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Inltaly there are over 3.7 million enterprises , 95% of which employ between 1 and
9 workers. In terms of controls to reduce tax evasion, this represents an important
issue, since itis nearly impossible to investigate adequately such a high number of small

companies.

Table 1. Number of enterprises by size (number of workers) in selected OECD

countries (2013, or latest available year )

Country TOTAL Total number of | §ORETERTES
1-9 10-49 50-249 250+ enterprises dollars)

Australia 1.377.743 39.650 - 2.619 1.420.012 0,8
Brazil 2.600.795 402.471 53.418 11.806 3.068.490 1,0
France 2.794.775 118.910 19.544 4.207 2.937.436 0,9
Germany 1.788.773 322.291 52.685 10.361 2.174.110 1,9
Greece 682.132 19.631 2.576 397 704.736 0,4
Italy 3.538.488 159.637 18.082 3.140 3.719.347 0,6
Japan 2.559.220 332.286 66.296 10.957 2.968.759 18
Netherlands 966.191 41.334 8.236 1.511 1.017.272 0,8
Poland 1.391.776 55.784 13.678 2.817 1.464.055 0,7
Russian Fed. 1.548.213 297.546 65.882 10.405 1.922.045 1,9
Spain 2.185.879 107.163 13.803 2.560 2.309.405 0,7
Turkey 2.416.448 49.415 21.514 4.044 2.491.421 0,8
United Kingdom 1.572.327 159.358 26.027 5.871 1.763.583 1,6
United States 3.260.520 699.710 125.620 23.898 4.109.748 4,5

Source: OEC D, 201 6



Chart 1: Number of enterprises and GDP

(2013, or latest available year )
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Therefore, since the Nineties, the Italian Tax Administration has developed tools to
facilitate the detection of possible areas of tax evasion with the goal of promoting

compliance by the taxpayers.

Untilnowthe main tools utilized have been i Brameters 60and iSdS6 ( from n&W, on Sc

which regard over 4 million companies and professionals and were introduced,

respectively, in 1995 and 1998. In short, SdS is an audit method that helps the Tax
Admini stration to distinguisiindrtaeceifirms @oelght abl e o
the utilization of complex economic and statistical elaborations, SdS calculate specific
presumptive revenues for each taxpayer on the basis of ent er prdata.el§ dhe

companyoOs decl ared revenues areibowati ohapsgtheebei mMma

company itself can decide to comply to the estimates, i.e. rais ing its declared revenues

Lin ltaly it is also used the abbr,evliiatteroanl ISy St rfeorrs IfiaStt.eud ia «d i
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and pay ing taxes based upon the estimated revenues , Or possibly undergo tax controls

in order to verify the causes of the deviation

The SdS system was instrumental in reducing tax evasion in lItaly. An analysis
performed with regards to different sectors (particularly in retail and services) 2 shows
that the introduction of Sector Studies, possibly together with other structural market

changes, has brought a dramatic decrease of the percentage of undeclared revenues

on total revenues

Chart 1: Percentage of undeclared  revenues in selected retail and services sectors
(199 8-2015)
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From the creation and implementation of SdSto 201 6, t he cumulated tax base increase

accounted for over 50 billion euros

2 The analysis was conducted comparing the data coming from households consumption in the selected
sectors (source: ISTAT) with the revenues declared by the companies operating in the same sectors
(source: VAT returns).
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Chart 2: Cumulated tax base increase due to SdS (199 9-201 6)
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The peak of the tax base variation ( 5.1 billion euros) was setin 2006 , with an average
increase of over 3 billion euros a year . At the same time, from this year onwards we
can observe a progressive reduction of the tax base variation and this isthe reason why

it became necessary to reform the SdS system in order to:
1 make them more effective;
1 maximize the reliability of their estimates :
9 increase cooperative compliance;

1 simplify the process, also through a reduction in the number of the analyzed

studies.
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Chart 3: Annual tax base variation dueto SdS (199 8-2016)
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The tax reform implemented in Italy in recent years has established a new system of

relations between the Tax Administration and the taxpayers, promoting tax compliance,
transparency and dialogu e, also through the utilization of IT tools, which enable the
taxpayers to do a real time evaluat ion of the economic and financial results of their
activity in order to identify possible deviations and make the necessary adjustment S

before the due dates for tax declarations.

