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Revenue Canada

Underground Economy Initiative

Main Points

2.1 Revenue Canada has reported that the tax impact (taxes resulting from enforcement actions) of its
activities to address the underground economy was $2.5 billion over five years; however, this includes the results
of both regular ongoing enforcement programs and the Underground Economy Initiative. The actual tax impact
attributable to the detection of unreported income by the 1,000 staff allocated to Initiative audit activities is much
less than the $500 million reported.

2.2 It is difficult to assess the overall success of the Initiative in combatting the underground economy
because the Department does not measure and report on the full range of Initiative activities and how they have
changed taxpayer behaviour.

2.3 Revenue Canada needs to assess the role that social marketing might play in making the public aware of
the societal costs of unpaid taxes and in soliciting its support to combat the underground economy. Polls indicate
that an alarming number of Canadians would be willing to participate in the underground economy. The
Department also needs to strengthen the activities that promote voluntary compliance by businesses.

2.4 The underground economy is a difficult and complex problem to solve and the size of the tax loss is
significant. The problem requires continuous attention and sustained efforts from Revenue Canada and all
Canadians.

Background and other observations

25 The underground economy results in tax evasion and represents an estimated annual loss of federal and
provincial tax revenues of $12 billion. Tax evasion is not a victimless crime. It puts honest businesses at a
competitive disadvantage and, in some cases, out of business. It also causes honest taxpayers to bear the tax load
of those who cheat. If left unchecked, underground economy activity could lead to a loss of faith in the fairness of
Canada’s tax system.

2.6 In 1993, Revenue Canada announced a new initiative to combat the underground economy by allocating
200 staff to its non-filers and non-registrants program and 1,000 staff to the audit of small businesses, where most
of the underground economy activity exists. Thirty-five percent of the Department’s audit staff for small and
medium-sized businesses are now involved in the Underground Economy Initiative audit activities.

2.7 The Initiative as planned was, in our view, a balanced approach to combatting tax evasion in the
underground economy. It included activities to promote voluntary compliance in small businesses such as
community visits and consultations with industry associations. As well, it involved other federal departments,
provincial and municipal governments and private sector organizations in sharing information to better deal with
the underground economy.

2.8 The Department can improve its targeting of audits for the detection and reassessment of unreported
income. As well, legislative opportunities exist to strengthen existing incentives to deter participation in the
underground economy.

Revenue Canada has agreed to take action to address our recommendations.
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Revenue Canada —

sectors; they range from those who
operate businesses on a full-time basis

Introduction

Underground Economy Initiative

to

“moonlighters”, and include those who do

The underground economy

example of a complex underground

2.9 Definition. The “underground
economy scheme.

economy”, a term familiar to most
Canadians, is commonly defined as
activities that result in income that has
been earned but not reported for tax
purposes. The definition may include
illegal activities, such as smuggling
tobacco and liquor, drug trafficking and
money laundering.

2.11  Factors often cited as

include higher tax rates, the growing
complexity of the tax law, changes in
public attitudes toward taxation and
government in general, a low perceived
risk of getting caught, opportunity (that i

2.10 In this chapter, we refer to the
undergrqund_economy as Iegal_ commentators have also said that the
transactions in goods and services that arg,
“hidden”, resulting in the evasion of taxes
Examples of sectors where the
underground economy is a concern
include home repairs and renovations an
auto repairs. Transactions in the 2.12 Effects.The underground
underground economy often take place economy results in tax evasion, and tax

disillusionment that accompanied its
introduction has fuelled the growth of th
émderground economy.

no withholding of taxes at source), and a
perception of minimal consequences. Tax

business with them. Exhibit 2.1 shows an

The underground
economy results in tax

contributing to the underground economy evasion and

represents an

estimated annual loss
s, of federal and
provincial tax
revenues of $12 billion.

isibility” of the GST and the associated

e

with cash because one party, or sometimewasion is not a victimless crime. It puts

both parties, wants to make sure that no honest businesses at a competitive

visible record exists. Participants in the disadvantage and, in some cases, out of

underground economy cross all economidusiness. Exhibit 2.2 illustrates how the

A contractor had not filed his tax return. Revenue Canada issued a filing requirement and ob
a tax return and related financial statements.

A review of the tax return and financial statements showed that the contractor owned two
corporations. The gross income of these two corporations was $3.5 million for three years. A
financial statements of these two corporations showed no salary expenses, Revenue Canad
suspected that the contractor paid his employees in cash or “under the table”. The contractol
return was sent to audit.

Auditors found that the corporations were in reality selling invoices to other contractors (clien
On behalf of these clients and on their request, the corporations would send invoices to the
clients’ customers for work done. Customers would pay the corporations. The corporations w
keep 5 to 10 percent of the payments and would remit the difference to their clients (those w
the work).

As the corporations did not keep proper books and records, auditors could not identify the cl
or, indirectly, the employees of these clients. Auditors also found that the contractor went
bankrupt in August 1997, and also had in 1991.

