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The Committee decided to present, this interim report to provide
its views on a number of the issues which have arisen and to
express its disappointment at the response of the private sector
to the inquiry. It is to be hoped that this report will promote
discussion and encourage those with an interst in the inquiry to
put forward their suggestions and comments to the Committee.
The Committee's interest in and awareness of taxation issues is
unchallenged within the Parliament. This is the 13th efficiency
audit report into the Taxation Office to be reviewed by the
Committee or its predecessor. The three reports,
A Taxing Problem presented in November 1986, A Taxing Review
presented in May 1988 and A Tale of Three Cities presented in
November 1988 are each testimony to the Committee's expertise.
During the course of the inquiry the subcomittee had visited
tax offices in Perth and Melbourne and questioned taxation
officers at the three separate public hearings.
The Audit Report is a most significant document. It considered 13
cases which involved adjustments to taxation income of over
S230m. Another two cases in the oil industry involved adjustments
to taxable income of $34m in one instance and S28m in another. In
respect of the banking industry it was suggested there were
increased assessments of more than $120m as a result of
adjustments to claims for deductions.
The inquiry was advertised in two metroplitan newspapers and some
40 organisations were invited to make submissions.
The response was not overwhelming, in terms of the quality of the
submissions received or the number of submissions received.
Exceptions to this were the Taxation Institute of Australia, The
Australian Bankers Association and Arthur Andersen & Co. who are
to be commended for their public interest. The Committee still
awaits a submission from the Business Council of Australia while
the submission from the Confederation of Australian Industry was
received on 17 November. The Institute of Chartered Accountants
said it would respond to any specific matters while the
Australian Society of Accountants made a two page submission on
one the 35 recommendations in the report.
I would hope that the Committee is in a position to present a
comprehensive report early in the Autumn Session of 1989. But
this will in part depend on the response from the private sector.
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Standing Committee on Finance and Public Administration is
empowered to inquire into and report on any matters referred to
it by either the House or a Minister including any
pre-legislation proposal, bill, motion, petition, vote or
expenditure, other financial matter, report or paper.
The Auditor-General's efficiency audit report of the Australian
Taxation Office: International Profit Shifting was tabled in the
House on 26 November 1987 and referred to the Committee.
On 10 December 1987 the Committee appointed a subcommittee to
review the efficiency audit report by the Auditor-General on the
Australian Taxation Office, entitled International Profit
Shifting.
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CHAPTER 2 : CONDUCT OF THE EFFICIENCY AUDIT
The efficiency audit was a worthwhile exercise in focusing upon
an important and current issue. It has provided a catalyst for
the ATO to question its own priorities, (para 2.2)
The Committee also acknowledges that the ATO itself had, prior to
the commencement of the efficiency audit, recognised deficiencies
within its own system and had commenced corrective action. The
efficiency audit was useful in that it provided both a review and
support mechanism for the initiatives undertaken by the ATO.
(para 2.2)
The CoiBmittee recommends that (1) in appropriate cases, the AAO
retains a consultant to advise on areas of technical complexity
and provide objective input into the audit. <para 2.6)
The Committee welcomes the professional relationship which
continues to develop between the AAO and the ATO. (para 2.7)
The Committee recommends that (2) the AAO continue the practice
of indicating the priorities which it sees as attaching to its

CHAPTER 3 : MEASURES TO COUNTER INTERNATIONAL PROFIT SHIFTING
The Committee supports the ATO's move to the large case program.
The strategy of auditing the vtop end of the market' has resulted
in substantial improvements in procedures, as well as significant
increases in taxation revenue, (para 3.5.1)
The evidence before the Committee is that for the ATO's new large
case program to be effective, ATO must get to the frontiers of
tax avoidance practice in Australia. The methods of tax
avoidance, particularly those relating to international profit
shifting, change very rapidly to take advantage of new
opportunities. That the ATO is already headed to counter these
activities is indicated by the existence of the Intelligence
Units and the recent establishment of the Strategic Response Unit
with the capacity to respond rapidly and positively to tax
avoidance issues. The Committee endorses these initiatives.
(para 3.5.6)