Italian Law n. 225 of December 1 st 2016 has introduced the new Synthetic Index  of

Reliability (in Italian, ISA) , which will allow a progressive replacement of SdS.

The Synthetic Index of Reliability will promote compliance of the most virtuous
taxpayers and will enable a better fight again stthose non-virtuous behaviors that distort
the rules of competition and markets, while improving economic efficiency and tax
syst emds n maccardancea witlythe recommendations of the main international
Institutions (OECD, IMF)

Whilst the previous SdSsystem was based upon an estimati on
of revenues and on the consequent possibility for the Italian Tax Administration to

perform presumptive controls, the new system takes into account multiple elementary
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indic ators, which regard not only the declared revenues, but also indicators of

fir el i alndlfanbmyaly o for a given economic activit y3. Most important, the new

system allows the most reliable taxpayers to access a reward system, which implies

several advant ages such as shorter deadlines for controls, exclusion from

controls and faster pro  cedures for VAT reimbursements.

The new approach intendsto replace ir epressi ondo i n

on cooperation between the Tax Administration a nd the taxpayers.

.
future

3 The new methodology will be explained in more detail in Paragraph 3.
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2 THE NEW METHODOLOGY

The project of elaboration and application of the new indexes presents important
methodological innovations , with the goal of determining the degree of reliability of

taxpayer s6 behavi or s

Through a cooperative process with the representatives of the entrepreneurial and
professional organizations, the goal is, on one hand, to determine more precisely the

production capacity o f companies and professionals and, on the other hand , to
implement a product with a new methodology , completely different from the previous

one.

SMPLIFICATION Through the simplification of questionnaires, there is 2 reduction
of the information requested to the taxpayers.
L M
-
DATA INTEGRATION The data needed to elaborate and apply the differentindexes will be

acquired from the databases of the Tax Administration and of other
Institutions and will be communicated (o the taxpayers

UPDATES The new indexes will be updated every 2 years and will take into account
possible extraordinary events, e.g. medifications to laws, ecenomicand
market trends, elc., with particular attention 1o economic activities and

Na o
i\] k.“n' territories

2.1 THE MAIN INNOVATIONS

The new methodology presents several innovations, with the goal of obtaining estimates

that are increasingly precise with regard to the Italian economic context

D EFINITION OF STATIST ICAL SAMPLE AND BUSINESS MODELS

The Sds methodology group ed the taxpayers in clusters according to their structural
characteristics.  According to the new approach , the taxpayers are grouped in clusters
based upon the factors that define their business activity  which are classified following

the concept 0 Mo d & thi& chaice sosnes from two main reasons : it is well

10
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consolidated in the economic analysis (especial ly in management studies), and it

accurately represents the way a company operates on the market 4,

The Business Models are linked to  the structure of the Value Chain , which is the result
of the production process of goods and services ; they synthetically express the
differences deriving from various combinations of the business internal  functions

(produ ction, logistics and sales ).

The crucial elements of Value are analyzed based upon  a fi g adoiwhich is utilized for all

industries and articulated in four areas

VALUE
VALUE PROPOSITION VALUE NETWORK VALUE FINANCE ARCHITECTURE
VALUE ASSOCATED TO THE
VALUE GENERATED BY THE | VALUE GENERATED BY THE P55 2 ) VALUE GENERATED BY THE
SPECIFIC STRUCTURE OF
MARKET PROPOSITION NETWORK RELATIONS SPECIFIC ORGANIZATION
COSTS AND REVENUES
According to this outline  , itis possible to determine a fimetamodel 0 for the whole sector
i.e. the fundamental structure with which we can explain the Value generation of a
company operating in any industry . The different combinations of the factors  which
mainly determine the production process for a firm generate different business models.
The main advantages of this methodology can be summarized as follows

a) strong theoretical foundations which are well consolidated in the scientific
literature ;

b) uniform and standardized approach of analysis ;

C) an essential representation concept (Business Mode I) of the way the company
operatesthatdoesnot  necessarily need to explain the single specializations, since
they do not imply different structures within the f i r Wéalee Chain . This new
representation leadsto  a reduction inthe number of clusters which represent the

fundamental ways of competing within an industry.