The $3.5 million of gross income reported by the corporations was in reality the salaries of th
clients’ employees. No income tax had been withheld on these salaries by the corporations q
clients and remitted to Revenue Canada. Using an average tax rate of 20 percent, Revenue
estimated that this represented about $700,000 in lost federal taxes alone. The contractor ne
paid taxes on his commissions (from $175,000 to $350,000). The case illustrates how certair
contractors used an old scheme — selling invoices — to conceal income.

tained Exhibit 2.1
A Complex Underground
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5 Revenue Canada identified the

's following scheme in reviewing
a taxpayer's payments to

various contractors.
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New trends such as
the recent growth in
self-employment and
the introduction of
electronic commerce
as a means of
conducting business
will create more
opportunities to hide
income from tax
authorities.

underground economy hurts competition. explain the wide variation in these
Honest taxpayers lose business because estimates. Taking into account the
customers may decide not to accept theirdifferences, our review concluded that a
bids or prices, which may be higher than reasonable range of estimates of the
those of vendors who fail to collect and underground economy — defined in terms
remit the sales taxes, report their income of the value of transactions in goods and
and pay their fair share of income taxes. services that are hidden and result in the
evasion of taxes — was between 4.2 and
213  The underground economy 4.5 percent of GDP in 1993. This range is
causes honest taxpayers to bear the tax in line with Statistics Canada’s estimate of
load of those who cheat and puts at risk 4.2 percent of GDP for that year. At
essential government programs such as 4.5 percent of GDP in 1997, the size of
health and social services. If left the underground economy would have
unchecked, underground economy activitgmounted to $38 billion. This figure
could lead to a loss of faith in the fairnessranslates into a loss of income and
of Canada’s tax system. commodity tax revenues of $12 billion for
that year alone — $7 billion at the federal
At 4.5 percent of GDP, the underground level and $5 billion at the provincial level.
economy warrants continuing 215

¢ acti Trends.New trends such as the
government action

recent growth in self-employment and the
introduction of electronic commerce as a

2.14 Size Estimates of the size of the . . :
: . means of conducting business will create
Canadian underground economy containe o S
more opportunities to hide income from

in many studies over the last 17 years "
tax authorities.
have ranged from 3 percent to over
20 percent of gross domestic product 2.16
(GDP). Our review of these studies people grew by 38 percent from 1989 to
indicates that differences in their 1997. In 1997 they represented 18 percent
objectives, definitions of the undergroundof the employed population, compared
economy and measurement methodologiegth 14 percent in 1989. Revenue Canada

The number of self-employed

Exhibit 2.2

How the Underground
Economy Hurts Competition

This exhibit illustrates how
difficult it is for honest

businesses to outbid businesseg

operating underground.

By paying his workers “under the table”, an employer can reduce the cost for a worker employed
legitimately by 40 to 50 percent. In general, this “cost reduction” arises from the non-payment of
payroll taxes. The worker’s take-home pay may be increased by 30 to 40 percent when income taxes
are not withheld at source and other payroll deductions are not made by the employer.

Employer’s Employee’s
costs take-home pay
Regulated wage
including benefits $1400 $ 600
Underground wage $ 800 $ 800
Reduction or increase $ 600 $ 200

This above-noted example illustrates the situation of a dry-wall worker working a 40-hour week. In
the regulated employment situation, the employee is paid in accordance with agreed union rates for a
dry-wall worker ($22.77 an hour in 1997) and employment benefits legislation. In the underground
employment situation, the same dry-wall worker is paid at a rate of $20 an hour. This is a rate that
Revenue Canada auditors have observed in the underground economy. The employee’s take-home
pay is net of income tax and other payroll deductions.

Report of the Auditor General of Canada — April 1999



Revenue Canada — Underground Economy Initiative

has taken steps to make the self-employ@bservations and

more aware of their tax obligations. Thesh .
include increasing enforcement actions Recommendations
and, in conjunction with the Department

of Finance, conducting reviews to better R C da’s Strat t
understand the work patterns of the evenue Lanada's otrategy to

seli-employed, their income levels, and Combat the Underground
the opportunities they have to avoid Economy
reporting income.

The Underground Economy Initiative
2.17  Electronic commerce can hide \yas announced in 1993

the reporting of transactions for both

income and commodity tax purposes. It 2.20  In the early 1990s, there was a

raises practical difficulties of ensuring  general perception that the underground

compliance, given that evidence about theconomy was a growing problem and that

identity and location of parties to a the government had to do something moreThe Underground
transaction may be difficult to obtain and comprehensive to curtail it. In November o
assess. Existing record keeping and 1993, Revenue Canada announced a  Economy Initiative as
maintenance standards may not be strategy to deal with the underground  planned was, in our
sufficient to reflect electronic transactionseconomy. The strategy focussed on . ’
Revenue Canada may also have difficultyunreported legal transactions in goods andi€W, a balanced
accessing encrypted evidence if it does ngérvices on which taxes had not been Paigipproach to

have a decryption key. Electronic It did not deal with unreported income .
commerce makes it very difficult to from illegal transactions such as bribery, combatting tax
determine the source and nature of fraud and sales of drugs, which are evasion in the
Income. addressed through other Revenue Canada

programs. underground

2.18 Inits response to the 1998 report
of the Minister’s Advisory Committee on
Electronic Commerce, “Electronic

2.21  Revenue Canada’s underground economy.

economy strategy consists of seven
, initiatives, which are collectively referred
Commerce and Canada’s Tax o

to as the Underground Economy Initiative.

Administration”, Revenue Canada . .
indicated that many of the issues raised bEXhlblt 2.3 lllustrates the range of the

the Advisory Committee need further XCt'V't'e.S p!anned as par t (.)f the“l nitiative.
. The objective of the Initiative is “to
work. The Department intends to consult

with the private sector in the developmen{ensure integrity and faimess of the
: ; voluntary tax system by addressing
of new or revised tax compliance and

administrative policies and procedures underground economy activity and tax

. evasion to ensure a level playing field.”
related to electronic commerce.
The Department expects that as a result of

the Initiative, there will be increased
voluntary compliance, changes in
Canadians’ attitudes toward tax evasion,

. . . _and increased compliance in targeted
2.19  We examined the implementation

of Revenue Canada’s Underground areas.