In the Committee's opinion, the ATO should continue to draw upon
the experience of overseas tax administrations such as the United
Kingdom Internal Revenue and the United States Internal Revenue
Service to counter IPS practices. In the United States, the
Committee understands that there is an annual variation to the
tax law to deal with problems that have arisen during the year,
(pg. 299). The ATO's adoption of such a practice may enable it to
respond quickly to tax avoidance practices which have currency.
The ATO should keep the adequacy and effectiveness of Division 13
and other legislative measures under active review in order to
combat international profit shifting practices, (para 3.3)
To enable the ATO to more effectively counter IPS practices, the
Committee recommends that (3> the Government should introduce
Into the taxation law a provision similar to IRS Code Section 982
relating to the admissability of documents maintained In foreign
countries. (para 3.8.4)
The Committee considers that the ATO should keep under review the
policy of integrating International audits within the large case
program to ensure that audit focus on international transactions
where appropriate is not jeopardised, (para 3.5.5)
The Committee recommends that (4 > the ATO should, where
appropriate, maintain and strengthen Its focus on International
audit Issues within Its Complex Audit program. Project officers
with international audit skills should be dedicated to examining
International issues within the limited entity and large case
programs, (para 3.5.7)
The Committee recommends that (5) the ATO Issue an income tax
ruling dealing with the operation of Division 13. (para 3.3.7)
The Committee recommends that (6) the ATO issue an income tax
ruling on the operation of the large case program, to enable
taxpayers and their advisers to better understand the Office's
approach to the areas and add certainty to the operation and
administration of the taxation laws. (para 3.6.9)

CHAPTER 4 ; QUANTIFICATION OF INTERNATIONAL PROFIT SHIFTING
The Committee accepts the AAO's view that, while quantification
is still a primary goal, it is 'large scale, long way down the
track type recommendation', (pg. 86) Because of the acknowledged
difficulty in quantifying the loss to revenue caused by IPS, it
is perhaps disappointing that AAO did not indicate possible
methodologies by which that exercise could be carried out.
(para 4.6.1)

The Committee recommends that (7) the ATO should continue liaison
with the IRS on the quantification issue in order to l e a m from
The Committee recommends that (8) the ATO should retain a
consultant with experience In international taxation Issues to
assist It xn the quantification exercise, (para 4.2.3)
International audit adjustments carried out within the Complex
Audit program should be separately identified for revenue
collection purposes, (para 4.3)

CHAPTER S : RESOURCES DEVOTED TV COUNTERING IPS

ACTIVITIES

That the ATO has recognised the importance of its human resource
management is evident from the evidence given by the Commissioner
of Taxation. Mr Boucher identified particular training activities
for auditors including communication, negotiation, conflict
resolution, interpretation and research, supervisory skills,
investigation procedures, knowledge of tax law, computer
literacy, and knowledge of general law and taxation office
procedures. Whilst recognising that the ATO is not in a state of
perfection, the Commissioner indicated that he realised the
Office has to do more to enhance the skills and aptitudes which
Its officers already possess, (para 5.6)
The Committee commends the Commissioner for his positive approach
to human resource management and notes that in the ATO's 1988-89
Corporate Plan there is a planned commitment for the Audit Group
to devote 6 per cent of its approved staffing level time to
training, (para 5.6)
The Committee recommends that (10) the ATO should Include in its
training programs for auditors packages dealing with strategic
planning techniques for audits, risk assessment training, use of
functional analysis techniques, cross cultural awareness skills
and training in appropriate assertion skills. As well as
enhancing technical competence, such skills should Improve ATO
officers' sensitivity and appreciation of the problems facing
taxpayers, (para 5.7)
The Committee recommends that (11) the ATO should undertake a
program of Interchange of senior staff with the private sector.
(para 5.5.12)

given the opportunity to employ top experts from various areas of
interest at rates of pay comparable with the market. This should
technically complex areas. The ATO should rely more on contract
employment of experts in particular fields. The ATO should be

