complianceis increasing(at leastwithin the boundsofthe
measuredeconomy). However,thereis scopeto developthis indicatorbased
approachfurther.

• Analysisbasedon theABS paperindicatesthatmeasuresofmovementsin the
GSTgapbasedon NationalAccountsdatashouldbe reliableandthattheerror
from thebaseusedwould notbeexpectedto be in excessof2 percent.

• GSTrevenueis closeto thelevel that wouldbe expectedbasedon National
Accountsinformationandtheinitial PRISMOD analysis,indicatingthatthetax
gapis likely to be smallerratherthanlarger.

• ATO complianceactivity is notagoodbasefor measuringthe sizeoftheGST
gapbecauseit usesatargetedrisk basedapproach.Increasingreturnsfrom such
activity resultsfrom improvementsin theinformationuponwhichthatactivity
is basedbettertargetingnon-compliantareasratherthananytrendsin actual
non-compliance.