Economy Initiative to combat tax evasion2.22 The announced Initiative was

in the underground economy. We also  multi-dimensional. The Underground
reviewed how the Department accountedEconomy Initiative as planned was, in our
for the Initiative’s results. Further details view, a balanced approach to combatting
are found at the end of the chapter in thetax evasion in the underground economy.
sectionAbout the Audit. It was intended to increase the chance that

Focus of the audit

Report of the Auditor General of Canada — April 1999 2-9
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Exhibit 2.3

unreported income would be detected, tocompliance by auditing in areas of high
enforce the payment of taxes from non-compliance and supporting
unreported income, to develop new compliance efforts with additional
activities to support taxpayers in meeting research.

their tax responsibilities and to deter

taxpayers from participating in the 2.23  Research undertaken by other tax
underground economy. Activities includedadministrations also points to the
encouraging voluntary compliance conclusion that a multi-dimensional
through community visits to business approach is needed to influence the
establishments, educating the public, compliance behaviour of corporations and
partnerships with other governments and individual taxpayers, and to effectively
business organizations, enforcing combat the underground economy.

The Underground Economy Initiative

REVENUE
CANADAS
OBJECTIVE

INITIATIVES

ACTIVITIES

To ensure the integrity and fairness of the voluntary tax system by addressing underground economy activity

and tax evasion to ensure a level playing field

Work co-operatively Encourage Enhance Publicize tax
with provinces, voluntary legislative evasion
other government compliance effectiveness and convictions

departments and audit techniques|
key interest groups
Strengthen Compliance Focus on high
programs to research non-compliance
identify non-filers sectors
and
non-registrants
- joint audits - news release - develop - news releases
. consultation - public :;ar%';:)astg/lg
. exchange of education fi dit
information - community : :e 'Ee. audi
visits echniques
Y Y
- match - develop tools - improve
databases to identify workload
. increase hlgf:-rlsk development
enforcement sectors - audit high-risk
- improve audit sectors
targeting
. analyze
effectiveness

Source: Adapted from Evaluation Study — Revenue Canada’s Underground Economy Strategy

2-10
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Implementation of the Underground activities of the Initiative. Enforcement
Economy Initiative staff have carried out some of these

activities, while other activities have not
2.24  Revenue Canada has been implemented.

strengthened its resources to deal with
the underground economy in the last

five years.The Department allocated ~ 2.29  Proposed communication
1,200 staff to implement the Underground@ctivities have not been carried outThe
Economy Initiative. Of these, Underground Economy Initiative included

1,000 auditors are currently allocated to activities aimed at making the public
four targeted business sectors. The otheraware of the social inequities and costs
200 staff were allocated to the non-filers arising from unpaid taxes and at

and non-registrants program. generating support for Revenue Canada’s
enforcement actions. Although a few
2.25  In addition to the Initiative’s specifically targeted communication
resources, a significant number of projects have been carried out to date,
additional staff have been assigned to  Revenue Canada has not implemented
small business audits over the past general public awareness activities. The
three years. We found that these staff hauy®epartment has not even conducted the .
been trained to audit small business necessary research to determine whether SUrveys carried out by
taxpayers who have inadequate tax social marketing activities such as various organizations
records. broad-based advertising could be a

valuable tool to combat the underground from 1994 to 1997
economy. The Department has advised usshow that an alarming
that it has begun conducting such
research.

2.26  Revenue Canada has signed
memoranda of understanding with all
provincial governments to increase number of Canadians
co-operation to comb_at the underground would be willing to
economy more effectively. It has also
signed memoranda of understanding with2.30  Documents in Revenue Canada’s participate in the
Human Resources Development Canadapossession indicate that surveys carried underaround
to promote the exchange of information out by various organizations from 1994 to 9
on Employment Insurance payments and 1997 show that an alarming number of ~ economy.
income reported for tax purposes. Canadians would be willing to participate

in the underground economy. In December
2.27  The Department has consulted 1994, a CTV Television Network poll
with private sector organizations and  indicated that 58 percent of Canadians
associations and has promoted voluntarywould accept an offer to evade taxes when
compliance through visits to businesses. Buying goods or services. In March 1997,
has also been active in pursuing certain g Gallup poll found that 73 percent of
legislative changes such as the respondents said they would do so. While
introduction of a new mandatory not necessarily indicative of a trend, these
requirement for reporting income in the  survey results suggest that Revenue
construction industry, and a new reportingCanada needs to involve the Canadian
system for all federal government servicepyblic more in combatting the

contracts. underground economy.

2.28 All Initiative resources were

allocated to the enforcement areaThe 231 Revenue Canada should

1,200 staff are essentially involved in complete research to determine how to
enforcement activities such as auditing implement its social marketing activities
and detecting non-filers. The Departmentto make taxpayers aware of the costs of
did not devote staff with specialized skillsthe underground economy to society

to implementing the voluntary complianceand legitimate business.