4 Amit e Zott (2009), Osterwalder e t al. (2005), Morris et al. (2005), Al Debei e Avison (2010) Teece
(2010)

11
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The analysis considers a time span of 8 tax periods . Choosing such a long time span

TIM E SPAN

implies replacing t he A Cr oss Sect i ofrelatedrtoeagsinglestax ipariods and
previously utilized in the SdS ), infavor of regression models based upon fiPanel data 0 ,
i.e. data and information concerning taxpayers that are present in some or all the

considered tax p eriods (unbalanced p anelin 8 vyears)®.

Panel data allow, at the same time , to identify economic phenomena which could have
had an influence in the different periods and to make more solid estimates of the single
taxpayer O @roduction efficiency . Throughthis, the effects of the economic cycle are

incorporated in the analysis
In short , panel data offer the following advantages

contain more information, more variability and
therefore less collinearity among variables and
make more efficient and precise estimates

allow to identify effects that are not identifiable in
sectional data

make it possible to analyze the dynamics among
relations over time

allow to control the effect of individual specificities,

l.e. of variables that ¢ in constant over time
(individual heterogeneity) for which data are not
available

ESTIMA TE OF ONE SINGLE REGRESSIO N AND MORE TAX BASES

Another innovation of the new methodology compared to the SdS is that the estimate

is based upon data and information related to all taxpayers selected within the whole

study and not  within the single cluster . Nevertheless the methodology determining the
different tax bases takes into account the probability of belonging to the different

business model s of the whole group of taxpayers

Moreover the analy sis is extended to more tax bases and aims a t evaluating not only

the degree of reliability of revenues, as in the past, but also of value added 6,

5 The statistical sample include s taxpayers that are present at least one year in the observation period
(even if they stopped their activities before the last year considered ), with a specific reconstruction for the
respective years of activity of their business model.

6 The variables are normalized using the total number of workers. This choice is made to give more stability
to the estimates, reducing the variabilit y effect of the costs related to the value added.

12
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The function determining the value added per worker also puts in evidence a different
methodological approach : it was used a microeconomic model (Cobb -Dou glas type)
estimated in logarithms . With the new methodology, there is a linear regression

calculated on a logarithmic scale, not a simple linear regression

Transforming the variables in logarithms brings advantages in terms of a better

interpretation of  coefficients . To make an example:

coefficient of the cost of goods sokd

neans that, per each additional e
the taxpayer, in order to be “adequate”,

LINEAR must declare revenues for at least additional 1,5 euros. This
REGRESSION amount du" not vary depending on the sze of the
) the smal and by economic actar, far each
T OGS must dedare at least revenues of 1,5 euros
LOGARITHMIC On the contrary, i 3 kganthmic function, if the
S 5 1,5, that means that for an additioasl
FUNCTION f COGS the taxpayer must dedare at least a
c:m»';:cn"irm additional 1,5% in terms of elastiaty of
revenues.
The deviation between the estimate of the value added per worker and the declared
oneis measured ona1:10scale and contributes to determine the level of reliability of
the taxpayer. The same process is used with regard to revenues and income.

13



Summary of the main innovations

SYNTHETIC INDEX OF RELIABILITY

It represents the positioning of each taxpayer based upon a series of elementary
reliability (on a 1:10 scale) and anomaly (on a 1:5 scale) indexes

INDEXES OF ECONOMIC NORMALITY

Formerly used to estimate revenues, they now become elementary indexes to calculate
the level of reliability

ESTIMATE OF MORE “TAX BASES”

The estimates concern revenues, value added and income

PANEL DATA

The regression model regards panel data (8 years instead of 1), which contain more
information and make more efficient and precise estimates

CLUSTERS

New methodology of identification of clusters: reduction of nhumber, more stability over
time and more solid assignment of the taxpayer to the corresponding cluster

SINGLE REGRESSION

* Not a regression per each cluster (as in the past), but a single regression in which the
probability of assignment to the clusters is one of the explanatory variables