The Committee recommends that. (13) tihe ATO continue Its
participation in Informal practitioners discussion groups and the
Tax Liaison Group, as forums for positive exchanges of views.
The Committee is satisfied that the ATO is addressing the
important issues of the quality and quantity of its resources.
(para 5.6)
The Committee recommends that; (14) the ATO continue Its training
programs, addressing the areas of both technical competence and
placed upon the private sector to be released Into the ATO's
Complex Audit and International program, (para 5.7.6)

CHAPTER 6 : ATO'S MANAGEMENT OF INTERNATIONAL PROFIT SHIFTING
CASES
The ATO has recognised the specific deficiencies identified by
the AAO in the administration of certain IPS cases. With the
large scale restructuring of the audit group, combined with ATO
initiatives in that area, the Committee is confident that the
ATO's management of its international profit shifting cases, now
within the Complex Audit and International Branch, will be
substantially improved. However the Committee recommends that the
ATO remain vigilant and keep abreast of current commercial
developments and practices to ensure that its audits are
effective in protecting the revenue, (para 6.4)
The ATO's administrative measures to counter international profit
shifting practices have improved and continue to improve.
Taxation officers indicated that the specific deficiencies in
cases identified by the AAO have been taken into account in the
design of the large case program. To that extent, the ATO is
confident that those deficiencies should not reoccur, (para 6.4)

areas or technical comj
not have sufficient knowledge or expertise, (para 6.6.3)

audltee company the costs directly Incurred by It In relation
audit, (para 6.6.7)

CHAPTER 7 : TAX SCREENING ARRANGEMENTS
The Committee recognises that tax screening plays an important
part in the fight against IPS practices, (para 7.2)

ATO's aegis, (para 7.4.4)
The Banking (Foreign Exchange) Regulations are an inadequate and
inappropriate basis for tax screening, (para 7.4.2)

If tax screening is to be retained at all, then the Government
should consider correcting a deficiency on both the tax clearance
certificates and declaration forms to make them more useful; the
deficiency is that there does not appear to be any sort of
identification required when transferring funds overseas.
(pg. 330) The Committee therefore recommends that (20) both those
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1.1
1.1.1

This Interim Report examines an efficiency audit (EA) of
the Australian Audit Office (AAO) on the Australian
Taxation Office (ATO): International Profit Shifting
(IPS). It is the ninth audit report to be reviewed by
the House of Representatives Standing Committee on
Finance and Public Administration (F&PA).

1.1.2

The audit was begun on 13 November 1985 and was carried
out in the ATO National Office (Canberra) as well as in
the Sydney, Melbourne and Brisbane branch offices of the
ATO. It was decided by the AAO to extend the time
devoted to the audit to ensure that the report reflected
the contemporary situation and provide a balanced view
of the perceived historical lack of action and the ATO's
recent drive for improvement.

1.1.3

The efficiency audit report was tabled in both Houses on
26 November 1987 and referred to the Committee.

1.2

Aim of the Report

1.2.1

The objective of the efficiency audit conducted by the
AAO was to assess the effectiveness and the efficiency
of the Australian Taxation Office's coverage of
International Profit Shifting. The audit was confined to
an examination of ATO's administrative procedures and
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did not attempt to assess the validity of particular
taxpayer assessments or industry compliance with the
law. The aim of the review by the F&PA Committee was to:
assess the substantive content of the audit
exercise and the quality of the efficiency audit

examine the response of interested parties to the
efficiency audit report; and
examine the response of the ATO to the efficiency
audit.
1.3
1.3.1

In accordance with established practice the Committee
appointed a Sub-Committee to conduct the inquiry.

1.3.2

To date 13 submissions have been received. Nine of those
who have made submissions have appeared at public
hearings. In addition, two witnesses appeared at public
hearings but did not lodge submissions. ATO officers
have appeared on three occasions while AAO officers have
appeared twice. There are over 400 pages of transcript.

1.3.3

Public hearings have been held in Canberra
(25 February 1988, 15 and 16 August 1988), Sydney
(4 May 1988) and Melbourne (5 May 1988).

1.3.4

Lists of the submissions authorised for publication and
details of witnesses who appeared at public hearings are
Included at Appendixes I and II respectively.