Report of the Auditor General of Canada — April 1999 2-11
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In some communities,
30 percent of the
businesses contacted
had either not filed a

Department’s responseRevenue Canada Underground Economy Initiative included
agrees with the recommendation and will activities to increase voluntary

complete research to determine how to compliance by business taxpayers. Two of
implement its social marketing activities. these activities were visits to business

As reflected in the chapter, the establishments in selected communities
Department is already conducting and increased consultations with business
research to gain insights into how best to associations.

communicate about the underground

economy. The Departments aimisto: 233  Revenue Canada has undertaken
. determine how Canadians respond to Visits to business establishments to remind

concerns regarding the underground them of their tax responSib”itieS and to

economy and its impacts on social ~ hote taxpayer names and business
programs; numbers for future follow-up action.

During these visits, staff provide taxpayers
with a package of information to help
them voluntarily comply. Revenue
Canada’s quarterly reports on the
Initiative’s activities show that the number
of visits to businesses has declined over
the past two years. In 1995-96 and
1996-97, over 120 community visits — or
an average of 60 per year — were made.
- improve and expand its existing In 1997-98, Underground Economy

communications efforts targeted at  Initiative auditors made only

specific industry sectors and related 37 community visits. Consultations were

« determine whether a broad-based
advertising campaign would be an
effective way in which to raise general
public awareness of the underground
economy and of what the Department
has been doing to deal with it, and, if
so, what messages and media would
have the most impact; and

return or not consumers. initiate_d yvith over 400 business o
associations, but quarterly reports indicate

registered for the GST.  Social marketing will be a long-term that few follow-up meetings have been
initiative. In addition to extensive held over the past year.
research, social marketing entails
pbtammg the support and active 2.34  The recent decline of efforts in
involvement of a number of partners. community visits and consultations is
These partners include other federal worrisome, as it diminishes the role that
gove_rnment departme_nts a”?' the the activity referred to as “encourage
provinces. Also, we W!” cpntlnue our voluntary compliance” can play in
co-operative communications activities combatting the underground economy.
with private sector associations.
The Department has met with a number of-35  Itis also worrisome that the
stakeholders to explore interests and ~ Department’s response to the information
commitment. We are also Current|y obtained dUring the Community visits has
Conducting pub“c Opinion research in the often consisted of enforcement actions.
home renovation sector, to be completed These community visits have indicated
by 31 March 1999, with the view of high rates of non-compliance. In some
developing a social marketing plan and communities, for example, 30 percent of
other communication-related strategies fofhe businesses contacted had either not
that sector, as well as for the genera| filed a return or not registered for the
public. GST. The Department’s response to this

situation was to refer the files to the

2.32 Activities undertaken to non-filers program or to the audit
promote voluntary compliance by function. Other follow-up activities to
businesses have declinedhe assist the taxpayers in understanding and

2-12 Report of the Auditor General of Canada — April 1999
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meeting their tax reporting responsibilitiesaxpayers might have and to provide

could be used. assistance on-the-spot or shortly
afterward. Appropriate enforcement action

2.36  We noted, for example, that o s taken only if a taxpayer has still not

help _rgduce non-comphgnce in the complied after information and assistance
transition to the Harmonized Sales Tax, 3have been provided.

Tax Services Office had undertaken an

innovative practice of extending 2.38  External sources of information
assistance to taxpayers. Using its Client can improve detection of unreported
Services stalff, it started an outreach income. The underground economy is
program that involves meeting with generally characterized by a large number
taxpayers individually to better explain  of small transactions that collectively

their tax obligations and to promote amount to several billion dollars of
voluntary compliance with the new unreported income. In this context, the

Harmonized Sales Tax. Al_thoggh notan efficient detection and assessment of
Underground Economy Initiative activity, relatively small amounts of unreported

the Department considers this program income pose enormous challenges to Over the last

successful in attacking the underground Revenue Canada. five years, Revenue

economy. .
2.39  The use of external sources of Canada has obtained

2.37  Revenue Canada should information complements Revenue more than 70

strengthen its Underground Economy  canada’s internal information and can

Initiative activities to promote improve the identification of non-filers ~ databases from other

voluntary compliance by businesses.  and the selection of audit files. These  fagderal departments
sources yield additional information about L. ’
both the income paid to taxpayers and theProvincial and
wealth of taxpayers identified as possibly municipal

not having fulfilled their tax

responsibilities. Such information governments and

addressing the underground economy. Ascontributes to detecting the worst cases Ofprivate sector sources
unreported income and providing more

noted in the chapter, Revenue Canada X o
P o certainty before an enforcement action is and matched them
undertakes numerous activities to promote

voluntary compliance. Emphasis will be Undertaken. against its own

placed on increasing the number of 2.40 Over the last five years, the databases.

community visits and on maintaining Department has obtained more than
relationships that have been established 7 yatabases from other federal

with private sector associations. Also, thedepartments provincial and municipal

social marketing research being governments and private sector sources
unde_zrtaken by _the Dep_artment will and matched them against its own

provide useful information on the types ofy,tahases. For example, one Tax Services
activities that are most likely to be Office (TSO) obtained a private sector
effective in encouraging voluntary database of payments made to contractors,
compliance. and preliminary results indicate that

In particular, Revenue Canada considers SuPstantial unreported income may exist
its community visits to be an excellent N @ segment of the resources sector