NEW ESTIMATION MODEL

» The estimation of revenues and value added per worker is made through the utilization of
a production function of the Cobb-Douglas type, in logarithmic form: better economic
interpretation of the estimated coefficients (elasticity) and results that are closer to the
economic reality

ECONOMIC CYCLE

* The new estimation model captures the economic cycle, therefore it is not necessary to
calculate ex-post corrections («crisis adjustments»)

INDIVIDUAL EFFECTS

* The results are personalized for each taxpayer, based upon the individual effects
calculated with the new estimation models

SIMPLIFICATION OF QUESTIONNAIRE

* Reduction of the information requested in the questionnaire




2.2 CONSTRUCTION PHASES

The new methodology is articulated into the following methodological phases:

990

1. DATA GUALITY AL AND 4, ESTIMATION OF 5. NEW SYSTEM
ANALYSIS REVENUES, OF ELEMENTARY
VALUE ADDED INDEXES
AND INCOME RELIASILITY
AnOMALY

S W 6. SYNTHETIC INDEX OF
RELIABILITY

3 THE SYSTEM OF ELEMENTARY | NDICATORS

The overall estimation of the reliability level includes revenues, value added, and
consequently income . Another important component of the overall reliability is also the
coherence among accounting data( e.g. stock management, depreciation, provisions or
other items of extraordinary or financial nature) and a verification of the  accuracy of
structural elements  as declared on ISA questionnaires ’ (e.g. the declared number of

employ ees).

The reliability degree ca  n be valued either by verifying the plausibility of the declared

data onthe basisofa specific business -economic analysis, and by comparing the same

declared data with other external sources of information. This validation can be done
by comparing information required at the same time in different declaration forms , or
by comparing it with other external databases of the whole tax information system. As

an exa mple , how the employment  structure declared in the ISA questionnaires differ s

from the da ta declared for social security or for other tax purposes.

7 The previous SdS were elaborated based upon specific questionnaires for each economic sector to be
compiled each year by every taxpayer with revenues up to 7.5 million euros. These questionnaires,
appropr iately simplified and modified, will become ISA questionnaires.

15
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Therefore, in order  to capture the taxpayer profile in its complexity, two integrated

groups of reliability indicators were developed:

ELEMENTARY INDEXES OF Indexes evaluating the reliabiity of relations
RELIABILITY and ratios of accounting and structural data

related to the specific sectorand/or

business model.

Their value is calodated on 8 1: 10 scale.

Indexes of grave discrepancy and indexes

related to normality/consistency of the

accounting and management profie which
presentatypical values compared to the specific

ELEMENTARY INDEXES secior and/or business model.

OF ANOMALY Their value is caloated on a 1 : 5 scal.

3.1 ELEMENTARY RELIABILITY | NDICATORS
The first group  (elementary reliability indicators ) includes :
- estimates of revenues, value added per employee and income;
- reliability of relations that express typical aspects of business management;
- the outcome of tax controls thatregarded Dby the taxpayer.

The degree of reliability of the obtained estimates , based upon the differences calculated

on the declared data , is expressed on a1 :10 scale

Related to reports of typical business management aspects (e .g. inventory and its
reduction ) the evaluation of the reliability degree depends on the taxpayer's position ing

identified by the  results of the  specific analysis 8.

The indicator measures the progressive reduction of the cumulated final inventories
aimed at improving the reliability profile of the taxpayer who has a slow inventory
turn over .

Regarding the indicator reflecting tax controls , the structural elements found in the

audit report are highlighted. If they do not correspond to the statements made by the

8 The positioning is based upon the determination of plausible economic thresholds for each utilized
variable. Depending on these thresholds, the different indicators take values between 1 and 10.

16
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taxpayer ( e.g. the number of tables or the number of ovens in the restaurant industry ,
etc.), there will be a  correction of the data . Moreover t he indicator, detecting any
misalignment of the structural data declared by the taxpayer in the ISA form and those
found during the tax control , gives a lower reliability score . Regarding the tax  period in
which it occurs, it is also possible for the taxpayer  to retroactively modify the reliability

profile with specific procedures.

In the tax control r eport, which includes the  higher revenues identified , the analysis
determines a distribution in te  rms of the difference between the revenues originally

declared and the revenues record ed at the time of verification.