3.
1.3.5

The transcript of the evidence given at public hearings
and submissions and incorporated documents authorised
for publication have been incorporated in separate
volumes. Copies are available for inspection in the
Committee Secretariat and the Parliamentary Library.
References to evidence in the text of this interim
report relate to page numbers in those volumes.
References to paragraph numbers refer to paragraph
numbers in the efficiency audit report. The F&PA
Committee had access to the evidence and records of the
former Expenditure Committee which had conducted earlier
inquiries into the AAO's efficiency audits of the
pursuant to Sessional Order 28B.

2.1

Introduction

2.1.1

In this audit the AAO did not attempt to identify
particular instances of profit shifting through
examination of taxpayers' income tax returns. Rather,
the AAO sought to form an opinion of the efficiency of
the procedures of the Australian Taxation Office and its
efforts to administer the anti-profit shifting
provisions of the Income Tax Assessment Act 1936. AAO
officers indicated that they sought to ascertain:
(a)

what the likely revenue potential was;

(b)

what avenues there were for escaping tax in this
area;

(c)

what complimentary controls operated (such as tax
screening of foreign exchange transactions and
withholding tax); and

(d)

what the achievements of the Taxation Office were
in this area. {pg. 65)

2.2

Overview of the Efficiency Audit

2.2.1

The efficiency audit found that international profit
shifting had a major impact on taxation revenue
collections. It was suggested that while there may be
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more than 40,000 corporations able to shift profits,
only 251 international audits had been undertaken by the
Taxation Office during 1985-86. In AAO's view there was
little doubt that transfer pricing associated
with intra-corporate trade resulted in very significant
losses of taxation revenue, (para 2.16 of EA Report)
2.2.2

However, the report noted that:
'since this audit was begun at the end of 1985, the
ATO has initiated a number of administrative
reviews and major system developments which are
expected to achieve substantial Improvements in
procedures and result in significant increases in
taxation revenue.' (para 1.12 of EA Report)

2.2.3

Section 13 of the efficiency audit report (pgs. 71-84)
sets out the AAO's recommendations and the responses of
the ATO. There are 35 recommendations, some which have
more than one part. In general, the ATO has agreed with
those recommendations, or has indicated that steps are
already in progress to meet the concerns expressed by
the Australian Audit Office.

2.3

ATO's Response

2.3.1

The Commissioner of Taxation responded that:
s

the reason the problems of IPS had not been
addressed more vigorously was not a lack of
corporate will by ATO but rather could be traced
directly to the explosion in mass marketed
artificial tax avoidance schemes during the period
under review.' (para 1.14 of EA Report)

2.3.2

The Committee heard evidence that cases reviewed by the
AAO related to taxation audits undertaken in the late
1970's. The Taxation Office gave evidence that in the
context of that time and considering the prevailing
issues and the resources available to it, the largest
and most significant issue facing the tax administration
was the explosion of artificial tax avoidance activity:
that, it was incumbent on us to devote our
resources to countering that activity. That is a
decision we took consciously and I believe it is a
correct one. The amount of revenue that was at
stake at that time was enormous.' (pg. 9)

2.3.3

The ATO suggested that given the large number and
availability of artificial tax avoidance schemes at that
time, there was probably little Incentive for companies
to enter into the much more complex area of
international profit shifting if they were committed to
tax avoidance.

2.4

Other Responses to the Efficiency Audit

2.4.1

The responses of other witnesses to the report were
generally positive, with the central premise being that
constructive review by the AAO should assist in better
administration by the ATO.

2.5
2.5.1

In his Annual Reports, the Auditor-General lists the
cost of each efficiency audit undertaken by his Office.
The Committee was advised that the cost of the audit was
$177,307, Including consultant's fees.

7.
2.5.2

In recognising the complex issues of taxation law
reviewed in their efficiency audit, the AAO employed
specialist consultancy assistance to advise on technical
issues. The cost of the consultant was $2,200.