Department’s responseRevenue Canada
agrees with the recommendation and has
always made activities to promote
voluntary compliance a key part of the
Department’s balanced approach to

opportunity to assist taxpayers in Another TSO received a database of
understanding and meeting their tax payments made to city construction
reporting responsibilities. In addition to  contractors. When matched against the
leaving taxpayers with a package of contractors’ filed returns, a sample of
information to help them comply payments indicated that 40 percent had

voluntarily, staff offer to answer questionsnot reported these payments. At the time

Report of the Auditor General of Canada — April 1999 2-13
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of our audit, the Department was levels of government and other partners to

finalizing its enforcement response. access the required data. As discussed in
the chapter, Revenue Canada makes

2.41  We found that access to extensive use of external sources of

provincial information varied from region jniormation to complement internal

to region and among TSOs. For example jnformation, to identify non-filers and to
only one provincial government provided zsist in selecting files for audit. Matching
a database on workers compensation; tWgf Revenue Canada databases with

provided information on property ~ external databases has been and continues
assessments a_nd one on land registries. g pe a key tool used by the Underground
Most provided information on motor Economy Initiative in identifying and

vehicle registration. Our examination alsoauditing cases of unreported income. As
showed that one particular Tax Services paragraph 2.42 indicates, Revenue

Office had requested 22 provincial Canada has agreements with all provinces
databases, but after 18 months the to increase co-operation in dealing with
majority still had not been received. the underground economy. The agreements

facilitate the exchange of information, as
well as other co-operative activities. The
existence of these arrangements
demonstrates the importance that the
Department places on the use of external
databases.

2.42  The Department has signed
memoranda of understanding with all
provinces to increase co-operation in
dealing with the underground economy.
Most provinces have identified a
representative to work with Revenue
Canada to facilitate the data exchange. Revenue Canada recognizes the
The provinces benefit from Revenue compliance benefits that accrue from
Canada’s activities to counter the increased sources of data. As the
underground economy because under  Department continues to work in closer
current tax collection agreements, they collaboration with its provincial
receive the provincial share of any tax  colleagues, and as it moves to proposed
reassessment flowing from Revenue Agency status and explores new business
Canada’s audits. opportunities with them, information
sources of benefit to the Department’s

2.43  We recognize that governments programs will be explored.

are obliged to protect the privacy of

information provided to them, and a At the same time, Revenue Canada is
process is needed to allow for the proper committed to ensuring that the

exchange of information between federal confidentiality provisions of the legislation
departments and other levels of administered are fully respected, and that
government. However, it is also importanthe Treasury Board Guidelines regarding
for Revenue Canada to have efficient data matching are observed. Furthermore,
access to data that can be used to detectthe compliance benefits of data matching
unreported income, especially income  must be carefully balanced with

from government payments. Canadians’ regard for privacy.
Consultation with the Office of the

244  Revenue Canada should Privacy Commissioner is undertaken on

collaborate with other levels of an Ongoing basisi as required_

government and other partners to )

access the data that can be used to 2.45  More research is needed to

detect unreported income. support Underground Economy

Initiative activities. Auditors need a good
Department’s responseRevenue Canada knowledge of the sectors they are auditing
agrees with the recommendation and will if they are to be effective at detecting and
continue to collaborate with the other assessing unreported income and

2-14
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combatting local underground economy largest and most visible impact.

activity. They need to understand, for Sixty-three percent of Underground
example, the nature of the operations in Economy Initiative audits completed in
those sectors. They also need to be able 1©®97-98 in these four sectors were related
assess the risks of non-compliance for a to the construction sector.

given sector and to develop an appropriat§49

compliance approach. Taxpayers with high risk of

unreported income exist in all economic

2.46  Revenue Canada committed itseffectors. However, audits conducted by

to undertaking research aimed at gatherifggular business auditors in these sectors

appropriate information to support the ~ may not focus as strongly as Underground

enforcement activities included in its Economy Initiative audits on identifying

Underground Economy Initiative. unreported income. It may be time to It may be time to
reconsider the distinction between small .

Departmental documents refer to the_ b it and it Tt and reconsider the

importance of developing sector profiles PUSINESS audit and Initiative audit an

to assess the risk of unreported income irfxpand the focus on unreported income tadistinction between

economic sectors and to understand the the highest-risk taxpayers in all sectors. . .

business operations of these sectors. ~ The necessary training and management small business audit

Accordingly, we inquired into whether theguidelines for team leaders need to be in and Underground

Department had developed profiles for th@lace to support this broader approach to P

four sectors that it had decided to target igombatting tax evasion. Economy nitiative

carrying ogt its Initiative: construction and, g Revenue Canada should audit and expand the

renovation; used car sales and auto reconsider its audit focus for the focus on unreported

repairs; hospitality; and jewelry. We fou”dUnderground Economy Initiative to )
that the Department had not completed thgq,de taxpayers in all sectors with a income to the

profiles for all the sectors when it _demdedhigh risk of unreported income. highest-risk taxpayers
to focus on them. Two sector profiles are
still in draft form. Department’s responseRevenue Canada jn all sectors.
agrees to consider expanding its audit
2.47  Revenue Canada should focus for the Underground Economy
complete the development of its sector |njtiative to include taxpayers in all
profiles in order to better audit sectors with a high risk of unreported
underground economy issues. income. Any expansion would have to take

into consideration the resource
implications and be balanced against the
Department’s ability to maintain a large
and visible impact in the selected sectors.