3.2 ELEMENTARY ANOMALY | NDICATORS

The second group includes both indicators of serious discrepancy (referring to

misalignments between da  ta and information present in different declaration forms or
emerging from comparison s with external databases) and indicators related to the
plausibility of the accounting a nd management profile specific for that sector . Also for

this group of indicators, the taxpayer will be able to modify the accounting data in order

to correct possible anomalies (with appropriate procedures) and reach a higher level of

reliability.
Considering that e lementary indicators refer only to anomal ies or situations to be
considered atypical with respect to the specific economic sector, the different degree of

reliability is measured ona 1:5 scale .

4 SYNTHETIC | NDEX OF RELIABILITY

The Synthetic Index of Reliability (ISA, by using the Italian acronym) represents

each taxpayer 0 @ositioning related to his /her tax behavior.

It is a simple average of elementary reliability and anomaly indicators and can

have a final value between 1 and 10.

17
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The synthetic index can be calculated referring to each tax period considered; in
this way it is possible to evaluate the company 's performance over the different

periods.

A visualization of the elementary indicators and the synthetic reliability index
allows the taxpayer, who has an excessively low reliability rate ,to promptly modify

his/her declaration to improve his/her accounting and income profile

Taxpayer s can basica lly check their tax reliability level and can revise the
c 0 mp a nacdbunting through specific procedures (e.g. in case of integration and

adjustment at the moment of the financial statements 6 ¢ | ®osrithaygcan comply
by declar ing ahighervalue of revenues to directly increase the tax base and obtain

a higher score.
In short the ISA Projectis aimed at:

l. allow ing taxpayer s to know their  degree of reliability as

determined by the Tax Administration . With the goal of reaching

tax compliance, taxpayer s can also improv e or adjust their declaration ;
Il. providing ,incase ofa high reliability level of the synthetic index ,
a diversified reward mechanism , in order to ensure a clearer and

better relation between the taxpayer s and the Tax Ad ministration

18
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SYNTHETIC INDEX OF RELIABILITY

REPRESENTS THE POSITIONING OF EACH TAXPAYER WITH
REGARD TO THE RELIABILITY OF HIS TAX BEHAVIOR

THE VALUE OF THE SYNTHETIC INDEX OF RELIABILITY
RANGES BETWEEN 1 AND 10.

THE ELEMENTARY INDEXES TAKE INTO ACCOUNT:

\/ The plausibility of revenues, value added and Income
\/ The reliability of the declared data

\/ The economic anomalies

5 THE REWARD SYSTEM

Taxpayer s with a high degree of reliability can access a reward system structured in
one or more levels.  The aim is to induce taxpayers to a greater compliance and to
prevent evasion areas  more efficiently . In this way, the previous SdS application an d

inspection mechanism  is completely replaced .

According to th e different levels of reliability, there are specific rewards for the
taxpayers in terms of simplification of tax procedures , exemption from  some tax
controls and r eduction of the ir time frame, fewer and faster procedures also regarding

VAT requirements.

6 THE DIALOGUE WITH THE TAXPAYER

The new dialogue with the taxpayer will be implemented through anew IT infrastructure

that will affect two different application phases:

A Communication of the taxpayeroés reliability
belonging.
A Provisi on otbbeased forfthe dealaraion, offering also  the possibility of

adjusting data to make tax bases more adherentto the ¢ o mp a necdnemic reality.

19



6.1 | NFORMATION SERVICES / TAX DRAWER

The information related to the previous years reliability indicators and synthetic index
is contained in  the socalled "Tax Drawer ", i.e. theonline service, provided by the ltalian

Revenue Agency, which can be accessed by taxpayer s orintermediar ies.

The fATax Drawer 0 will include , in addition to information and data on SdS already
available to taxpayer s, several reports with the aim of providing support tools to the

companies involve d.

V Sector Report

The Report provides a snapshot of the main econom ic sectors

through a synthetic description of the ir structure and dynamics.

A number of aspects are analyzed in order to assess the positioning
and performance of the micro, small and medium -sized companies
and of the main industries . Particular attention is also given to the
various Business Models and to the successful competitive factors

that can outline the possible evolutions of each industry.
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