2.6.1

The Audit Office representatives advised that a
consultant would be a useful resource in their audit.
The consultant was used to provide an 'objective input
into the audit to examine our recommendations' and
ensure that the AAO had correctly interpretered some
areas that might be open to different views. Appointment
of the consultant was made under the Audit Act. (pg. 74)

2.6.2

The consultant retained by the AAO reviewed the report
at the draft preparation stage. The consultant was not
attached to the audit for the duration and at no stage
approached the Taxation Office or reviewed taxation
files, {pg. 74)

2.6.3

The Committee endorses the approach of the Australian
Audit Office in retaining a consultant to advise on
areas of technical complexity. The Committee sees merit
in the Audit Office obtaining an outside opinion at the
draft stage of its efficiency audit report. The use of a
consultant provides an objective input into the audit.
In this way the drive towards better administration of
efficiency audits is enhanced.

2.7

Review by the Audltee of the Draft Efficiency Audit

2.7.1

The efficiency audit team Indicated its appreciation for
the co-operation of taxation officers in the
International Operations Branch (as it then was):
"Throughout this task the audit team was
appreciative of the co-operation of Taxation Office
officers in the International Operations Division
of the National Office of the Tax Office and those
in other related sections to which our inquiries
led us.' (pg. 65)

2.7.2

The ATO also welcomed the opportunity that it had been
given, during the course of the IPS efficiency audit,
for its officers to have full discussions with the Audit
Office, to have an input into the efficiency audit
and to have that input recorded.

2.7.3

The Australian Audit Office auditing standards basically
call for one closing interview with the auditee and a
written exchange of comments on the draft efficiency
audit report. However the progression of discussions
with senior taxation officers in this case was more
elaborate than usual. The Committee heard evidence that
the method adopted in the international profit shifting
report, although lengthening the elapsed time for the
audit, was necessary to provide an adequate reflection
in the report of the extent and current development of
the initiatives introduced by the Taxation Office during
the closing stages of the audit, (pg. 66)

9.
2.7.4

Audit officers indicated that this process:
'... proved its worth in that the main thrust of
the audit report and of the recommendations made by
the Australian Audit Office has been generally
accepted by the Taxation Office', (pg. 66)

2.8

Priorities for AAO's Recommendations

2.8.1

In its report 'A Taxing Problem', the former Expenditure
Committee recommended that:
The Australian Audit Office follow a more
positive approach in its reporting by providing, in
particular, detailed constructive recommendations
and advice to audited agencies in cases where
serious deficiencies within an agency's activities
are observed, (para 2.9)

2.8.2

The AAO's 35 recommendations and the responses of the
ATO are set out in Section 13 of the efficiency audit
report. (pgs. 71-84)

2.8.3

The AAO has also indicated the priorities to be attached
to its audit recommendations (pgs. 67-69 of the
efficiency audit report). It was suggested that it is of
primary importance for the ATO to commence a
quantification exercise to determine to the maximum
extent possible the loss to revenue caused by
international profit shifting. The next priority was the
n&ed to minimise as far as possible the degree to which
otherwise assessable Income escapes Australian taxation
through being held offshore indefinitely in tax havens,
(paras 12.2 and 12.3 of EA Report)

10.
In some cases the ability to comply with the AAO's
priorities may be outside the power of the ATO. For
example, the AAO suggested that high priority be given
to ^developing legislation to expose to domestic tax any
income of domestically controlled companies and trusts
sheltered in tax havens'. However the ATO has noted that
it is a matter for Government policy whether such
legislation should be developed and if so, the timing of
that legislation. The Committee nevertheless sees merit
in the AAO continuing to indicate to auditees the
priorities which it sees as attaching to its
recommendations.
2.9
2.9.1

The efficiency audit was a worthwhile exercise in
focusing upon an important and current issue. It has
provided a catalyst for the ATO to question its own
priorities. (para 2.2)

2.9.2

The Committee also acknowledges that the ATO itself had,
prior to the commencement of the efficiency audit,
recognised deficiencies within its own system and had
commenced corrective action. The efficiency audit was
useful in that it provided both a review and support
mechanism for the Initiatives undertaken by the ATO.
(para 2.2)

2.9.3

The Committee recommends that (1) In appropriate cases,
the AAO retains a consultant to advise on areas of
technical complexity and provide objective input into
the audit, (para 2.6)

2.9.4

The Committee welcomes the professional relationship
which continues to develop between the AAO and the ATO.
{para 2.7)

2.9.5

The Committee recommends that (2) the AAO continue the
practice of Indicating the priorities which it sees as
attaching to its recommendations, (para 2.8)

11.