Department’s responséAs noted in the
chapter, departmental documents refer to
the importance of developing sector
profiles to assess the risk of unreported
income in economic sectors and to Results and impacts of the Underground
understand the business operations of  Economy Initiative

these sectors. Revenue Canada agrees ) )

with the recommendation to complete the2-51 ~ Five years have passed since the

development of these sector profiles and idnderground Economy Initiative was
currently in the process of doing so. announced. We expected the Department

to measure and report clearly the tax
2.48 Taxpayers with a high risk of impact and other results of the Initiative’s
unreported income exist in all sectors.  activities. This information is important to
In narrowing the focus of Underground make decisions about the future of the
Economy Initiative audits to four sectors Initiative — whether it should be
(construction, jewelry, hospitality and discontinued, maintained, expanded or
automotive), the Department wished to integrated in ongoing departmental
concentrate its enforcement resources operations. The information is also
where it believed they would have the  important to determine what strategies are
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Revenue Canada has
reported that the tax
impact of its activities
to address the
underground economy
was $2.5 billion over
five years; however,
this includes the
results of both regular
ongoing enforcement
programs and the
Underground
Economy Initiative.

Exhibit 2.4

Tax Impact of $2.5 Billion Attributed to Activities
to Combat the Underground Economy

the most effective in combatting the
underground economy.

adding 200 staff to its 550 pre-existing
staff. The Department has never reported
the incremental tax impact of the

200 additional staff. During this time, the
Department also reported that the number

2.52 It is difficult to assess the
success of the Underground Economy

Initiative enforcement activities in of returns obtained as a result of the

detecting unreported income.The . ... _hon-filers and non-registrants program
Department has reported that its aCt'V't'e%Iropped from 509 000 in 1993-94 to
to combat the underground economy 441.000 in 1997—9’)8

resulted in a $2.5 billion tax impact (taxes

resulting from enforcement actions) for 2.55  Of the reported $2.5 billion tax

the period November 1993 to 31 March impact, about $600 million accounts for
1998. However, the $2.5 billion includes audits that the Department has recorded as
both the results of regular ongoing Initiative audits. Initiative income tax and
enforcement programs and the results of GST audits account for about

the Initiative. $300 million each.

2.53 We examined the $2.5 billion for 2 56
results attributable to the Underground
Economy Initiative (see Exhibit 2.4).

Of the $300 million GST tax
impact, about $100 million resulted from
GST audits done by ministére du Revenu
du Québec officials. The resources
allocated to the Initiative were not used to
carry out these audits.

2.54  The $2.5 billion includes an
amount of $1.6 billion that represents the
total tax impact of the non-filers and

non-registrants program for that period. 257  Of the $300 million resulting

This program is a regular enforcement  from income tax audits, we were

program that has existed for many years.interested in determining how well the
The Underground Economy Initiative onlyunderground Economy Initiative audits
intensified the use of this program by had detected and reassessed unreported
income. Revenue Canada’s systems do not
record separately the amount of additional
gross income that its auditors have
identified and reassessed. This makes it
difficult for the Department to account for
the impact of the Initiative’s audit

activities in addressing unreported

(November 1993-31 March 1998) income.
Non-filers and non-registrants program _2'58 We reV|_eV\_/ed over 90 Initiative
(regular and Initiative) $1.6 income tax audit files from four Tax
d g . di Services Offices to identify the unreported
Underground Economy Initiative audits income detected by these audits. Over
Revenue Canada 40 percent of these files did not involve
Income Tax $3 unreported income; rather they included
GST .2 .
5 reassessments due to technical matters
Ministére du Revenu du Québec such as incorrect capital cost allowance
GST 1 6 claims, disallowance of tax shelter losses
Non-Initiative audits of self-employed taxpayers 2 and other losses, and income arising from
o ) ) ) shareholder loans. Although the tax
Non-Initiative special projects in 1994-95 1 impact of these types of reassessments
Total $25 was attributed to the Initiative, it is

Source: Revenue Canada

unrelated to underground economy
activity.
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2.59  The results of our file review led installments. Associating the source of the
us to conclude that the tax impact tax, or the specific type of adjustment
attributable to unreported income found imelating to that tax, with a payment in
these Initiative income tax audits was  respect to an amount owing would require
significantly less than the reported a number of assumptions, as a direct
$300 million for that period. This suggestdinkage would not appear to be feasible.

that the targeting and selection of

Initiative income tax audit files need to beAlthou?h Revednuhe Canadass systems ;
improved to increase the effectiveness ofcurrently record the aggregate amount o

the Department’s efforts in combatting theahOIJUStmentS (rjnade to mcomel and e>(<jpehnses,
underground economy. the systems do not separately record the

amount of additional gross income.
2.60 In total, the tax impact Recognizing that modifications to systemsThe tax impact
attributable to 1,000 staff assigned to can be costly and must be balanced .
Initiative income tax and GST audits overagainst other departmental priorities, the attributable to
the last five years is about $500 million. Department will explore options to record unreported gross
In our view, the tax impact attributable to the additional gross income identified by
unreported gross income as a result of  its enforcement activities. income as a result of

Initiative audits is much less than the . . , Underground
$500 million reported. Notwithstanding the complexity of

matching as discussed above, Revenue Economy
2.61 Collection of the $2.5 billion Canada will also explore options to S .
impact is uncertain. As we have pointed improve the reporting of collection activitylmtlat“’e audits is

out in previous audits, Revenue Canada’'dn terms of how much of the additional ~ much less than the
systems do not track how much of the  taxes reassessed from underground -

reassessed taxes the Department actuallgconomy activities is actually collected. $500 million reported.
collects. ThIS is important becal_Jse underzl63 Revenue Canada should

tax collection agreements, provinces are .