3.1
3.1.1

The Taxation Office has made significant progess in
developing and refining its audit activity. In its
submission, the ATO indicated that in 1985-86 it had
increased Its workload under the International
Enforcement Program to some 250 audits. In 1986-87 that
moved to in excess of 400. There has also been a large
increase in experienced staff and training devoted to
audit activities. This reflects that as an organisation
the ATO is generally improving the way it is operating,
not only in the international area in particular but in
audit activity generally.

3.1.2

The ATO has indicated that as part of its restructuring,
international audits will be integrated into the broad
Complex Audit program. It will conduct a range of
projects that will focus on transaction based
industries, industry types and entities that trade with
related companies in tax havens.

3.2
3.2.1

In its efficiency audit report, the AAO Indicated that
statistics used by the Australian Bureau of Statistics
for 1984-85 revealed that approximately 30 percent of
total Australian import and export trade, valued at
$17.6m in that year, was conducted between Australian
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branches and subsidiaries of foreign companies on the
one hand and their foreign parent and related companies
abroad (para 2.15). The report Indicated that these
statistics did not reflect the volume of trade conducted
between Australian owned enterprises and their
subsidiaries and related companies abroad. Nor did they
include transactions in the banking sector. The report
suggested that the inclusion of such data would
undoubtedly establish that an even greater proportion of
total Australian imports and exports of goods and
services (estimated by the AAO to be in excess of
$20,000m annually), is conducted through intra-corporate
trade). Accordingly, Audit concluded that there was:
'little doubt that transfer pricing associated with
such trade results in very significant losses of
taxation revenue', (para 2.16)
The AAO also commented that there was a substantial and
increasing use of tax havens to remove a significant
amount of Australian income from Australian tax.
(para 3.7.1 of EA Report)
3.2.2

On the other hand, Arthur Andersen & Company, Chartered
Accountants, submitted that the AAO's conclusion that
international profit shifting is a substantial problem
is not necessarily valid. It had been their experience
that large corporate taxpayers are exceedingly careful
to comply with the law: the larger the corporation and
the more public its profile, the more concerned it is to
preserve its public image. Such corporations It was
submitted try to 'avoid the taint of being seen to be
involved in abusive tax arrangements'. Accordingly,
Arthur Andersens concluded that most multinational
corporations have (at least) defendable pricing

13.
arrangements for all cross border transactions. Arthur
Andersen believed that these companies are sufficiently
sophisticated, intelligent and respectful not to
flagrantly abuse the taxation systems of their host
countries, (pg. S12) Arthur Andersen concluded that:
'the specific attention that is being given to the
multinationals or the large corporations that are
subject to statutory audit is misdirected because
they are the very ones who seek to comply with the
law'. (pg. 93)
3.2.3

In commenting on Arthur Andersen's submission, the AAO
representatives suggested that they would have preferred
a more balanced presentation. They indicated that Arthur
Andersens were probably working to a certain brief
whereas the AAO had looked at a different brief.
Arthur Andersen's officers responded that they believed
their submission was balanced. In their experience,
large corporate taxpayers were careful to comply with
the law.

3.2.4

Whilst acknowledging the views expressed in the
submissions and by witnesses, the Committee cannot
ignore the AAO's analysis of the 13 cases for which
S.136/Division 13 determinations were made between 1
July 1982 and 31 December 1986. Division 13 adjustments
of $350.5m were made after the audits were completed.
(Table pg. 43 of EA Report). In two of those cases the
adjustments were in excess of $100m each. In addition,
the Commissioner of Taxation, Mr Boucher, has indicated
that the ATO's recent concentration on the 'top end of
the market' (which now includes international audits)
has been very lucrative for the revenue. In these
circumstances the Committee considers that IPS remains a
threat to the revenue.

3.3

The Adequacy of the Income Tax Assessment Act to Counter
IPS Activities

3.3.1

Division 13 of the ITAA was enacted with effect from
27 May 1981 to deal comprehensively with arrangements
under which profits were shifted out of Australia
whether by transfer pricing or other means. It replaced
an original provision - the former Section 136 - which
had proved inadequate to deal with these practices. In
commenting upon the effectiveness of new Division 13 to
counter IPS activities, an the ATO officer stated:
'We now have legislation that is of International
standard, relying on arm's length principles, and
we see that as appropriate legislation', (pg. 22)

3.3.2

The Commissioner of Taxation stated that even with the
implementation of other legislation, such as the Foreign
Tax Credits System, companies will still be able to
indefinitely defer the tax on income directed to or
accumulated in a tax haven company and not remitted to
Australia. The AAO's findings also indicate that there
is an increasing use of tax havens.

3.3.3

As a result the report recommended that %
'a high priority should be allocated to the
necessary work on developing legislation to expose
to domestic tax any income of domestically
controlled companies and trusts sheltered in tax
havens.' (para 3.7.1 of EA Report)

3.3.4

In evidence the Commissioner considered that the law is
effective in dealing with the assessment of tax
liability of taxpayers with international connections.
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Mr Boucher said he was mindful of the legislative
proposals in the May mini budget for an accruals basis
for taxation of foreign income. In addition, he referred
to the use made of the Foreign Tax Credits System, the
Division 13 measures specifically directed against
profit shifting and the general anti-avoidance
provision, Part IVA of the Income Tax Assessment Act.
3.3.5

The terms of Part IVA are very wide and would seem to
cover most transfer pricing situations. When introducing
the Part IVA legislation, the Treasurer indicated that
it was directed at 'blatant, artificial or contrived
arrangements'. Part IVA is not limited by other
provisions in the Income Tax Assessment Act or the
Income Tax (International Agreements) Act. It applies
whether the scheme is carried on inside or outside
Australia.

3.3.6

There needs to be clarity and certainty in the
application of the tax laws as they affect companies
with international dealings. Mr Boucher indicated that
there was already a level of certainty but that:
'certainty can always be improved.' (pg. 347) An issue
which arose was whether there is sufficient certainty in
the way in which the transfer price to be brought into
account to determine tax liability is established. In
response, Mr Boucher indicated that the rules which the
ATO has in Division 13 and the double taxation
agreements with major trading partners are exactly the
same as with other countries. Therefore there is as much
certainty in Australia as tax administrators and
taxpayers have in those other countries, (pg. 347)
Mr Boucher acknowledged however, that some practitioners
may not agree that there is sufficient certainty in the
way in which the transfer price for Division 13 purposes
is established.

16.
3.3.7

To enhance the clarity and certainty in the application
of the transfer pricing rules, the Committee sees merit
in the ATO issuing, as a matter of priority, an income
tax ruling which details the Office's view of the law
and how it administers the provisions of Division 13.
Included in the exercise could be details as to the way
in which the transfer price to be brought into account
to determine tax liability is formulated.

3.3.8

In its submission, the Taxation Institute of Australia,
considered that Division 13 (transfer pricing), Part IVA
(anti-avoidance) and foreign tax credits are adequate
legislative deterrents to prevent international profit
shifting. The Institute submitted that the ATO should
direct its resources to all members of the Australian
community evading taxation in any form, including
international profit shifting. The Institute emphasised
that the law is in place to do this and supported the
implementation of administrative measures to further
this goal. {pg. S55) The Confederation of Australian
Industry submitted that Division 13 and Part IVA are as
comprehensive as any legislation in the world to enable
the ATO to investigate and punish IPS, and that the
penalties provided in the law acted as a strong
disincentive to engage in IPS.