paid for taxes assessed on their behalf improve the targeting and selection of
even if they are not collected ' income tax files to increase the

effectiveness of its Underground
2.62 Revenue Canada should record Economy Initiative audit activities in
and report the additional gross income  identifying unreported income.
identified by its Underground Economy
Initiative and non-Initiative
enforcement activities, the additional
tax due on this unreported income, and
how much of the reassessed additional
taxes the Department actually collects. The Department has been making
significant improvements to its risk
assessment systems using external data
sources to detect unreported income and
'estimate taxes at risk. Income tax files that

deducti h these risk assessment systems identify as
source deductions. Such assessments ca eing at high risk for unreported income

relate tohunreé)_orted grossTanome, as wel ill be used as a basis for file selection
as to other adjustments. The net amount ¢ wiovve audits.
owing can be affected by various items

Department’s responséAs noted in the
chapter, the Initiative involves a balanced
approach with one of its main objectives
being to detect unreported income.

Department’s responseDutstanding
accounts receivable result from a number
of tax assessments including income tax
GST/HST (Harmonized Sales Tax) and

such as the availability of loss carry In addition, as indicated in paragraph
forwards and carry backs and the 2.71, the Contract Payment Reporting
assessment of penalties and interest. System for the construction industry,
Furthermore, payment of taxes occurs in which was implemented on a mandatory
many ways including offsets and basis beginning January 1999, will
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Appropriate indicators
of performance for the
Underground
Economy Initiative
need to be identified
and publicly reported.

provide data that will assist the continue to file after being served with a
Department in finding unreported income requirement to file; the number of
by matching reported payments to taxpayers who, following an audit,
subcontractors against income reported ooontinue to report incomes at the level
their tax returns. identified by the audit; the number of

) ) ) requirements issued to keep books and
Revenue Canada will continue to IMproveecords: the number of taxpayers who,
the targeting and selection of income tax 4fter peing required to keep proper books
files to increase the effectiveness of its  gn( records, continue to do so: the number
Initiative audit activities. of penalties for negligence issued
following an audit; and the number of
net-worth audits completed. However, the
quarterly reports of the Initiative and the
Department’s annual Performance Report
do not contain performance information
on the full range of Initiative activities.

2.64 Performance indicators are not
in place. As indicated in paragraph 2.21,
the objective of the Underground
Economy Initiative is “to ensure integrity
and fairness of the voluntary tax system
by addressing underground economy
activity and tax evasion to ensure a level
playing field.” The expected effects of the2:68  We noted that the Department

Initiative are increased voluntary was developing certain tools to better
compliance, changes in Canadian’s enable it to assess the performance of all
attitudes toward tax evasion, and enforcement activities, including the

increased compliance in targeted sectorsUnderground Economy Initiative. One of
these tools is a new core audit program.

2.65 To date, the principal Under this program, a sample of randomly
performance measurement that Revenueselected returns will be audited to estimate
Canada uses to assess the results of its the extent of non-compliance in a

actions against the underground economyparticular taxpayer population. One of the

is the tax impact. Department’s objectives for the program is
to obtain statistically valid rates of

2.66  The Underground Economy non-compliance by industry sector, and an

Initiative includes various important insight into the relative importance of

activities that may not result in an major sectoral issues such as unreported

immediate tax impact, but that are income and sales, overstated expenses or

intended to b_rmg about behavioural technical issues. A pilot project is

change, leading to longer-term expected to be conducted in 1999-2000.

compliance of taxpayers. Because
beh_awoural change is dlfflcult_ to_measu_rez69 Appropriate indicators of
a wide range of performance indicators is erformance for the Underaround
needed to measure and report on the P 9

performance of the Initiative activities anOEconomy Initiative need to be identified

X . and publicly reported. Without them,
on their long-term effects on compliance. .
Revenue Canada cannot account for either

2.67 The Department has considered the performance of the various Initiative
several indicators that could be used to activities — individually or collectively
measure and report the results of the broad Of the extent to which the activities
range of Initiative activities. These have changed taxpayer behaviour.
include information on the number of

non-filers identified and the tax found to 2.70 Revenue Canada should

be owing following a community visit; the develop indicators to measure and

number of voluntary disclosures or report the results of the full range of
informant leads following a community  Underground Economy Initiative
visit; the number of non-filers who activities.
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Department’s responseAs acknowledged voluntarily since 1996 and has now

in the chapter, Revenue Canada has become mandatory. These data will assist

considered several indicators that could Revenue Canada to find unreported

be used to measure and report the resultsincome by matching reported payments to

of the broad range of Initiative activities. subcontractors against their tax returns.

In addition, although behavioural change The Department plans to look at

is difficult to measure, a wide range of  expanding similar reporting requirements

performance indicators is needed to to other sectors that provide home

measure and report on the performance ofenovation services.

the Initiative activities and on their

long-term effects on compliance. 2.72  Legislation has also been Revenue Canada could
introduced to require that federal s

As indicated in paragraph 2.68, Revenue government departments and Crown pursue legislative

Canada is in the process of developing a corporations issue information slips for  opportunities to deter

core audit program to better enable it to services they purchase from suppliers.

assess the performance of all enforcemerbepartments will begin issuing tax cheats.
activities, including the Underground information slips in 1999 and Crown

Economy Initiative. The core audit corporations will begin the next year.

program started in January 1999.