3.3.9

Although the anti-profit shifting provisions of
Division 13 are supplementary to the general
anti-avoidance provisions contained in Part IVA, they
are not limited in scope to arrangements that have a
dominant tax avoidance purpose. There is therefore
scope for overlap between the operation of Division 13
and Part IVA. In some cases the Commissioner may find it
easier to establish the criteria necessary to apply
Division 13 rather than Part IVA. Accordingly, to add

17.
clarity and certainty to the law, the income tax ruling
on the operation of Division 13 should specify, as far
as practicable, the conditions under which the
Commissioner will apply Division 13 rather than Part
IVA.
3.3.10

During the course of the hearings, examples were given
which may disclose inadequacies of the income tax law in
combating international profit shifting. These involve
entities which have arranged their affairs so as to
overcome the provision of the Income Tax Assessment Act
and where Division 13 would not apply. Typically, this
occurs through the non-arm's length behaviour of related
parties In circumstances which themselves are apparently
arm's length.

3.3.11

Evidence was given (pg. 285) that it is very hard to
know the actual nature of the international transaction
when there are techniques such as back-to-back
transactions, side deals as well as put and call options
which are not revealed to the ATO. Critical to the
examination of international profit shifting is the
definition of 'profit' in the case of companies
operating in the international arena. In the view of one
witness (pg. 285) the taxation law has not adequately
defined 'profit'. An example was given of a leading
multinational company operating in Australia which was
alleged to use as its unit of account the Japanese yen.
Because all of its imports were denominated in Japanese
yen, in the past two years the company needed to do
nothing In order to have a substantial deterioration in
its Australian 'profit'. Examples were also given of how
a domestic partner can be compensated in a side deal,
for example, a corresponding 'sweet deal' in some other
overseas country. The difficulty identified for the ATO
in that context is that it would be very difficult to
have evidence on the back-to-back transactions and side
deals involved, (pg. 286)

18.
3.3.12

In the foreign exchange context, it was suggested that
financial institutions operating subsidiaries offshore
can exercise considerable discretion as to where foreign
exchange profits and losses are booked. This is
especially the case when large numbers of foreign
exchange trades are executed in the course of a day.
(pg. 290)

3.3.13

Further evidence was given (pg. 292) of the difficulty
which can arise where differential tax rates are
Involved. Thus where a company bears the corporate rate
of tax of 39 percent (formerly 49 percent) on one form
of income, and a 10 percent tax rate on another form of
income (interest income), there is scope for an
arbitrage deal. It follows that it is a simple matter
for companies to rearrange their affairs so as to
minimise their taxation liabilities. In that context a
witness suggested that there should be a uniform rate of
tax applied to all sources of income overseas, (pg. 292)

3.3.14

In their paper entitled, 'Overseas Aspects of the
Australian Company Tax System' Mr D. Dixon and Professor
R. Vann address methods of reducing effective rates of
tax levied by both the country of residence and the
country of source of income. They identify that the
avenues for reducing Australian tax liability are of two
broad types:
(i)

using transfer pricing techniques, and

(ii) a choice of company structure which limits
liability to company tax in Australia.

3.3.15

In relation to Australians investing overseas, Dixon and
Vann explain that by paying attention to corporate
structures, several methods can be utilised to avoid the
Foreign Tax Credits System as it impacts on their need
to repatriate foreign profits to Australia.

3.3.16

The most significant conclusion arising from their paper
is the variety of methods available to Australian
companies to avoid the full impact of the Foreign Tax
Credits System. That is despite widespread criticism of
the new system by many companies with significant
overseas sourced income.

3.3.17

Although the Foreign Tax Credits System reduces the
scope for avoidance of Australian tax by residents,
Dixon and Vann demonstrate that there are still avenues
available to do so by appropriate structuring of
overseas transactions.

3.3.18

Reaction to this paper appears to have been minimal
(pg. 287). The Committee notes that the Government has
moved to amend the Foreign Tax Credits System and the
Singaporean Double Taxation Treaty to prevent losses to
the revenue.

3.4

Double Taxation Treaties

3.4.1

Australia has 23 comprehensive taxation agreements with
other countries. Over 70 percent of Australia's trade is
with treaty partners. The comprehensive taxation
agreements are bilateral international treaties which
are given domestic legislative effect in Australia by
the Income Tax (International Agreements) Act 1953. The
agreements are schedules to that Act and as such have
legislative force. Australia is a 'dualist' country in
that its international agreements acquire force of law
only if implemented by domestic legislation.