Guidelines, including a listing of the 2.73 Requesting a refilingRevenue

audits that must be completed as part of Canada could pursue legislative authority
this program by the end of December to undertake another form of enforcement
1999, have already been provided to fieldaction. For instance, the State of
staff. Massachusetts can compel a taxpayer who
o ) has filed an insufficient or incorrect return
In addition, in its compliance performanceg determine the correct tax liability and
reported entitledCompliance: From file a proper return. The law allows a
Vision to Strategythe Department has  penalty of up to double the amount of tax
published performance indicators that  owing if it is subsequently found that the
relate in part to the underground economytaypayer failed to file a proper return. This
These indicators indicate the rate of ﬁ"r‘gprovision comes into play once there is
of individual tax returns and the level of probable cause. Some basis of fact must

self-employment income reported for tax exist that gives cause to believe that a
purposes. In both cases, these indicators rst,rn is insufficient or incorrect.

demonstrate some improvement in

compliance. 2.74  Monetary penaltiesIn each of

the last three years, Revenue Canada
issued about 5,000 requirements to file an
income tax return and charged more than
2,000 taxpayers for failing to file. The
prosecutions that follow take place in the

. . . court system and include a minimum
Legislative Opportunities to Deter  $1,000 fine. Revenue Canada could

Nevertheless, Revenue Canada agrees
with the recommendation and will
continue to implement additional
indicators for 1999-2000.

Tax Cheats consider prescribing an administrative
monetary penalty, both for failing to file
2.71 Reporting requirements. an income tax return when a requirement

Beginning 1 January 1999, construction has been issued and for failing to keep
contractors will be required both to recordadequate books and records. The

all payments they make to subcontractordepartment could also impose more
who provide construction services and to onerous record-keeping requirements on
report those payments to the Departmenttaxpayers with a serious history of

The reporting system has been operatingunderreporting.
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2.75 Reporting cash transactions. addition, it does not separately record
Several countries now have legislation unreported income and the related
requiring the reporting of cash additional tax identified through audit.
transactions over a certain amount. However, in our view, the tax impact

Canadian legislation currently requires  attributable to the detection of unreported
recording of these transactions by banks,income by the 1,000 staff allocated to
but not centralized reporting to an agencynitiative audit over the five years is much
mandated to follow up on suspicious less than the $500 million reported.

transactions. The reporting is helpful in
Revenue Canada has discovering money-laundering activities 2-'° The Department has so far

focussed its efforts on enforcement

i and in tracking cash sales, which ma o .
so far focussed its result in unregorted income for tax y activities and has not fully implemented
efforts on enforcement pUrpOSeS. other key activities included in its

A Initiative. The underground economy
activities and has not . involves both businesses and their
fully implemented Conclusion customers. Revenue Canada needs to
complete research to determine how to

other key activities 2.76  Revenue Canada has always hadmplement its social marketing strategy to
included in its programs to detect and deter the make the public aware of the societal
non-reporting of income. In 1993, in costs of unpaid taxes and to solicit its
Underground response to a perceived growth in the  support in combatting the underground
Economy Initiative. underground economy, the Department economy. The Department also needs to

announced a new initiative. As planned, strengthen the activities that promote
Revenue Canada’s Underground Economybluntary compliance by businesses and
Initiative was to include 1,200 staff in a improve its targeting of audits to detect
multi-dimensional and balanced approachand reassess unreported income. As well,
to combat the underground economy.  there are legislative opportunities to
strengthen existing deterrents to

2.77  In implementing the Iniative garticipation in the underground economy.

over the past five years, Revenue Canad
has strengthened its resources to detect 2.80 The Department has not reported
and audit unreported income by allocatingppropriate performance indicators and
more staff to its non-filers and measured the results of the full range of
non-registrants program and to the audit Initiative activities intended to encourage
of small businesses, where most of the taxpayers to report all their income.
underground economy activity exists.
Thirty-five percent of its audit staff for
small and medium-sized businesses are
now involved in Initiative audit activities.

2.81  Through the Underground
Economy Initiative, Revenue Canada has
recovered some additional taxes and sent a
message to tax cheats in some sectors that
2.78 ltis difficult to assess the successt is determined to deal with the problem.

of the Initiative enforcement activities in However, the underground economy is a
detecting unreported income. The difficult and complex problem to solve
Department includes both the results of and the size of the tax loss is significant.
regular ongoing enforcement programs The problem requires continuous attention
and Initiative activities in the reported  and sustained efforts from Revenue

results of a $2.5 billion tax impact. In Canada and all Canadians.
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g‘* About the Audit

Objective and Scope

The objective of the audit was to determine how well Revenue Canada has implemented its Underground
Economy Initiative and reported the results.

The audit took place at Revenue Canada headquarters in Ottawa and at various departmental offices
throughout the country.

Criteria

To combat the underground economy, we would expect the Underground Economy Initiative to have in place:

adequate information on the size of the underground economy and the areas of high non-compliance;
appropriate tools and techniques to detect, reassess and deter underreporting of income by taxpayers;
effective activities to promote taxpayers’ awareness of their income reporting obligations;

appropriate measurement and reporting of the impacts of the Initiative; and

effective co-operation with other jurisdictions and other government departments.

Audit Team

Assistant Auditor General: Shahid Minto

Principal: Barry Elkin
Directors: Richard Gaudreau, Brenda Siegel and Abid Raza

For information, please contact Barry Elkin.
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